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Taxation of Wealth in India

G. TRMMAIART

Introduction e
Taxation of wealth is advocated with a view to (1)achieving horizontal equity in z'egﬁ'fd_-.
to the taxation of income, (2) reducing inequalities of income and wealth, (3) incouraging.
efficient use of investment funds, and (4) achieving efficiency in administering income tax b} ;
cross-checking wealih owners for their income, o
Though income has been considered as a more tangible indicator of tasable capacity,

is realised that pecple who owned wealth without having income above the exemption
linit go Scot free and, as a result; the income tax was creating horizontal inequity, Wealth .

creates for its owner a continuing stream of enjoyment distinct frem that associated with. "+

income or consumption. Hence, Nicholas Kaldor in his report to the Indian Government
in the year 1956 justified wealth tax as an essential part of the direct tax system in crderto -
achieve horizontal equity,

Using direct taxes for reducing inequalities of income and wealth is an age old argu-
ment which needs no repetition. The genesis of the rationale for wealth taxation bas thus
far been dependent upon the intensity with which the feudal vestiges of wealth are locked
down upon by those social classes whose title to acquisition of political power has not been
based upon their being a significant part of feudal configuration. With respect to India, the
phenomenon is further compounded by the inequities created by the caste system and. non-
perculation of education, finance and prestlge downi to the lowest strata, It is” therefore
felt that the rationale for wealth tatatlon becomes a function of qumo bconomlc realmes and
lepacies reoted in the feudcl md colomal past oi‘ [ndian Socmty :

Arguments  for Taxatmn of Wealth

Taxation of wealth has been advecated w1th a view to encouragnw the tse of accum-
ulated wealth for efficient income yielding purposes, so that the accumulated wealth is  not
left idle, Taxation of wealth is expected to act as a spur ‘to. encourage owrers of wealth to
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gse it for more productive puiposes in the sense of real locating it from zero viclding assets
to income yielding assels and from low yielding assets to high yielding assets.

Ancther argument rests upon the useful diversion which the taxation of wealth would
canse towards fnvestment in improving the skills, that is investment in non-physical capital,
This purpose of tax on wealth has gencrally not been considered injurious to risk bearing,

Then there is an aavastage claimed for taxation of wealth in mzking direct tax system
interlocking in character and thus making cvasion of other taxes costly. Micholas Kaldor
recommended for the impositicn of wealth tax in India (o cross-check infermatic n on inco-
me for the purpose of income tax which would make evasion of income tax diffionlt,

However, while all these argument‘; m'ty have an element of truth, in actual practice
it is very difficult to achieve’ them a]l by Eevymg one unique tax on wealth, This is particu-
larly so in a developing economy Ilke Iﬂdlc._ jhxs is because wealth can be used to gonfer
benefits it many ways, such as for mlnmg mcome by owaing financially productive wealth, It
can be bequeathed to benefit kith and kin after the death of the owner. And it can be nsed
to make gifts in one’s life time. Thus wealth is owned, gifted and bequeathed. Therefore, in
order to achieve the above mentioned objectives of taxation of wealth, all these uses of
wealth should be brought undet taxation. ‘Consequently, in India an integrated system of
taxes has been levied on wealth,

Various Types of Wealth Taxation in India _

In India taxation of wealth includes (1) property tax on the:d'v»ruer'ship of property
particalarly in the, form of buildings and urban real estate, (2) tax on the net wealth, (3)
estate duty on the transfer of wealth after the death of the owner and (4) gift tax. Property
tax on urban real estate including residential buildings has been allocated to state govern-
ments which in turn have assigned it to the local bodies. But the local bodies have not been
levying property tax for achieving the above mentioned objectives. 1t bas remained more as
a benefit tax. The other three taxes are levied by the central government. Though tax on
capital gains may be considered as a"ta'*{ on're'a]is'ed wealth, it has been levied along- with

income taz., Therefore, we are conﬁnmg our attent:on to only thc Iqst t.h!. ce taxes Ievwd on.

wealth.
Wealth Taz

The Tazation Enquiry Commwsmq of 1953 54 qummed the feamblhry of‘ levymg a

wealih tax. The Commission prajsed this tax on economlc soc1al and eqmiy grounds - as’

also to prevent tax evasion and avoidance,Bat the Commlssmn rejected this tax on: the: gro- R
und of administrative difficulty invalved in valuatmn Latcr, N:uholas Ka!dor m hIS Report B S
on Indian Tax Reform 71956) recommended the xmposmon of tI’llS ‘rax and accordmgiy thls TR

tax was iniroduced in 1957 aad became eﬁ'ectwe from tha.t yeau -_ :

Entities Subject to Wealth Taxation T S
Wealth tax is levied on the net wealth of deVlduals and Hmdu

undivided Families

e
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{HUFs). The recognition of the HUF as an asssssee is in line with the Hindu law of the
land which eushrines in its ccdes the principle of the religious unity of the family., But
frequently the HUF is used as a device to frustrate the intention of tax policy and ihereby
reduces its impact. The tax base for the wealth tax is the net wealth which is the differcnce
between aggregate value of assets minus all the debis cutstanding on the valuztion date, In
this context it may be observed that for the first three years, wealth tax was levied on com-
panies also. This was out of recognition of the biurring of the distinction between perscnal
and corporate wealth due to historical eircumstances associated with managing ALENCY §Y5—
tem. After the pasqmg of the Indian’ Compames Act of 1836 1t was thought that corporate
wealth would get dlvorced f‘rom personal overfones. This explains the abolition of wealth
tax on uampanu,s in; the year 1960 Howevcr the easy ideniificaticn between large industri-
al houses and the structure of corpora.te enterprises, which persisted to this day, prompted
a few observers (o recommend a variant of wealth tax on companies. In fact because of the
large scale evasion of wealth tax by owners of jewellery and real estate companics, through
transfer of their personal jeweliery and residential and other buildings to the name of their
companies just to evade wealth tax, the Government of India has decided to levy wealth
tax at the rate of 2%, of the net wealth of closely heid companies from FY 1983 84,

Rate Structure, Exemptions and Deductions

The tax ratcs, exemption limit and deductions for wealth tax are shown in tables T and
2.1t will be noted that after the limit of the blanket excmption is crossed the lax is assessed
on the enfire net wealth, This practice highlights an element of novelty in taxing ownership
of wealth. However, the motive of the government is easy to understand, namely to refuse
another cpportuniiy for manipulation ard also to lessen the consequential work load on the
administrative machinery, Therefore, it was thought proper to assess the entire net wealth in
blanket fashion,

The rate structure of wealth tax has undergone frequent changes, Changes were affec-
ted in the year 1959, 1962, 1964, 1969, 1971, 1972, 1975,1977 and 1980, Except in
1939, slabs were also recast eachi time. Thus, any one set of rates did not prevail for full
three yeavs. It has been noticed that changes in the rate situcture have made a greater dent
in the wealth held in the range of Rs. 5,00 OOD/ to Rs. 20,00 000/ It may be mentioned
here that the progressiveness of statutory rates was not wholly refiected in the effective rates
of tax on wealth. A partial explanation for low effective rates over the period is the avoid-
ance of tax by shifting from higher wealth brackets to lower wealth brackets by claiming
exemptions and deductions and applying thereupon lower average rates. It has been found
that the overall effective. rate of wealth tax has increased from 0, 61% in FY 1961-62 to
29 in FY 1976-77. Thus it is cvident that 'thc's'terpncss of statutory tate is not wholly re-
flected in cffective rates. Ancther significant featurc of the wealth tax is, that during the
period of more than 13 decades the percentage of weaith assessed to net naticnal product

has dechued uubstmtniiy InFY 1961-62 it was 8.75% which declined to4.52% inFY 197677,
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This narrow base of wealth tax was one major factor responsible for the low proportion of
the yield from wealth tax over the period. A major part of the increase in the absolute
amount of yield have been mainly due to frequent lowermg of exemption limits and enha-
ncement of rates of tax. SR
Estate Duty _ o

Ownership of wealth ceases on the death of the owner. If there were no leguily mana-
ged system of inheritance, the wealth thus: left over would naturally belong to the government
a la the law of escheat or the ldw of treasure trove. Allowing such wealth to be enjoyed by
the heirs dx the cucwsed s d !egaI service rendercd by the government both to the deceased
ir retrospsct and to his heirs. Estate duty is the charge by the government for rendering
these scrvices. However, this argument cannot be translated inte practice in its totality Only
the ph@iosoph) is accepted, and estate duty has been used to achieve other objectives also.

The Indian Taxation Enquiry Commission of 1924-25 recommended the imposition of
estate duty. But the then Government of India did not act on that recommendaticn, During
the Second World War, pressed by the revenue needs of War,the Goverament of India Act
of 1935 was amended in 1944 te empower the central government to tax estates. A bill to
levy estate duty was introduced in 1946but it lapsed becausc of the dissolution of the Jegis-
lature. It was again introduced in 1948. EHven then it did not become effective because the
legislature was again dissolved. It was only after India became independent, that ico after
the lntroduction of Constitution of India in 1950, that the estate duty bill was introduced
in 1951 and became Act in 1953, Since 1953 the Estate Duty Act has undergone more than
15 amendments. The main objeciive of the estate duty was to reduce uncqual distribution
of wealth.
Basis of Taxation

The estate duty is imposed upon the gross valuc of the estate which is deemed to pass
at the death of its owner. The cause and place of death is irrelevant to the applicability of
estate duty and the same holds for the*will’whether made or not.The scope of estate covers
all moveable and immovable properties. In the cvent of the death of a member of HUF, the
tax is computed by allocating to the pame of the decedsed his sharc of; property The com-
putation of the tax base will aIso be thu propel £y whlch thc duceased was. competent to
dispose of and also in which" hc could have llfe mterest of any kind" mcludm<7 maturing
insurance endowments. Furthe T, glffS beoome taxabIe under estaté duty if made in contem-
plation of death.Simiiat’ is the case w1th glf’ts mortrs causa and gifts of property made within
two years preceding. tho death Immovab[e property situated cutside India is specifically
exempted and movable property is exempted 1[ the deceased was not domiciled in India,The
rate structure: and deductlons are shown in tables 1 and 2. The progresswe ‘rate structure
of estate duty is built on step systnm of rate fixation. The coverage of estate is glebal and
not schedular. In the cate of share and debentures of foreign company held by deceased,
not being 4 person domiciled in india, the estate duty is chargeable at 1h'é'fp]lo\\’ing rates:
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““If the value of the share or a debenture does not exceed Rs.5000/- the tax is nil,if it exceeds
that amount the tax is 7.3%°" It will be scen from the rates shewn in Table 1 that the
increase in the marginal rates of tax does not follow linear homogencous pattern, though
the cdtent of progression raises substantially after middle slabs. Thus on the first siab the
inérease is 6% followed by 5% then by 109, each up to the last but one slab.
Rélicf from Payment of Estare Duty

The provision for quick succession relief is made to obviate undue hardship caused by
frequent deaths. No estate duty is payable if second death ocours within three months of the
first death Likewise if estate duty has already been paid on the property, that cstate cannot

i become liable for duty during specified 111telv11s Over a period of five years a relicl by way

of' certain reductions in the amount of: tax pavable is given as shown below:
(1) where the scoond death occurs wxlh:n 3 monlhs of the first death, the duty payable is
_'_ml R o
* (ii) where the second death occ'urs: Wf[hihioﬁc’ ﬁfear of the first death, the duly payable is
: reduced 'b'y 50% of the normal rzite.'_ ' B '
(itiy where the second death oocurs within two yeats of first death, 40% of the normal rate.
(iv) where the second death occurs within three vears of first death, 30% of the normal rate.
(V) where the sccond deirth occurs within four years of the first death, 207 of the notmal
rate.
{(vi} where the second death occurs within five years of the first death, 10% of the normal
rate,

Between FY 1962-63 and FY 1976-77, the number of cstates assessed for tax inereased
by 24 times. But the coverage of the tax basc has remained narrow, Apart from the inhe-
rent parrow coversge of the estate duty, the apparently small absclute number of taxable
estdtes is traceable to numerons exclusions and deductions whose magnitude also is so large
that most of the estates could easily be taken out of the tax net through meticulous tax
planning The rate schedule on an average plcwulm continuously for about & years.In almost
all years the maximum statutory rates wcu, a]wavs higher ilmn the cﬂ”cclwc rates. [n fact the__
average effective rate declined from 9.23 in 1 4 19(1 62 to 7. 63 in ¥ b 1976 '77 As a rcsult :
the estate duty yield as per cent of the total valuc of' Lstatc declincd frem7 65 in FY 1961- 62

o to 643 in FY 1976-77. :
'_'GmTax S

" This case for gll"t tax was exammed by {he Taxation Enquiry Commission of 1953 54 i

_ the following way: ©A gift ta\ 1s thco:ctlcaiiy an attractive proposition, but it requires’ '

considerable experiénoce of the opcratiqn of ¢state duty before it can be introduced. As more -
“experignce is gained on this type of work, the feasibilily of introducing a gitt tax can. be.

- considered. Moreover, the rates of dedth duty-are at present low The value of gift taxasa 000 :

" second line of defence for estate duty is greater if the rates of latter are steeply progiessive,”
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We are, therefore,not in favour of introducing the gift-tax at this state.”” But in 1956 Kaldor
strongly advocated the imposition of gift tax to plug evasion of estate duty and, accordingly,
it has been levied in lndia since 1958, The Gifts Tax Bill of 1958 justified the tax'in the
following terms: “*Gifts from one person to avother provide a convenient means of aveiding
or reducing liability to Estate Duty, Income-Tax,Wealth Tax and Fxpenditure-Tax; The only
effective method of checking such attempis at evasion or reduction of tax liability is by.
levying a tax on gifts.”

Concept and Computation

Thus gift tax was intended to serve the purpose other than raising revenue, i. e, to '
block the loopholes, or eva%ton ofothcr direct taxes. Thercfore, the revenue purpose remains
subordinated to the social )nrpme The makers of gifts who are brought into ‘this tax-net
comprise individuals, HUFS,’ compimcs “firms and associations of persons; The levy his as
its base, transferred moveable or iminoveable propurty for the n!cv’lnt assessment year. The
two basic attribuies imputed to the transfered to m'lke them taxable are ‘the" voluntary hature
of gifts and absence of any pecuniary conmdemnon Thb concept of deemed gifts remains

embodied in the design of tax in order to’ plew,nt evauon Thie: computat:on process of tax
base is done by adjusting aggregate over pnrmlssm]u cxemption: and- then deduct blasket -
exemption upto Rs. 5000/, But no exemption is. appllcabk to the gift made out of spouse’s
gifts. Since 1976 gifts made in any onc or two ‘years previcus to the assessment year Lave
been agyregated.

Tt is said that if the yield from gift tax increases it indicates a large scale evasion of
estate duty, Precisely for that reason gift tax was imposed. But even-after that if increasing
yield from gift tax indicates evasion of estate duty, the purpose is defeated. The pmctme of.
small gift making as a device of aveiding cstate duly hias become a convenient method of
tex planning in India For this reason the W anchoo Commiltce recommended basic excrnp- :
tion to be reduced to Rs. 1,000/~ per annum, (R

Since ift tax is a compléementary tax for estale duty .my'd]trlatlons in’ cstate duty"

requires simultansous changes in the rate of gift tax. Since 11erc have: not been frcquent o

changes the rates of estate duty in gift tax mtc also Qhow\ zhat ot an wemge one set of -
rates remaiued operative fur more than 5 YEATS, Bcgmmnﬂ \\uh ,9‘?8 59 thcy were altered

oaly three times and each time sldbs were also rcmat Imhul'y thcm werc eleven slabs which

were teduced o six in FY 1964-65 I"hcy Were: increased 1610 in 1966 07 and reduced-to 9.

subsequently. It has been found: tlmt Ulft 111\1\1110 in’ small dmmmts Asa devm\e for evadmg S
estate daty hus increased: This 15 bomc ont by the. sma!]cr mtc: of mcrcase 111 the vmlue of i

taxable gifts over the years. Iurlhcr thmc has bccn a cnntmuous crosmn ‘of the tax baze.
by deductions and allowances, Thv then_ oF uosmn 1ids bcen arouud 304 of-the fax base'
Further, individuals as gift making Bgsessees outnumbered oihu: tvpes of assessees and- the
value of taxable gifts per assessee dectined: by 53, betwaen YY 1961—62 L
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' Evaimﬁon

The tnregomg analysis of the three taxes on the ownership and [rdnsf’ers of wealth in
Endn brmoq out the hollowness of the real populist nature of the slogan in the name ¢f
achieving a i;ocmhstn pattern of society, The low vield from the tazes on the owne:rshlp of
Wﬁdlth and its trdnsfers has been a matter of common knowfedge ever since they were levied
in India.The yield from these taxcs as a percentage of total revenue from direct taxes of the
central government ]’ldS continueusly declined over the years. This is ¢vident from Table 3,
The main reason for this declining revenue importance of taxes on wealth has been the cro-
sion of tax ‘bases by exemptions, deductiens and. allowances, If there is any successful tax
:plannmg in India it has been in the ﬁc‘ld ofhxatton of wealth.A doubt arises whether these
taxes were really intended to he ecrlt u\}y' al P ;cd for the purpose of 1educmg mequa}mes
of wealth at all | ok :

'Weallh Tax .Bmp Errodea’

In the case of wealth tax 1‘he devue of Glf't making has reduced the tax baee ENOTMOo-
wsly. The number-of gift tax payers as perdent of wealth tax payers went up from 25 te34%
between FY 1961-62 and FY 176-77 (See Table 5). Similarly, the percentage of gross gift
to. total vet wealth during the same period increased from 1.69 to 2. 5720, In other words
about 7o of the net vield could be depleted: annually through the medium of gift. The tax
planmnEr over a period of I35 to 20 years would thus reduce the total taxable wealth by 30
.;to 407¢. Further, gift making is also used to aviod estate duty. The device of splitting the
wealth in the upper brackets has also increased particularly in the case of HIJFs. Although
the total number of- HUFs increased from 2,345 to 7,027 during the period between
EY1961-62 to FY1976-77, there occurred significant numbers of assessees belonging to lower
brackets of weallth thereby proving the suspicion that the assessces in the upper brackets
resorted to splitting up of their wealth to minimise the tax burden. Besides, there has been
wndcspgbad evasion of tax through the creation of private trusts and transfer of assets to
companies. '

Gift Tax Structure Proves Inefficient

In the case of gift tax, gift tax payers as' a percentage of wealih tax payers : mcreased:

by 9% thereby indicating the failure of glft tmc as ameasure for prevcntmg avmdance of
wealth tax and -estate duty. In lndm glft tax And estate duty have completely sepal ate
ireatment in the sence that hoth have dlﬁerent sets of exemptlons rate structiire: and- even-' R

assessing authorities. The only lmk between these two taxes is

estate tax ]nbll:ty to gift tax on. glfts que two yeats preceding death,Even the Public Accounts. - '
Committee have h:ghhghted the revenue loss on account of the parallel operation of adminis-

tratlon for these two taxes, apart’ from’ duphcqtmg the administrative cost itself. The rate.
tn,lcture of gift tax, which is lower than that of estate duty at the first and the last slabs, ' .
ates for tax avoidance throbigh making inter vivos gifts. The disparity in the 3

opem flood g

the allowable credit against
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rates was very wide until 1970-71. Later on, the rates of gift tax were so revised as to make
average rate of each slab higher than average rate for estate duty except in the slab of highest
value where it was just marginally lower, Even than a shrewd tax 'planner can reduce his tax
liakility through four devices. In the first case, inter vivas transfcrs m'l}’ “be used to split
the wealih inty two portions and that portion which is avatlable f‘or bemg taxed by gift tax
will attract a lower rate due to progression in ratg structure In the second device, the size

of the estate is reduced, namely the other portion when taxed by esmte du.ty will also be
attracting « lower rate for the same reason viz, the progressmn of the rate. structure. In
the third device, the size of the estate is reduce further by deductlons of amount paid. as
taxes on infer vivos gift made pr:or to: two years before death And in the forth case,’ gifts
made during the life time pxeccdmg two years before ‘death are not aggregated for estate duty
purposes. A good tax planner will be' ablc to ‘save from each of the four devices substantial
amount of tax liability. The main purpose of levying ali the three taxes was to catch the
wealth owner at least at any two of the three acts of owning, bequeathing and gifting. But
it is passible to escape from:all the three taxes, If caught, at worse he may have to pay only
nominal tax under gift tax by propertax planning, This is mainly because of generous ded-
uctions and disparity in the rate structure of these taxes, S

It is frequently maintained that the inéquality in the distribution’ of wealth is higher

than the inaquality in the distribution of income. This has been the finding of the Mahala-
nobis Committce which went into the distribution of income and wealth in India. This is
mainly because of the feudal past which has persisted into the present. The emergence of

e “black money” phenomencn has further perpetuated it. Against this; the equalisation
effect of these direct taxes has been negligible as is evident from Table 4. It may be obser-
vad that all these three taxes have proportional incidence which means the socio-political
objective of  these taxes namely, reduction of inequalities of wealth has been defeated.
The reasons for this: mdfectweuess of these tazes have already been explained. Therefore,
it is necéssary’ to blmg 'zbaut some reform in the existing structure of taxation of wealth in
India with a view to dchwvmg the avowed ob_]ectlves

Taxation of Wealth Needv Fundamema! Reforms . N
One probable solutlon W, d bf: reduc :numerous deductlons and a!]owances to - a
minimum, and equalise t’ne éx’_mpmo_'_ the_r_te structure for all the three taxes,
This is not a practicable packftge of eforms because the glft tax cannot be treated on par
with estate duty or wealth. tax: because of‘ the amount of tax base and rates of tax involved.
Therefore, the rate structure w1l[ h'we to be dlﬂ‘elent for wea]th tax and glft tax and also
for estate duty and gift taz. Tt v1ew of th]S practlcal problem 4 more: practlcable solation
would. be to. reduce the deductmm and al!owances tnder the’ wcalth"fax to & minimum and
replace the existing estate duty and g;ft tax by one: singlé tax on: the tr'msfer of assets of the
type of capital transfer tax prevailingin England Thisnew t'lxwﬂlmake it pOSSlbIE to altogether
and the evasiono fwealthtax and estate duty thiough gifts: It will enablg the government
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0 equ'.-l,lijsc the rate structure of wealth tax and the assets transfer tax, The exemption limit
fg:'the assets tPansfer tax nay be fixed at Rs,3000/- annually with a cumulative maximum
life time exemption limit of Rs, 0.15 million. And all the transfers made in one’s life time
will have to be aggregated at the time of assessing an assessee for assets transier tax. When-
ever the value of his assets transferred exceeds the exemption limit, he becomes liable for
this assets transfer tax. The rates of assets transfer tax may start with 55 and go up
to 85% on the value of* the assets transferred exceeding Rst 2.0 million. The suggested rate
structure: for the propo«sed~ assets transfer mx are presented in Table 6

S The essentiad featurs of this tax: shou!d be that the rate schedule should be cumulative
__of all the transfers over time and for the purpos& offeakenlating tax at any given point of
be trea ted: as. mades i the assessment year for compuy-

"' ting tax lability, However, the tax pald in the prewous year should be deducted. This will

'.'-'._'gwa rélief to the tax payer and at the same: ‘time préevent any evasion by splitting the assets,

;-For the purpose of this tax all assets transfers ‘made in any form, even to a charitable: trust

should be included, Fhe phllosophy i% tha_!: if & donee is prepared: to pay domation to trusts

: .':ar"id' institutions, he should be equalty geﬁerbusi'_ to pay a few more rupees in the form of tax,

_:_'_-T'a'x- evasion through inter vivos gifts will be elimniated under assets transfer tax and the tax

- liability will be higher ‘than under the existing system of dual tax on the transfer of proper-

©ty, namely estate duty and gifi tax. '

The: case for tax re’orm. is long overdue in the case of tazation of wealth in India and

- a committee for reappraisal of exiiting tax laws should be formed. The sponer this is dane
i'the betteg '
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Table 6
Suggested Rate Strncture for Asseis Transfer Tax
Value of assets transferred in a year Rate of tax as percent of the value
of the assets transferred,
Rs. 5,001 to Rs, 10,000 5
Rs. 10,001 to Rs. 25,000 N 10
Rs. 25,001 to Rs.. 50,000 15
Rs. 50,001 to Rs. 1,00,000 S 20
Rs. 1,00,001 to Rs. 2,00,000 - o - 25
Rs. 2,006,001 to Rs. 5,00,000: 35
Rs. 5,00,001 to Rs: 1,900,(:00 _'::..:' S o 50
Rs. 1,000,001 to Rs. 2,0€0,000 o0 65

Above Rs, 2,600,000 85
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