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To reform tax policy, government must think about it more clearly

TAXREFORM IS oneofthe highest priorities
inIndia oday. The finance ministry has set
up the Justice Easwar committee to reduce
conflictin thisarea. Whilethis isa step inthe
right direction, the problem runsdeeper. We
requirea rethinking of tax policy, legal draft-
ing, and organisational structures, Reforms
must be more ambitious, and the policy
work needs to be adequately resourced.
Legal risk associated with taxation and
arbitrary actions of the tax authorities have
created a climate of fear The firstarea of wo-
rkis thinking clearly about tax policy. If our
foundationsare confused, the private sector
cannot anticipate future actions and decisi-
ons taken by the tax authorities could beint-
ernally contradictory. For example, in most
mature countries financial activities by non-
residents are not taxed, We think differently,
but recoil at the harmful consequences of
taxing non-residents. This has resulted in a
messy stalemate, where attempts to [ax non-
residents are held back by “exemptions”.
Alter the crisis over minimum altemate tax
(MAT) on foreign portfolio investors (FPs)
had subsided, itwas reported the income tax
authorities were trying to establishwhether
FPls have permanentestablishmentsin India
in order o open a new battlefront. This cat-
and-mouse game is the result of a mistake
at the coreof tax policy. Similar concerns be-
devil the taxation of firms. We have one of
the highest corporate ax rates, To reduce the
damage, we have an array of exemptions.

Inmost mature countries,
financial activities by non-
residents are not taxed. We
think differently, but recoil
at the harmful consequences
of taxing non-residents. This
hasresulted ina messy
stalemate, where attempts to
tax non-residents are held
back by exemptions. After
the MAT crisis subsided, tax
authorities were trying to
establish whether FP1s have
permanent establishments
in India in order to open a
new battlefront.
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This has created complexity, unpredictabil-
ity and legal risks Thefirst pillarofreformis
sound economic thinking on tax policy.

The second pillar concernsdrafting of in-
come tax Law. Poor drafting has setthe stage
for chronic battles between the income tax
departmentand citizens. Legal risk isembed-
ded in alaw whenwords and phrases such as
“reasonable”, *public interest”, “opinion” or
“believe” are used. These could mean almost
anything depending on the reader. A mode-
m, well-drafted law would notuse such wo-
rdsand phrases. The present income Lax law
uses “reasonable” 59 times, “public interest”
14 times, “opinion” 76 times, and “believe”
27 times, Section 147 authorises an assess-
ing officer to reopen assessments if there's
“reason o believe" there has been evasion

Anotherelement ofarchaic drafting that
plagues the Income Tax Actis the use of*pro-
visos" that create exceptions to the general
principle. The phrase“provided that" occurs
450 times. So, the law is founded on faulty
tax policy. Exceptions were introduced o mi-
tigate itsadverse consequences. And this has
been dane shabbily.

The third pillaris rethinking the founda-
tions of publicadministration The strategy in
modem states has been to place tax policy
and the drafting of the finance bill in their
equivalent of the department of economic
affairs. But tax administration should be kept
atamm'slength from the finance ministry.
The tax administration should not havea say

in tax policy. This reduces politicisation and
ensures policyis notdistorted inwaysattrac-
tive to administrators.

A recent study showed tax authorities
win only 23 percentcases before the judicia-
ry. Animportant source of the problemisthe
presentsysten of targets. To set targets bett-
er, statutory tax-base surveys need tobecarr-
ied out. For example, today, tax officers are
givenanaggregate target, such as Rs 20 crore,
Inamodem tax regime, a tax officer would
et an aggregate target, along with several
sub-targets: Say, Rs 5 crore from persons ear-
ning below Rs 20 lakha year, Rs 5 crore from
persons earning Rs 20-501akh, and soon.

A procedural tax administration law,
distinct from the Finance Act, is required.
This should specify the organisation of leg-
islative, executive and quasi-judicial func-
tions intax administration. This would have
many similarities with the clarification on
the working of financial agencies in the
Indian Financial Code (IFC).

Justice Easwar and his team have been gi-
ven a first deadline of three months, and a
wtal time of a year. A permanent technical
team is required to think about tax policy,
draft high-gualitylegislation, continually ref-
ine the law based on experience and feed-
back, etc. Forcomparisorn, it estimated that
15,000 man-days went into the drafting of
the [FC by a team of over 150 people.
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