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FOREWORD TO REPRINT EDITION

The study on Aspects of the Black Economy in India

undertaken by the Institute at the instance of the Central
Board of Direct Taxes, was published by the Ministry of

Finance, Government of India, last year. Reflecting the wide

interest it evoked in the country and abroad, copies of the

first edition were exhausted within a short time. The Insti

tute is happy to bring out this reprint edition in response to

demand for copies still coming in from various quarters. It is

hoped that this will also provide access to the report to a

wider readership.

Since this is a reprint, no revision or change has been

carried out in any part of the study. However, it needs to be
mentioned that in the Acknowledgement by Dr Shankar

Acharya, the leader of the team entrusted with the study, a

reference is made to a more detailed write-up of the work on
sugar to be done by a member of the study team. According

to the original plan of the report, this write-up would have

formed Appendix 3 of the report. We regret, for reasons

beyond our control, this write-up is not forthcoming.

It should also be mentioned that Dr Chelliah, the then

Director of the Institute, made substantial contribution in the
form of expansion and modification of the chapter on Policies

which forms Chapter 14 of the report.

We are grateful to the Central Board of Direct Taxes for

permitting us to bring out this reprint edition of the report.

A BAGCHI

September 1986 Director



PREFACE

The National Institute of Public Finance and Policy is an
autonomous non-profit organisation whose major functions

are to carry out research, undertake consultancy work and
impart training in the area of public finance and policy.

This study was sponsored by the Central Board of Direct

Taxes, Department of Revenue, Ministry of Finance, Govern

ment of India. The study was begun early in 1983 and was

completed by the end of February, 1985. The report is the

product of team work. The study team, whose members are

listed on page iv, worked under the leadership of Dr.

Shankar Acharya, Senior Fellow. The team must be
complimented on the excellent and painstaking work that it

has carried out in such a difficult and treacherous terrain.

In the main body of the report no attempt is made to

arrive at a global estimate of black income generation in the

country. This is because the study team felt that within the
limitations of time and resources at iis disposal, the required
data could not be collected and rigorous methodologies could
not be applied to them in respect of each of the major
sectors in which black income was considered to be generated.
However, since the report would be incomplete if it did not
contain the results of even a rough estimate of black income

generated in India, additional work was carried out whose
results are presented in Chapter 13. This work has been
carried out largely by Shri A V L Narayana and myself. In
doing this we have received assistance from Dr. M Govinda

Rao.

As stated earlier, the report was completed by the end ot

February, 1985; but could not be submitted immediately
because of the delay in reproduction. Meanwhile, the Union

Budget was presented on March 16, 1985. We note that
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PREFACE

some of measures we have recommended in Chapter 14 have
been announced in the Budget. Needless to say, our recom
mendations were formulated independently.

The Governing Body of the Institute does not take responsi
bility for any of the views expressed in this report. This
responsibility belongs to the Director and staff of the Institute,
and more particularly to the authors of the report.

A4 U rno< RJ< CHELLIAH
March 1985 Honorary Director
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1

Introduction

The "tentative terms of reference" for the present study
were:

i. to identify the important sectors of the economy in
which black money is generated;

ii. to examine the causes and conditions that give rise to
and/or facilitate the generation of black money;

iii. to study the methods employed to generate black
money and the channels through which concealed
income is invested and spent in other ways;

iv. the methods employed to convert black money into
white money;

v. to attempt a broad estimate of the volume of black
money generated;

vi. to undertake any regional or sectoral surveys that
may be required in connection with the above.

While these tentative terms of reference were clearly wide
ranging, it was made clear to us that the Ministry of Finance

attached particular importance to item (v), namely the
attempt to quantify the extent of the problem.

In view of this, and given the limited resources at our
disposal, we have devoted the bulk of our time and effort to

issues of quantification, with the inevitable consequence that
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the other items of the terms of reference have received corre

spondingly less attention. We have concentrated our efforts

on the quantification exercises despite being fully aware of
the uncertain nature of the venture. We recognized from the

beginning that our results would be based on numerous

assumptions and approximations, each of which could be

challenged. There would be nothing to prevent critics from

dismissing our estimates on these grounds. However, that

is an occupational hazard of most empirical work, which is

vastly magnified in the case of black money, where reliable

data are, by definition, elusive. Given the unusual nature of
the enterprise, we will rest content if, in the reader's judge

ment, we have accomplished two goals: first, that we have

improved on the work of previous researchers in this field;

and second, our methodology, assumptions and data are

clearly spelt out so that those who follow us can improve

on our results with the benefit of better data, more accep

table assumptions and, perhaps, more refined methodologies.

We should make one other general, introductory remark.

Much of the qualitative discussion and views contained in

this report is based on a large number of informal interviews

we conducted with businessmen, civil servants, politicians,

chartered accountants, lawyers, journalists, economists and

revenue officials. In its nature, and especially given the topic

at hand, it is difficult to assess the reliability of such inter

view information. On the other hand, there is no basis for

ignoring these, admittedly informal data. All we can say is

that we used such information with the best judgement at

our command.

We turn to outline the scope of this report.

In Chapter 2 we attempt to clarify alternative connota

tions of black money; outline and contrast different concepts

of black income, and illustrate these conceptual distinctions

through a consideration of some specific transactions.

Chapter 3 reviews alternative methods of estimating the

scale of black income that have been advanced in the liter

ature and undertakes a critical survey of some recent appli

cations of several of these methods to India. In Chapter 4

we essay a monetary approach to estimating the dimensions
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of black income in India. Though the venture yields some
interesting results, our doubts about the methodology are

strong enough to conclude the chapter on an agnostic note

In Chapter 5 we undertake a fiscal approach to estimating
black income in India. At the macro level this chapter con
tains the heart of our quantitative work. Despite all their

problems we believe that the estimates presented in this
chapter are, for the concept of black income under consider
ation, better grounded than any other available estimate
Supporting methodological details and data are given in
Appendix 1 at the end of the report. Appendix 2, which is
also associated with this chapter, considers the issue of bias
in the official estimates of national income and product.

The next three chapters continue to dwell on quanti
fication, but the focus shifts from the economy-wide IqvqI to
specific sectors and classes of transaction. The goal of these

chapters is threefold: to generate some estimates of black
income at the sectoral level, to develop some methodologies

which may be of more general interest and to shed light on
some of the methods of black income generation. Chapter 6
considers sugar as an example of a commodity producing
sector. Chapter 7 deals with black incomes in the form of

undeclared capital gains in urban real estate. The detailed
description of the sugar case study is given in Appendix 3
Chapter 8 gives a brief accout of black income generation
through public expenditures.

In the next chapter, 9, we turn to the underlying causes
of black income generation. The chapter does not attempt
to break fresh ground; rather it reviews and synthesizes exist
ing literature in this area. Chapter 10 takes up one of the

factors underlying tax evasion-namely, the effectiveness of
deterrence-and attempts to provide some fresh information
and analysis on this relatively neglected causal factor.

Chapter 11 contains a qualitative account of some aspects
of the working of the black economy, including the principal
methods of black income generation, the main sectors and
activities where it is generated, the important channels for
spending black income and some or the more common
methods of converting "black" into "white"
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The next two chapters consider issues that, strictly speak

ing, fall outside the terms of reference of the study. But we

felt'that for the sake of completeness some coverage of these
issues was necessary. Chapter 12 explores some of the

possible economic consequences of sizeable black economy

while Chapter 13 addresses itself to a global estimate of
black income generation. Chapter 14 outlines the array of

possible policies to deal with the problem of black income

generation.



Black Money: Some Preliminaries

1. Concepts and Definitions

The black economy (alias the parallel economy, the un

accounted economy, the underground economy, the un-

reported economy, etc.) in India has been a matter of

grave concern for a number of years. Thirteen years ago

the Wanchoo Committee Report (Government of India,

Ministry of Finance, 1971, p.6) depicted the phenomenon as

a "cancerous growth in the country's economy which, if not

checked in time, will surely lead to its ruination". Since then

numerous articles (and some books) have been written point

ing to the various deleterious consequences of the black

economy, diagnosing its causes and suggesting a wide range

of remedies. A number of efforts have also been made to

estimate the quantitative dimensions of the problem. Over

the past six or seven years a considerable body of literature

has developed which examines similar problems in a number

of foreign countries1. Despite all this intellectual effort,

the meaning of phrases such as "black money" or "the black

economy" is less than crystal clear. One of our purposes in

this chapter is to discuss and clarify some of the alternative

connotations of these terms. The goal is not to arrive at the

"correct" definition (an entirely hopeless enterprise) but to

be clear about the alternatives and our use of these alter

natives in this report.
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First of all, it is important to distinguish between the

flow of black income over a period of time (such as a year)and

the stock of black wealth at any given point in time. Such a

distinction between income and wealth is equally important

for the analysis of the regular (or "white") economy. Unfor

tunately, the term "black money" is frequently, and confus-

ingly, used to refer to both black income and wealth (for

example, in the Wanchoo Report), when, in fact, its meaning,

strictly speaking, should be limited to that portion of black

wealth which is held in the form of currency and liquid bank

deposits, in short, money. Less frequently, "black money"

also refers to black turnover (e.g., Sandesara, 1983a), that is,

when the turnover is not reported to tax authorities for pur

poses of tax evasion, or because the transaction in question is

illegal (for example, black market sales of price-controlled

commodities).

In this report we focus mainly on black income, especially

when it comes to exploring quantitative dimensions'. There

are several reasons for this. First, as we shall see, coming

to grips with black income is a difficult enough task. Second,

wealth accounting is notoriously difficult; it is no accident

that the Central Statistical Organisation (CSO) does not

publish any annual estimates of national wealth analogous to

their regular estimates of national income and output. Third,

the concept of black wealth is prey to even more ambiguities

than is the case with black income, especially given the possi

bilities of "laundering" black income and wealth into white.2

The concept of black income is not unambiguous. We can

distinguish at least three different connotations in the liter

ature:

i. income which is illegal;

ii. income which evades tax;

iii. income which escapes inclusion in national income

estimates.

We shall try to narrow down these three different connot

ations into two workable definitions.

At the simplest and most commonsensical level black

incomes refer to those incomes which have some element of
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illegality associated with them. These may arise from illegal

economic activities such as gambling, smuggling and prosti

tution, or from unauthorized "sale" of permits, licences,

postings or favours, or from black marketing of products

and services which are legally required to be sold at cont

rolled prices and/or through specified channels. Alterna

tively, the activities and income sources may be perfectly

legal, but to the extent the incomes made are understated to

tax authorities, the law is broken and black incomes are

made.

The notion of illegal incomes can be made congruent

(almost) with the notion of tax-evaded income once we rec

ognize that, in principle, income from illegal activities and

sources is taxable, though it would be wholly unrealistic to

expect such receipts to be voluntarily declared for taxation.

The Income Tax Act, 1961, allows for no specific exclusions

of illegal incomes. And the Income-Tax Department has

always taken the view that illegal incomes are taxable under

one or other of the six heads (salaries, business, house- pro

perty, etc.) depending on the source of the income. Thus, if

a trader makes black market profits, they are deemed taxable

under the head "business"; that black marketing is illegal is

held immaterial to the taxability of incomes.

The lack of congruence between these two notions of

black incomes arises when the total of illegal source incomes

accruing to an individual, together with his legal source

incomes, falls below the prevailing exemption limit. In such

a case the issue of tax evasion does not arise. But the indivi

dual will nevertheless have received incomes which are black

in the sense of being from illegal sources. Leaving this diffi

culty aside we can subsume the first two connotations of

black income into a single Definition A:

The aggregate of incomes which are taxable

but are not reported to the tax authorities

For brevity we shall sometimes use the phrase tax-evaded

incomes for this definition.

More specifically, this definition of black income will

include non-reporting or wi kr-reporting of incomes and

receipts from the following categories3.
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1. Income from current, legal economic activities;

2. Income from legal transfer payments1, e.g., pensions;

3. Income from realized capital gains on legally transferr

ed assets;

4. Income from current illegal economic activities, e.g.,

smuggling, gambling, black marketing and prostitution;

5. Income from realized capital gains on illegally trans

ferred assets, e.g., from such sales of land and pro

perty as are prohibited by law;

6. Income from illegal transfer payments, e.g., various

forms of bribes, kickbacks and cuts.

The first three items refer to evasion of incomes from legal

activities and sources. We could consider the first trio to

constitute a "narrow" legal version of Definition A, while the

"broader" definition would extend to encompass the latter

three illegal elements.

The first thing to note about Definition A is that it can be

applied either at the level of an individual taxable entity or

for an aggregate of tax entities. The total of black income

generated in the country in a given year is simply the total of

black incomes made by all tax entities in the nation. Second,

not all cases of black incomes need fit neatly into this six-fold

classification, though our contention is that the overwhelm

ing majority would. Third, it is important to stress that of

the six categories of income only items (1) and (4) reflect

returns to productive factor engaged in current economic

activity; and item (4) is conventionally excluded from the

ambit of official totals of national income. However, as far

as an individual recipient is concerned all six categories

enhance his economic power, that is, his ability to command

goods and services in the economy. Fourth, while it is im

portant to distinguish between different kinds of black in

come, it is at least as important to recognize that the level of

any single category of black income is not wholly independ

ent of the level of the others. Thus, for example, an increase

in the scale of smuggling in a small economy reliant on

foreign trade could substantially alter the total of incomes

from current, legal economic activities, as well as the pro

portion of such income which evades tax.
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The above "disaggregation" of Definition A assists comp

arison with an alternative connotation of black or unaccount

ed income which is frequently encountered in the literature

on this subject and which we define as follows:

Definition B. The extent to which estimates of national

income and output are biased downwards because of deli

berate, false reporting of incomes, output and transactions

for reasons of tax evasion, flouting of other economic

controls and related motives.

For brevity, we shall sometimes refer to this definition of

black income by the phrase unaccounted income.

It should be clear that the two definitions are concept

ually quite different. By well-established convention the

scope of national income is limited to the aggregate of factor

earnings from current, lawful economic activities, that is, to

item (1) of the six items enumerated under the definition of

tax-evaded income5. Changes in the levels of the other five

items are relevant for Definition B only to the extent that

they have repercussions on the levels of true and recorded

national income.

Aside from these obvious, and important, conceptual

differences, the practice of national income accounting can,

and does, drive a wedge between the two concepts of black

income advanced above. Even in sectors of lawful current

economic activity, tax evasion does not necessarily lead to

underestimates if the information supplied to the revenue

authorities does not form a basis for estimating national

income in that sector. Of course, the two concepts are not

wholly unrelated. They are directly linked to the extent that

underreporting of incomes, output and transaction values to

tax and regulatory authorities does get reflected in the data

sources from which national income estimates are compiled.

A couple of examples can illustrate these points for India.

Consider the case of a private doctor who underreports

his earnings for 1980-81 (assessment year 1981-82) to the

income tax authorities. Such evasion will have no influence

on the national account estimates of incomes from profes

sional services for 1980-81. This is because the latter are

computed on the basis of survey estimates of value-added
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per worker for some earlier "benchmark" year which are

moved forward in time with the help of price indices and

then multiplied by estimates of total work force for the

relevant professional service to obtain current price estimates

of value-added in that sector [sec Government of India, CSO,

(1980)]. None of the key elements of this national account

ing calculation arc affected by the doctor's current under

reporting of income. Of course, underreporting by respon

dents at the time of the benchmark survey would get

reflected in the nationnl account estimates for that and

subsequent years.

By contrast, the estimates of value-added in the registered

manufacturing sector are based on the results of the Annual

Surveys of Industry (ASI). The information compiled in

these surveys is typically consistent with the financial

accounts submitted by the relevant enterprises to the tax

authorities. Thus, in this case, underreporting of taxable

profits will usually be associated with a downward bias in

the estimates of value-added for this sector.6

Which of the two alternative definitions of black income

proposed above is more fundamental or relevant? As is the

case with most definitions, it all depends on the purpose at

hand. Normally, tax authorities are likely to be more

interested in Definition A, while economists and national

income statisticians will tend to focus on Definition B. As

this study is sponsored by the Central Board of Direct

Taxes (CBDT) we have chosen to give primacy to Definition

A.

While we have chosen to define black income as "the

aggregate of incomes which are taxable but arc not reported

to the tax authorities", it is important to avoid the fallacy

of inferring that evasion of income tax is the sole, or even

the main, motive for underreporting of incomes. Especially

in India, where more than 80 per cent of the tax revenues

of the Centre, States and Union Territories is raised through

indirect taxes, evasion of income tax may often be a by

product of falsification of accounts (or wholesale nonreport-

ing) which is motivated by the desire to evade sales, excise

or customs duties. Furthermore, income tax evasion can also
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be a by-product of actions taken to flout economic controls.

Thus, for example, an enterprise may inflate the cost of

imported inputs (and thus reduce taxable profits) through

over-invoicing of imports triggered by a desire to circumvent

foreign exchange controls and accumulate balances abroad.

Frequently enterprises are motivated to generate black income

in order to meet certain costs which cannot be shown on

the books. Such costs may range from petty bribes to low-

level government functionaries to substantial "political con

tributions". Finally, in the case of all the illegal elements of

black income (that is, the latter three elements of Definition

A), income tax evasion is quite incidental to the breaches of
the laws and regulations which are central to making such

incomes.

2. Black Income Generation: Some Examples

The conceptual remarks of the previous section can be

illustrated thiough a series of examples. In each case we

shall describe a hypothetical set of transactions and attempt

to answer the following questions:

i. Do the transactions lead to the generation of black

income in the sense of Definition A?

ii. Do the transactions add value in the economy, and

given the present system of national income accounting,

does this increase in value-added get recorded in the

estimates of national income?

iii. Do the transactions lead to the generation of black

income in the sense of Definition B?

iv. What are the consequences for different categories of

taxes?

EXAMPLE 1

A trader suppresses a part of his turnover and profits in

reporting to sales and income tax authorities. Out of his

undeclared profits he pays "haftas" to the local policeman,

the tax inspector, health inspector and a few other funct

ionaries. He also purchases the services of a doctor who

does not declare these earnings in his income tax return.
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The consequences of this set of actions are as follows:

i. Both the trader and the doctor make black income, in the

sense of Definition A, and so probably do some recipients of

the "hafias" (in some cases their aggregate incomes from all

sources may be so low that the income from "unexplained"

sources, or bribes, may not render them liable to tax).

ii. The earnings of the trader and the doctor add value to

the economy, but given the methods of national income

accounting for these sectors, the estimate of national income

for these sectors is not affected by the individual accounts of

these two agents. The "haftas'' received are in the nature of

transfer payments, which do not add value.

iii. Conversely, the false declaration of their accounts for

tax purposes by the trader and the doctor does not in

fluence the estimate of national income, and hence no black

income is "generated" in the sense of Definition B.

iv. Sales tax and income tax are evaded.

EXAMPLE 2

A manufacturing company, registered under the Factories

Act, suppresses output declared for excise taxation and keeps

the sales of this output off the books. The profits from the

sale of the suppressed output are distributed to the control

ling owners of the company. At the same time the controlling

owners charge some of their personal consumption (in the

form of travel, entertainment, use of cars, guest houses,

servants, etc.) to the company's account.

The implications are as follows:

(a) Black income in the sense of Definition A is generated

in several ways. First, the company's profits are understated,

both by the misdeclaration of output and by the inflation of

expenditures.7 Second, the controlling owners also enjoy

black income from the illegal profit distribution on un

declared output as well as the personal expenses on company

account.

(b) The company's operations add value, but only a part

of the true profits is actually recorded in the company's

financial statement and it is this part which gets picked up
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in the estimates of national income for the manufacturing

sector. The distribution of profits on sale of suppressed out

put to the controlling earners is in the nature of illegal

transfer payments and such profits do not constitute addit

ional value-added.

(c) The underestimation of national income in the manu

facturing sector resulting from the tax evasion and business

malpractices in this case constitutes black income in the

senses of Definition B.

(d) The transactions lead to the evasion of company

income tax, personal income tax, excise duties and, perhaps,

sales tax.

EXAMPLE 3

A home owner sells his house for Rs 10 lakh, receiving

Rs 5 lakh in cheque, corresponding to the price shown on the

transfer deed, and the remaining Rs 5 lakh in cash. Assuming,

that he originally purchased or constructed the house at the

cost of Rs 2 lakh (all "white") his sale yields a true capital

gain of Rs 8 lakh and a declared capital gain of Rs 3 lakh.

The implications are as follows:

i. The seller generates black income, in the sense of Defi

nition A, to the tune of Rs 5 lakh, on his undeclared

capital gains.

ii. The transaction does not add value in the economy,

iii. There is, therefore, no question of black income in the

sense of Definition B.

iv. Aside from evading the tax on capital gains, the trans

actors evade stamp duty and registration fees, and the

seller reduces his subsequent wealth tax liability—as

compared to a situation where he received the full sale

"in white".

EXAMPLE 4

A municipal corporation gets a public works project

completed through private contractors. But the expenditures

shown in the corporation's accounts for the project are far
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in excess of the actual value (in terms of materials and value-

added) of the completed project. The difference is siphoned

off through a variety of bribes, cuts and kickbacks to the

contractors, a few senior officials of the corporation and

suppliers of materials. The implications include:

(i) Black income, in the sense of Definition A, is made by

many of the recipients of the various bribes and kickbacks,

as well as in the form of undisclosed profits in the hands of

the contractors and suppliers of materials.

(ii) Value is added in construction activity, though given

the methods of estimating value-added in this sector, the

actual operations on the project probably do not influence

the estimate made for the nation. However, total public

sector investment will be overestimated (since it relies on

budget documents), and private sector investment will be

underestimated by an equivalent amount, with the overall

total of fixed investment—estimated by the commodity flow

method—remaining unchanged [Government of India, CSO,

(1980)].

(iii) Conversely, the siphoning of incomes, cheating on

the quality and value of materials, etc., probably do not

lead to an underestimation of value added in construction;

that is, the transactions do not lead to the generation of

black income in the sense of Definition B.

(iv) Income tax is clearly evaded by the contractors and

the recipients of the bribes, kickbacks and cuts.

EXAMPLE 5

A landlord arranges to receive two-thirds of the rental

for the premises "in black" and only a third through

cheques. He only declares the latter amount both for pur

poses of income tax and for valuation of house property tax.

As a consequence:

i. He makes black income in the sense of Definition A.

ii. Value is added under the sector "ownership of

dwellings" and use is made of his returns to the municipal
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authorities in arriving at the estimates. As a consequence,

only a part of the actual value-added is captured in the

national income estimates.

iii. Correspondingly, black income in the sense of Defini

tion B is generated.

iv. The transaction results in the evasion of income tax,

municipal property tax and, perhaps, wealth tax.

In the case of illegal incomes the issues regarding direct

accounting relationships to national income estimates do not

arise. However, for the sake of balance it may be useful to

list a few of the myriad ways in which illegal incomes are

generated in India:

— grant of licenses and permits in return for bribes or

political "contributions";

— "speed money" to accelerate administrative procedures;

— "sale" of jobs, postings or transfers in various public

services;

— regular bribes to petty functionaries from different gov

ernment departments (e.g., factory inspector, boiler

inspector, health inspector, police, tax inspectors for

different taxes);

— "pugrees" to circumvent rent control legislation;

— black marketing of price-controlled commodities;

— bribes to alter land use zoning or to "regularise" un

authorised structures;

— bribes to obtain and maintain scarce public goods and

services such as electricity, telecommunications, irri

gation water and rail wagon allotments;

— various kinds of frauds in banks and other financial

institutions;

— "leakages" from various public expenditure programmes;

— bribes to obtain public contracts;

— "contributions" to political authorities at various levels,

ostensibly to finance elections and post-elections mani

pulations.

These simple illustrations help to emphasize a few points.

First, any falsification of accounts usually leads to the

evasion of more than one tax. Hence, logically, any expla

nations of tax evasion in terms of a single tax are likely to be
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flawed. Second, the links bstvveen particular transactions and

the national accounts estimate of income in that sector

are often weak. This, in turn, implies that the links between

tax evasion and underestimation of national income are

likely to be quite unsystematic, except in a few sectors.

Third, the same level of productive income (or national

income) can be associated with quite different levels of

corruption, and hence, quite different levels of illegal

incomes in the form of illegal transfer payments from

one economic agent to another. In a purely accounting sense,

such transfer payments do not alter the real size of the

economy, but they can clearly have a very powerful influence

on the final distribution of income. Furthermore, if one goes

beyond "pure accounting" it is clear that bribes, kickbacks

etc. can have significant consequences for the allocation of

productive resources in the economy and their effective

productivity, and hence, on the real size of national output.

Finally, it should be obvious that the estimates of black

income according to the broader version of Definition A (that

is, including all illegal source incomes) are likely to be

extremely difficult, if not impossible. Even the "narrower'

version, limited to legal source incomes, will, as we shall

see, pose very considerable problems.

3. The Extent of Black Income in India:

A Qualitative View

Before we come to quantitative estimates, it is useful to

offer an initial judgement on the extent of the phenomenon.

Based on the available literature and a large number of inter

views with people in varied walks of life we cannot escape

the conclusion that the making and spending of black

incomes has become quite pervasive in society.

The available official reports on taxation certainly support

this view. The much-cited Wanchoo Committee Report

painted the black economy as a pervasive and growing

phenomenon as far back as 1971. The Venkatappiah Com

mittee Report (Government of India, 1974) on the self-

removal procedure in Union excisesfelt "free to confess that
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we were not prepared for, and are, therefore, painfully sur

prised at the range, diversity, and, in certain segments of

production, almost the universality of the evasion which is

practised by those who produce the goods" (p. 55). More

recently, commodity-wise studies of excise evasion by this

Institute have found evidence of large-scale evasion in copper

(NIPFP, 1982) and cotton fabrics (N1PFP, 1984a) and, to

a lesser degree, in plastics (NIPFP, 1983 b).

Studies of State sales tax systems also tend to find rampant

evasion. For, example, as far back as 1963, Lokanathan

(1963) estimated that for 10 agricultural commodities in

Andhra Pradesh in 1960-61 and 1961-62, some 68 per cent

of the turnover escaped tax. Using a similar methodology a

much more recent evaluation of the Bihar sales tax system

by the NIPFP (1981) found that in most years revenue

collection from motor parts was less than half of the esti

mated tax potential. In Kerala, the Report of the Commit

tee on Commodity Taxation (Government of Kerala, 1976)

estimated that tax realisation from coconut and copra were

often only a third or so of the estimated tax potential.

Similarly, the Uttar Pradesh Taxation Enquiry Committee

(Government of Uttar Pradesh, 1974) had estimated that

in 1965-66 and 1969-70 sales tax receipts were only 42 and

60 per cent respectively of the estimated tax potential.

Tax evasion on legal economic activities has been only

one, though probably the most important, source of black

income. Pervasive and detailed regulation of economic acti

vity through industrial licensing, import licensing, controls

on prices and distribution channels of goods and services

(including housing), credit controls and various other means

has been another major source of black incomes reaped in

different forms of illegal scarcity premia and bribes. Such

economic regulations have been a permanent feature of post-

1950 Indian economic history, though their nature, scope

and intensity have varied from time to time. The Dagli

Committe Report (Government of India, Ministry of

Finance, 1979) provides the best single compendium of the

awesome edifice of controls governing the Indian economy

and their history.
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Quantitative estimates of black incomes spawned by the

system of controls are few and piecemeal. For example, a

NCAER (1978) study of price control in selected commodities

estimated that Rs 840 crore of black incomes (in the form

of scarcity premia) were reaped in just six commodities (urea,

cement, tyres, paper, vanaspati and steel) during the period

1965-66 to 1974-75. But the paucity of empirical studies

should not detract from the judgement of virtually all know

ledgeable observers who credit the extension and institut-

ionalization of economic controls with a major responsibility

in the generation of black incomes. Full twenty years ago

the Santhanam Committee Report (Government of India,

Ministry of Home Affairs, 1964) identified the "large armoury

of regulations, controls, licenses and permits", as providing

new and expanded opportunities for corruption.

There is every indication that those opportunities have

been fulfilled. Generally, controls have given a fillip to black

incomes in two distinct ways: first, by creating (illegal)

scarcity premia between the controlled price of the good,

service or asset and its market clearing price; and second,

by vastly augmenting the discretionary authority of funct

ionaries at all levels of government. As the Wanchoo Report

(p.9) notes, "Since considerable discretionary power lay in

the hands of those who administered controls, this provided

them with the scope for corruption—'speed money' for

issuing licenses and permits, and 'hush money' for turning a

blind eye to the violation of controls." In fact, the use of

discretionary authority to extract or levy illlegal tolls has

spread far beyond the area of economic controls. Particularly

at the lower levels of the State apparatus it has become quite

common for illegal payments to be demanded in return for

the regular public services, such as the registration of a

document, repair of a telephone, the issue of a tax assess

ment order, the admission of a student in an educational

institution, or decisions on postings and transfers in the

public services.

The Santhanam Committee Report had also pointed out

that "the rapid expansion of Governmental activities afforded

to the unscrupulous elements in public service and public
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life unprecedented opportunities for acquiring wealth by

dubious methods" (p. 9). The Committee "were told by a

large number of witnesses that in all contracts of construct

ion, purchases, sales, and other regular business on behalf of

the Government a regular percentage is paid by the parties

to the transaction, and this is shared in agreed proportions

among the various officials concerned" (p. 10). There is little

reason to believe that these practices have changed for the

better in the past two decades. In fact, our interviewees were

virtually unanimous in maintaining that this form of corru
ption had greatly worsened over time. What has changed is

that the absolute and relative scale of government spending
has increased dramatically. So the scope for making black

incomes through kickbacks, cuts and commissions on gov

ernment projects, programmes and purchases is today far

greater. Furthermore, there are strong indications that politi

cal involvement in such transactions has grown enormously.
In earlier years the need for political finance was largely met

through discretionary control over licenses and permits,

with "contributions" being made by private industrialists
and traders either as direct quid pro quos or in exchange for

explicit or implicit assurances of generally easy access to

licenses and permits. Today, we were told, a great deal of

political finance is raised from purchases, sales and contracts

awarded by different levels of government and public sector

agencies, with orders placed abroad being particularly
lucrative propositions.

To sum up this brief preview, our qualitative judgement
is that the making of black incomes has become a very inte

gral even "routine" dimension of Indian society, encompas
sing pervasive tax evasion on legal source economic activities

and widespread corruption and abuse of all forms of public
discretionary authority.

Notes

1. See, for example, the collection of papers edited by Tanzi (1982b).

2. It is sometimes suggested that if we know the amount of black

income accruing to an individual it should be easy to estimate hi*
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black wealth by cumulating bis "black savings" over time. This is

easier said than done. Consider an individual who earns Rs 100,000

in a year, half in white and half in bia.:k uhe black part may repre

sent legal source income which K not disclosed to the tax authori

ties or it mayiepresent literal source income, say, from smuggling.

Suppose he consumes goods and services worth Rs 80,000 during

the year. Now he has a veiy considerable degree of freedom in how

he chooses to hold his savings of Rs 20,000. The total amount of

the savings is unambiguous. But the amount of black savings

cannot be determined unambiguously. It depends entirely on how

the individual chooses to allocate his savings. At one extreme he

could hold ail of it in declared financial assets, with the implica

tion that there was no saving from his black income. At another

extreme it could all be in undeclared forms, if, for some reason, the

individual does not wish to add to his stock of white (or declared)

wealth. Ali intermediary situations are, of course, possible.

3. We should note, in passing, that while income tax evasion is typi

cally associated with underreporting and non-reporting of incomes,

sometimes evasion is accomplished through misclassification

of incomes; for example, b> showing non-agricultural incomes as

agricultural incomes.

4. As the nomenclature suggests, such payments simply transfer pur

chasing power from one economic agent (or set of agents) to

another; there is nc increase in the economy's national income.

5. Whether item (4), incomes from current illegal economic activities,

should be excluded from national incoire is a real, and separate,

issue. There may even be some question as to whether the current

practice is based on principle (of excluding activities which produce

social "bads" not social "goods") or on expediency (because reli

able data cannot be had).

6. This need not always be the case. If the understatement of profits is

accomplished solely through fictitious inflation of the wage-bill,

then total value-added would not be reduced from what it would

bave been in the abscence of this particular act of evasion.

7. The inflation of expenditures may not only be at the expense of

declared profits, but may also lead to higher (than otherwise) output

prices.



Black Income in India: A Critical

Review of Recent Estimates1

Introduction

Durtng the last three years a nmn'oir of writers have

attempted to estimate the size of the black economy

and gauge its trend over time. Some of these estimates have

been in the nature of "informal guesses". Others have

attempted to articulate and deploy an-.iiytical methods, which

have the advantage of facilitating discussion and assessment

of the techniques used, and not just the results obtained.

A third category of writers present estimates which purport

to be based on the application of analytical techniques, but

do not delineate their methods in sufficient detail to permit

adequate assessment.

The principal objective of this chapter is to present a criti

cal survey of the second category of estimates of the black

economy in India. Some reference will also be made, in pas

sing, to exercises from the third category. A second objective

of this chapter is to outline a taxonomy for the various esti

mation approaches that have been essayed in India and

abroad. This is done in Section 2. Sections 3 to 6 evaluate four

studies recently conducted for India, each exemplifying a

different approach to the problem. Section 7 draws together

the estimates produced by the various approaches for ready

comparison and comment. The final section concludes with
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some lessons drawn from the preceding analysis. Incidentally,

all the estimates reviewed in this chapter confine their scope

to the estimation of black income in the economy. This is

hardly surprising, given the even more daunting conceptual

and practical difficulties in assessing black wealth, a point

which was emphasised in the preceding chapter.

2. Alternative Methods for Estimating Black Income:

A Taxonomy

Given the proliferation of methods and estimates that have

occurred in recent years, a modest taxonomic exercise may

not be wholly redundant. The following broad approaches

may be distinguished:2

a. Fiscal approaches

b. Monetary approaches

c. Physical input approaches

d. Labour market approaches

e. National Accounts approaches

A brief explanatory comment on each of them is in order.

a. Fiscal approaches. Most variants of this approach

attempt to arrive at independent estimates of incomes subject

to tax, compare these with the incomes actually assessed for

taxation (typically much lower amounts) and call the discre

pancy a measure^of tax-evaded income. Usually, the "inde

pendent estimate" of the tax base starts from income infor

mation contained in the National Accounts. Kaldor (1956)

was an early exponent of this approach in India. His metho

dology was used by the Wanchoo Committee Report to

obtain more updated estimates of tax-evaded income in India.

A variant of the same method has recently been used by

Chopra (1982) to estimate a time series of unaccounted in

come in India from 1960-61 to 1976-77; his work is reviewed

in Section 3. Studies based on the same underlying idea have

also been conducted in the United States [by Kenadian (1982)

and Park (1981, 1983)] and the United Kingdom [O' Higgins,

(1982)]. The fiscal approaches, unlike the others that follow,

generally make use of the first of the two basic defimtiont

of black income sketched in Chapter 2.
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b. Monetary approaches. In essence, monetary approaches

rest on the assumed stability in the relationship of various

money stock aggregates to each other and to the total of

income or transactions in the economy, and attribute depar

tures from the "norm" values to the growth of unaccounted

income in the economy.

Three variants of the monetary approach have become

quite common. The first, pioneered by Gutmann (1977), for

the US in 1976, picks a bise year when the size of the un

accounted economy is assumed to be negligible, takes the

currency to demand deposits ratio for that year to be a fixed

norm, and attributes all subsequent increase in this ratio to

the disproportionately growing demand for cash to finance

transactions in a growing unaccounted economy. Since the

currency to deposits ratio has been falling steadily in India

since 1950, application of the Gutmann method yields non

sense results such as a "negative black economy" in many of

the years since 1952-53. A recent and succinct critique of Gut-

mann's method as applied to India is provided by Sandesara

(1983b).

Another monetary variant first deployed by Feige (1979)

in the US for 1976, also starts with a base year when the

underground economy is assumed to be non-existent, estima

tes the ratio of total monetised transactions (by cheque and

by currency) to total nominal GNP for that year, and attribu

tes any subsequent increase in this ratio to the growth of the

unaccounted economy. Gupta and Gupta (1982) have applied

this method to India to estimate a time series for the black

economy from 1967-68 to 1978-79. Section 4 summarises and

assesses their work.

The third class of monetary approaches, originally sugges

ted by Cagan (1958) and developed by Tanzi (1980, 1983),

involves specifying and estimating a currency demand equa

tion with a tax variable included among the independent,

explanatory variables. The estimated relationship between

change in taxes and in currency demand is then used to esti

mate the scale of black income on the assumption that the

growth of tax-evaded income is associated with growing

requirements for cash. This approach has been widely used in
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North American and European countries [see, for example,

Tanzi (1982b, 1983) and the references cited therein and in

Gupta and Gupta (1984)]. Chapter 4 presents a more com

plete account of this technique and attempts to apply it to

India.

c. Physical input approaches. Physical input approaches

share a close family resemblance to monetary approaches in

that both seek to identify some stable "norm" linking the

use of physical inputs (or monetary stocks) to national out

put. Here one starts with an intermediate input, such as

electric power, which is widely used throughout the eco

nomy, and for which the aggregate output and consumption

data are deemed reli;ib!e. The next step is to estimate a

relationship be) ween national (or sectoral) output and input

use, making due allowances for changes in technology and

output mix. To the extent that the consumption of the input

(power, for example) cannot be explained in terms of growth

in officially measured GNP and o-her relevant variables, such

as changes in technology and output mix, to that extent the

"residual" consumption is attributed to the unaccounted

economy and serves as a measure of its size. Section 5 reviews

the attempt by Gupta and Mehta (1982) to apply this

approach to India.

d. Labour market approaches. It has been suggested that

the size of the unaccounted economy can be gauged from

official labour force participation rates, if these are inexpli

cably low compared to periods or countries where the black

economy is of limited significance. This approach has been

used mainly by researchers in Italy [ for example, by Contini

(198i) ], where the official labour force participation rate has

declined darastically since the late 1950s, while unofficial

surveys have estimated participation rates much higher than

the official ones in recent years, suggesting that growing

numbers of Italians are finding gainful employment in activi

ties not reported to the authorities. Given an estimate of the

"underground" labour force and one of average value-added

per worker, it is easy to compute an estimate of the size of

the unaccounted economy. The relevance of this approach
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to Tndia is limited, because of the numerous difficulties with

employment data.

e. National Accounts approaches. Several alternative

approaches fall into this category. The first relies on the fact

that a country's GNP is frequently estimated independently,

from both the income and expenditure sides. Typically, the

estimate from the income side is somewhat lower than that

from the expenditure side. In the UK, it has been hypothe

sised (Macafee, 1980) that the discrepancy constitutes a

measure of unaccounted incomes, which escape national

output accounting from the income side but are "caught" by

the expenditure side estimates. This approach hinges crucially

on the independence of the national income estimates from

income and expenditure sides. Where such independence is

not complete, as in India, the approach cannot be effectively

applied.3 Furthermore, this approach cannot deal with those

black economy activities which escape national accounting

from both the income and expenditure sides.

An alternative national accounting approach to estimating

the unaccounted economy is to scrutinize the national account

estimate of value-added for each sector and gauge the pro

bable extent to which underreporting of outputs, prices and

values might be imparting a downward bias to these estima

tes. Some work along these lines has been done by Ghosh

et. al. (1981), which is reviewed in Section 6.

3. Fiscal Approach: Chopra's Estimates

a. The method. Chopra's study closely follows the Kaldor/

Wanchoo methodology. The key assumptions and steps in

this method are as follows:

(i) Incomes by sector of origin from the national income

accounts form the starting point;

(ii) It is assumed that there is no question of tax evasion

(and therefore of tax-evaded income) for incomes origi

nating in agriculture, and, that in all other sectors, salary

incomes are fully reported for income taxation;

(iii) For all non-agricultural sectors the ratio of non-salary

income to total income is estimated;
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(iv) For each sector the proportion and amount of non-salary

income above the income tax exemption limit is esti

mated;

(v) Summation across the sectors yields an estimate of

total non-salary income assessable to tax;

(vi) Actual non-salary income assessed for income taxation is

estimated and subtracted from the above total to obtain

the estimate of tax-evaded income for the relevant year.

Chopra deployed this method to obtain a time series of

unaccounted income from 1960-61 to 1976-77. In implement

ing the crucial steps (iii) and (iv) Chopra used the same pro

portions that had been used by the Wanchoo Report in its

estimate of unaccounted income for 1961-62.

In carrying out step (iv) the Wanchoo Report had obtain

ed information on income assessed to tax for 1961-62 (assess

ment year 1962-63), but had resorted to a simplifying assum

ption for 1965-66, namely that, the ratio of evaded (or

unaccounted) income to non-salary assessable income had

remained constant and equal to that observed for 1961-62.

This simplifying assumption was invoked to cope with the

awkward fact that incomes earned in any given year are

actually assessed over the next several years.4 Chopra

presents one set of estimates using the same simplifying

assumption as the one used in the Wanchoo Report for 1966-

66. He also estimates an alternative series for unaccounted

income based on "a relatively less demanding assumption"

for step (vi), namely, that "the ratio of the sum of assessed

non-salary income in different years for the given year to the

actually assessed non-salary income of the given year remain

(s) constant".

The estimates obtained by Chopra are presented in Table

3.3.1, both as absolute magnitudes and percentages of Net

and Gross National Product. It is interesting to observe that

after 1972-73 there is a marked divergence between the two

series computed by Chopra for the final year, 1976-77, the

estimate based on Chopra's "own" methodology is nearly 80

per cent higher than that obtained by a direct application

of the Wanchoo Report assumptions.
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TABLE 3.3.1

Chopra's Estimates of Unaccounted Income

27

Finan

cial

year

(1)

1960-61

1961-62

1962-63

1963-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

Unacc

ounted

income:

"Wachoo

method"

(Rs

crore)

(2)

747

801

897

1008

1132

1231

964

1563

1651

2104

1908

2208

1897

2869

4110

4117

4551

Unacc

ounted

income:

"Own

method"

(Rs

crore)

(3)

916

716

837

1452

1564

1539

1685

1816

1318

2714

2062

1392

1795

4757

8611

7292

8098

Column

(2) as

percen

tage of

NNPat

currrent

factor

cost

(4)

5.6

5.7

6.1

5.9

5.7

6.0

4.0

5.6

5.8

6.7

5.6

6.0

4.7

5.7

6.9

6.6

6.8

Column

(3) as

percen

tage of

NNPat

current

factor

cost

(5)

6.9

5.1

5.6

8.6

7.8

7.5

7.1

6.5

4.6

8.6

6.0

3.8

4.5

9.4

14.5

11.7

12.1

Column

(2) as

percen

tage of

GNPat

current

factor

cost

(6)

5.3

5.4

5.7

5.6

5.4

5.6

3.8

3.9

5.5

6.3

5.2

5.7

4.4

5.4

6.5

6.2

6.4

Column

(3) as

percen

tage of

GNP at

current

factor

cost

(7)

6.5

4.8

5.3

8.1

7.4

7.0

6.7

4.6

4.4

8.1

5.7

3.6

4.2

8.9

13.7

11.0

11.4

Source: 1. Chopra (1982).

2. Government of India, Economic Survey, 1982-83.

b. A critique. Chopra himself points, out some of the

limitations of the exercise, though he does not always draw

out their full implications. First, and perhaps most important,

the sectoral national income data are assumed to provide

sound estimates of total income originating in each sector.

Yet, there are good reasons to believe that in key sectors,

such as trade, manufacturing, ownership of dwellings and

other services, the estimates of income reported in the official

national income estimates may be biased downwards by sub

stantial margins for reasons of tax evasion and related motives
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[Sec, for example Ghose et. al. (1981) and Appendix 2 to this

Study].5 Not coincidentally these are also sectors in which

the proportion of non-salary incomes are relatively high.

Taken together, these points suggest that the estimates of

total assessable non-salary income may be substantially below

the true levels, which in turn indicates significant under-

estimations of tax-evaded income.6

Second, the assumption that salary incomes are fully

reported for tax may embody some optimism. Aside from

various hidden perquisites, there is considerable anecdotal

evidence suggesting that payment, by employers, of additional

unaccounted emoluments to private sector salary earners

may be widespread. Many wage and salary earners also

augment their incomes through "moonlighting" on the side.7

While the earnings from such moonlighting are unlikely to

be reported to tax authorities (or to be included in national

accounts estimates), this does not, strictly speaking, constitute

evasion on salary incomes; rather it is a case of evasion with

respect to non-salary incomes. A similar remark applies to

bribes accepted by wage and salary earners.8

Third, Chopra's application of the Wanchoo methodology

assumes that the ratio of evaded income to assessable non-

salary income remains constant. As Chopra notes, this is a

strong assumption, which he proceeds to relax in his alterna

tive "own" estimate. However, Chopra feels that even his

weaker assumption (quoted earlier) is subject to criticism,

since he notes, it implies "an unchanged efficiency of tax

administration". Actually, it is not at all clear that this

implication follows from the assumption underlying his

"own", modified estimate. What his assumption appears to

accomplish is to give him a device to go from published

information on non-salary incomes assessed in a given year

(but pertaining to several years) to an estimate of assessed

non-salary income attributable to the given year. But the basis

for his assumption is not supported by argument or evidence.

Fourth, the methodology assumes that the ratio of non-

salary income to total income of a sector remains constant.

Chopra finds some support for this assumption in the obser

vation that the ratios are the same for the two years for
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which data are presented in the Wanchoo Report. This may

be rather cold comfort, since the observed constancy is more

likely to be the result of extrapolation of the ratios observed

in one year to the other than a product of independent esti

mates. Certainly, over the seventeen-year period covered by

Chopra's work, there is little reason to believe, a priori, that

these ratios would stay constant.

Fifth, it is also assumed that the ratio of non-salary income

above the exemption limit to total income originating in a

sector remains constant. There are several problems with

assumption. To begin with, the empirical basis for the base

year (1961-62) values of these ratios is absent from both the

Wanchoo Report and Chopra's article. It is noteworthy that

Kaldor (1956) characterised the corresponding, and similar,

assumptions in his estimates as being "based on very slender

foundations". Furthermore, even if one could give credence

to the base year estimates, there is no reason to believe that

these proportions would remain invariant to changes, over

time, in the structure and organisation of production within

each sector, to inflation, or to changes in tax laws which have

altered the effective exemption limits. Chopra contends that

"on balance there may not be a significant change", but he

does not marshall arguments in support of this claim.

There are other problems with this methodology which

do not appear to have been fully appreciated by Chopra.

First, the national income estimates do not, by deliberate

convention, include estimates of income earned in illegal

occupations, such as sumggling. But, for estimation of tax-

evaded income, such income ought to be included, since the

tax laws require the declaration of all earnings, including

those from illegal activities. The same point is pertinent with

respect to capital gains, which are excluded from national

income estimates, but need to be included in taxable income.

So, quite apart from the possible wider-estimation of sectoral

incomes discussed earlier, the exclusion of illegal incomes

and capital gains imparts a further downward bias to the

estimates of assessable income, and hence, tax-evaded income,

presented in this exercise.
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Second, a significant weakness of the Kaldor/Wanchoo/

Chopra approach is its failure to distinguish between cor

porate and non-corporate income earners, when exemption

limits, deductions, evasion possibilities (and incentives to

evade) are likely to vary substantially across these categories.

Third, in computing non-salary incomes actually assessed

to tax, Chopra relies on the data published in the All India

Income Tax Statistics (AIITS), various issues. But, owing

to delays in reporting and other reasons, the information

contained in AIITS is far from complete. Some indication of

the extent of under-reporting may be had from Table 3.3.2

which presents relevant information by year of assessment.

Column (2) records the number of assessments carried out

in the relevant assessment year and for which information

is collected in the AIITS. Column (3) shows the total number

of assessments conducted in that year according to the annual

Reports of the Comptroller and Auditor-General. The same

reports have been used to compile column (4) which gives

the total number of assessees on the rolls of the revenue

department at the end of each assessment year. If the assess

ments in column (2) related solely to the years indicated,

then the ratio of column (2) to column (4) [shown in percen

tage terms in column (7)] would be an adequate indicator of

the degree of underreporting.9 Unfortunately, a substantial

proportion of the assessments in column (2) relate to previous

assessment years. In recent years a new series of AIITS

publications has been issued which gets around this problem

and provides for each assessment year the total number of

assessments pertaining to that year, which (a) have been

conducted in all years, and (b) are reported through the

AIITS information system. However, these numbers, shown

in column (5), are only available for five years. But, at least

for these years, the ratio of column (5) to column (4),

shown in column (8), can be argued to be a better indicator

of underreporting than the percentages in column (7).

In any case, the main point to be drawn from Table 3.3.2

is that the assessments analysed and tabulated in AIITS

publications do not cover all assessees, and there are strong

grounds for believing that the extent of underreporting is
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substantial. Therefore, Chopra's estimates of assessed non-

salary income, which are based on the AIITS, are likely to

be serious underestimates. This source of error imparts a
strong upward bias to Chopra's estimates of unaccounted

(tax-evaded) income. Moreover, the degree of bias may
fluctuate from year to year with the extent of underreporting
in the AIITS data.

To sum up, there are serious problems with the estimates
of tax-evaded income obtained by Chopra. Some of the

principal sources of error have been touched on here. It is
not possible to hazard whether the different sources of bias

cancel out or have a discernible net impact upwards or down

wards. Nor is it justifiable to take the position that the esti

mates correctly indicate the broad orders of magnitude of tax-

evaded income and its rough trend over time. Finally, given

the dubious nature of the estimated time series of unaccounted

income, Chopra's econometric efforts to "explain" his series
in terms of other causal variables have to be treated, to say

the least, with considerable skepticism. At best, Chopra's

study provides a point of departure for further explorations
along the fiscal approach.

Before concluding this section, mention should be made

of some estimates of tax evasion published by Kabra (1982).
Unfortunately, Kabra does not compute a series for un

accounted income. He only estimates a series for personal

income tax evasion. He begins with national income estimates
of total personal income earned each year, estimates the
proportion of this accruing in the non-primary sectors of the

economy, and nets out estimates of tax-exempt income to

obtain his series of taxable income. For this last step he uses

household data on income distribution, notably the results

of a survey by the National Council of Applied Economic
Research for 1964-65. He applies observed average effective

income tax rates to his derived series of taxable income in
order to estimate the tax revenue that should have been

collected in each year. Subtracting actual income tax collec

tions yields the estimates of tax evasion. It is difficult to
evaluate the quality of these estimates, since Kabra does not

provide sufficient detail on how the intermediate steps were
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carried out. In particular, one needs to know more about

how the income distribution data were used, along with other

information, to obtain estimates of the amount of non-

primary sector personal income exempt from taxation. On the

face of it there is reason for serious doubt since Kabra's

estimates of the ratio of taxable to total personal income in

non-primary sectors turn out to be implausibly high, nearly

90 per cent in most years.10 One would have thought that

the various personal income tax exemptions would have

operated to yield much lower estimates of taxable personal

income. This expectation is amply confirmed by our detailed

analysis in Chapter 5. Over-estimation of taxable personal

income would help to account for Kabra's unusually high

estimates of tax evasion.

4. Monetary Approach: Estimates by Gupta and Gupta

a. The method and the results. Feige's method relies on

the standard Fisherian identity, MV = PI, where M is the

stock of money, V is its transactions velocity and PT is the

total value of monetised transactions in the economy. Fur

ther, the method assumes that there is a constant proport

ional relationship between the total value of monetised tran

sactions in the economy, PT, and total nominal income of

the economy, Y. PT includes the value of monetised transac

tions in the black or unreported economy, just as Y includes

the value of income originating in the unreported economy.

Application of the method involves the following steps:

(i) Compute the total value of monetised transactions

PT ( = MV) for a base year when the unreported

economy is assumed to be non-existent;

(ii) Observe the ratio of PT to officially measured GNP

in the year (since, by hypothesis, there is no unre

ported economy, GNP will be equal to Y);

(iii) Compute the value of total monetised transactions

in subsequent years, and by applying the ratio com

puted from (ii) estimate the total nominal income,

Y, for the corresponding years;

(iv) For each year the difference between the computed

value ofY and officially measured nominal GNP
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yields estimates of the unreported economy. Looked

at another way, whenever the ratio of PT to measured

GNP exceeds the base year value, the presence of a

black economy is signalled.

The computational burden of this method rests with cal

culating the total value of monetized transactions in each

year. Following Feige, Gupta and Gupta (henceforth GG)

subdivided the task into two parts: estimating the value of

transactions supported by cheques and that by currency.

They estimated the value of chequing transactions by multi

plying the average stock of demand deposits by their turn

over rate. Data on demand deposits were readily available

and information on their turnover rates was available for

certain years-

Estimating the value of currency transactions required

some bold assumptions. In principle, the value ofc urrency

transactions can be obtained by aggregating, for all currency

denominations, the product of the value of the currency with

the public and its turnover rate (per year) per unit. The

value of currency with the public, by different denominations,

was readily available. It was in computing their respective

turnover rates per unit that assumptions had to be made.

Like Feige, GG estimated the turnover rates per unit of

currency by recourse to the following identity:

Life time transaction of

_ currency note
Turnover rate per year = -t 777—^

* J Average life of currency

note

For life-time transactions, that is, the total number of times

a currency note can change hands before it has to be retired,

GG followed Feige in taking Robert Laurent's (1970) esti

mate of 125 for the United States. For average length of life,

they could only obtain indigenous information for the Re 1

note, and they assumed the same length of life for the Rs 2

note. For denominations Rs 5 through Rs 100, they used

estimates pertaining to Canadian dollars of denominations

ranging from $ 1 to 100. For Rs 1,000 and Rs 5,000 notes,

they used Feige's estimate of 22 years for the US $ 100 bill.
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Based on these assumptions GG obtained the time series

for currency transactions, demand deposit transactions and

the black economy (Table 3.4.1). In obtaining the last series

they used the average transactions to income ratio for the

years 1949-50 to 1951-52 as their base period norm on the

assumption that the black economy was of negligible dimens

ions during these years.

b. A critique. A crucial assumption in the Feige/GG

method relates to the constancy of the ratio of total monetized

transactions to total nominal income, that is, the ratio of PT

to Y. If this ratio changes over time, for reasons other than

the growth of a black economy, then the estimates for the

black economy are undermined.

In fact, there are some good reasons to expect the ratio of

transactions to income to change with economic development.

First, with increasing monetisation of the economy the ratio

can be expected to increase, since monetisation will tend to

increase the numerator without necessarily affecting the

denominator. Second, with development, the density of inter

industry transactions normally increases, or, in other words,

the input-output matrix for the economy gradually fills up.

Thus the growth of inter-industry transactions, and hence of

total transactions (the numerator) can be expected to be

more rapid than the growth of nominal value added (the

denominator). So, once again, the ratio of transactions to

income can be expected to increase. Third, as GG themselves

note, economic development will normally be associated

with disproportionately higher growth in purely financial

transactions, reflecting growing diversification and sophistic

ation in financial and capital markets.11 This too would

tend to increase the ratio of transactions to income over

time. Fourth, in an economy with a growing proportion of

transfer payments (especially illegal ones), the ratio of trans

actions for nominal value-added can be expected to increase

over time. On the other side of the coin a growing propor

tion of economic transactions may be conducted within

vertically integrated production units. This would tend to

reduce the transactions/income ratio, though its effect is

likely to be much less than the four factors, noted above,
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working in the opposite direction. On balance, a priori

reasoning would suggest that the transactions/income ratio

will increase as development proceeds. But if this is the case,

then the observed increases in the ratio of transactions to

nominal, measured GNP cannot be wholly attributed to the

development of an unreported economy. It may, at least

partly, reflect the effect of the influences cited above.

A second set of doubts regarding the GG estimates re

late to their use of proxy values (from the United States and

Canada) for their estimates of lifetime transactions of currency

notes and the average life of different denomination notes.

One can sympathise with their need to make some assump

tions, without suspending doubts about the specific ones

they have used.

Quite apart from the issue of the actual values assumed

(for lifetime transactions and average length of life), their

method freezes the currency turnover rates for the entire

period. Thus, on their assumptions, intertemporal variations

in the value of currency transactions are attributable solely

to variations in currency stocks (of different denominations)

held by the public.

Fourth, the method makes no allowance for possible

differences in velocity of transactions in the accounted and

unaccounted economies. The same turnover rates for demand

deposits and currency are implicitly assumed to be applicable

irrespective of the nature of the transactions.

None of the last three considerations allows one to

deduce the possible direction of bias in the estimates of the

unaccounted economy; they simply underline the fragility of

their basis.

A fifth reason for doubting the GG estimates derives from

the time profile of the ratio of currency transactions to total

transactions, which is implied by their estimates. Table 3.4.1,

column (8) shows the evolution of this ratio from 1967-68 to

1978-79. There is a marked and steady decline from 11 per

cent in 1967-68 to 37 per cent in 1978-79. This decline occurs

during a period, when, according to GG, the unaccounted

economy grew lapidly in relation to officially measured GNP

from under 10 per cent (of officially measured GNP) in
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1967-68 to nearly 50 per cent in 1978-79. In absolute no

minal terms the scale of the black economy is estimated to

have increased by more than 1,500 per cent over this period.

These opposing trends do not co-exist comfortably. It is one

thing to admit that black economy transactions may not be

wholly financed through cash. It is quite another to recon

cile a rapid growth in the black economy with a declining

share of cash transactions in total transactions. This is so

because both reasoning and casual empiricism strongly

suggest that black economy transactions are likely to be

mainly financed through cash 12.

Finally, what of the results obtained by GG ? A careful

scrutiny of the national accounts suggests that about half of

officially measured GNP in 1978-79 was in sectors such as

"agriculture", "public administration and defence", "electri

city, gas and water supply", "banking and insurance" and

"railways", sectors in which the incidence of the unaccount

ed economy is generally believed to be negligible. It follows

that virtually all of the Rs 46,867 crore of unaccounted in

come estimated for 1978-79 by GG was in the remaining

sectors for which the total of officially measured NDP (Net

Domestic Product) was less than Rs 42,000 crore. This, in

turn, implies that those responsible for constructing India's

official national accounts were managing to account for

only about a half of total value-added in those sectors where

the black economy is believed to flourish. While this impli

cation is not impossible, it is certainly implausible.

To sum up, there are serious methodological reasons to

doubt the validity of the Feige approach as applied to India

by GG. These methodological concerns are compounded by

the prima facie implausibility of the results obtained through

this approach. Furthermore, as in the case of Chopra's esti

mates, doubts about the methods and results pertaining to

any single year are reinforced when it comes to considering

the plausibility of the estimated time series, not to mention

the regressions advanced to "explain" the series.

5. Physical Input Approach: Estimates by Gupta and Mehta

a. The method and the estimates. Gupta and Mehta

(henceforth GM) generate estimates of the unreportcd
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economy based on trends in the consumption of electric

power in the economy. As noted earlier the basic approach is

to identify a stable relationship between the use of electric

power and national output (with due allowance for changes

in output-mix and technology) and then see if the growth of

officially measured GDP can account for the growth of

electricity consumption; to the extent it cannot, unreported

economic activity is inferred. The main steps and assum

ptions of their method are summarised below:

(i) They start with the assumption that there is a fixed

linear relationship between total value-added (report

ed plus unreported) in the economy and the con

sumption of electric power, which can be represented

by the following equation:

_ Input of electric power INt

Total value-added in economy TYt

(ii) In any year, t, a variable bt is defined such that,

b = Total GDP = TYt

* Reported GDP~ ~ RYt

(iii) This allows one to write:

INt=a.bt RYt= £tRYt,

Where, pt=-abt.

In order to allow for changes in technology and output-

mix, GM define the proxy variables ITt and IPt to represent

these phenomena. The resulting form of the equation to be

estimated is :

INt= a + ptRYt+Yi ITt+ Y2IPt.

(iv) Recognising that the value of pt can change over time

(because of underlying changes in bt) , GM experi

ment with alternative functional forms of (*t, such as:

(v) The equation which is finally chosen to derive the

scale of the unreported economy incorporates esti

mates for (30 and (J2, and is as follows:

INt- -7782.27-f- (0.7909 + 0.001203t2) RYt

(1.75) (3.40)

+ 2637.72 t+11856 IPt

(6.33) (0.86)
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where, R» = 0.996; F = 1238.08; t - values of coeffi

cients are in parentheses; and

INt = Gross electricity generation in million Kwh;

RYt= GDP at factor cost in 1970-71 Rs crore;

t = Time trend (it is also the proxy for technology

change)

IPt = Ratio of gross value-added in the secondary

sector to gross value-added in the primary

sector of the economy.

On the basis of this equation GM obtain the following

estimates for the unreported economy (they present their

results as per cent shares of total GDP; here they have also

been converted into per cent shares of reported GDP):

As per cent of As per cent of

total GDP reported GDP

1964-65 2.7 2~!
1974-75 12.1 13.8

1978-79 16.4 19.8

b. A critique. The first point that needs to be made about

GM's methodology is that their write-up does not seem to be

complete. Their estimated equation yields values for (3t for

any given year. But /?t is a product of two parameters, a and

bt; and it is only the latter which yields a numerical measure

for the unreported economy. To go from Bi to bt requires

either independent knowledge of the value of a, or. alter

natively, the value of a can be derived by assuming that the

unreported economy is non-existent in some base year (in

which case b becomes unity by hypothesis and Po = bo.a gives

an estimate of a). Presumably GM adopicd the latter

approach, but it is not spelt out in their paper.

Aside from this apparent omission, GM's methodology is

questionable on a number of grounds. Most of these relate

to GM's assumption of a fixed coefficient relationship

between power consumption and national output (abstract

ing from changes due to technical change and output-mix).

While this assumption may be plausible for a technical

process or even an industrial plant, it is much less so at the

economy-wide level.
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First, value-added (whether accounted or not) in service

sectors, such as trade, can expand (or contract) greatly with

relatively little change in the demand for electricity. The

same is true for much of agriculture. Note that the issue here

is not of the output-mix of total value-added; rather it is a

denial of any fixed coefficient, or linear relationship between

power consumption and value-added in certain major sectors

of the economy. Once this is admitted, not much significance

can be read into the observed changes in the ratio of total

electricity consumption to measured GNP.

A second reason for doubting the significance of changes

in this ratio is that electricity is not just as an intermediate

input in production. Much of residential demand, and

perhaps some of commercial demand, falls into the category

of final consumption. Such consumption can vary with

changes in income, the relative price of electricity, the spread

of electricity-using consumer goods and so on. The simple

point is that changes in final (that is, as a consumer good)

consumption of electricity can powerfully influence the

aggregate ratio of total electricity consumption to measured

GDP, and thus undermine the interpretation of that ratio as

an input-output production relation. Sometimes the growth

of final consumption of electricity may be the result of

deliberate government policy. The period 1960-61 to 1978-79

witnessed massive increase in rural electrification; while

much of this increase could be classified as intermediate con

sumption of electricity associated with higher production,

much could also be categorised as final consumption, which

improved the quality of rural life.

A third weakness of GM's method is that it assumes total

electricity production to equal total electricity consumption

except for transmission losses which are assumed to be a

constant proportion. In fact, with the growing emphasis on

rural electrification the proportion of transmission losses

may have been increasing over time.

Fourth, while GM allow, in principle, for changes in

electricity demand due to technology change and shifts in the

composition of output, their actual modelling of these factors

is unconvincing. Technical change is modelled through a
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simple time trend, which could just as well be interpreted as

a proxy for any number of factors ranging from the growth

of rural electrification to secular increases in final electricity

consumption, stemming from growth of per capita incomes

and generalised "electrification" of society. As for the out

put-mix variable, IPt, its role in explaining changes in elec

tricity consumption turns out to be statistically insignificant.

This may be more a comment on the variable used than on

the underlying theory. It leaves the tertiary sector wholly

out of the account. Moreover at its high level of aggre

gation the variable is incapable of reflecting the effect of

output shifts within the broad sectors, primary and

secondary.

Finally, for those who fall credulous prey to high values

ofR"2 and F statistics, it is worth emphasising that GM's

estimated equation permits alternative intepretations to the

one that they have used. GM interpret the estimated coeffici

ents as indicators of the unreported economy. They could just

as easily be interpreted as indicators of electricity-intensifica

tion in the economy as it modernises over time and adopts

more power-intensive techniques of production in all sectors.

Or the coefficients may be interpreted to represent growing

final consumption of electricity commensurate with increasing

per capita income, rapid rural electrification and the spread

of electricity-using consumer goods. The point is that statisti

cal "goodness of fit" cannot substitute for weaknesses in the

underlying assumptions and theory.

To sum up, GM have made a novel and intriguing attempt

to apply a physical input approach to estimating the size of

the unreported economy. Unlike the estimates of Gupta-

Gupta, the results obtained by GM are not, in themselves,

implausible. But, as the preceding pages have tried to show,

GM's efforts to identify "residual" power consumption and

thence to gauge the size of the unreported economy are vul

nerable to too many questions and doubts to merit con

fidence.

6. National Accounts Approach: Estimates by Gbosh et. al.

a. The estimates. As the title says, the main purpose

of the paper by Ghosh, Bagchi, Rastogi and Chaturvedi
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(1981) is to analyse and explain ''Trends in Capital Format

ion, Growth of Domestic Product and Capital-Output Ratios

(1950-51 to 1978-79)". In particular, Ghoshs, al. dwell on

the "intriguing phenomenon of the high observed rates of

capital formation not being reflected in higher output

growth...." As one of the possible explanations to the puzzle

Ghosh et. al. consider the possibility that the official data

for GDP may reflect significant underestimation. It should,

thus, be clear that Ghosh et. al. do not make estimation of

the centra] object of their study, but rather are led to this

issue in their search for solutions to the investment-output

puzzle.

In providing guestimates of unreported GDP, they do

not deploy any complicated "methodology", in the normal

sense of the word. They simply examine the national

accounts, by sector, and suggest some orders of magnitude

by which output and value-added may be underrecorded in

certain key sectors. Thus, they hazard that the gross value

of output from manufacturing is understated by 10 percent,

principally to further the goal of tax evasion. For similar

reasons they suggest that gross value-added in trade and

other services is underestimated by 15 per cent. For rental

from housing they note that the national accounts rely on

municipal valuations, which may be grossly understated

because of, primarily, the prevailing rent control laws. Ghosh

et. al. assume that rental from housing is underestimated by

20 per cent.13 Combining these assumptions they estimated

unreported GDP to have been about 7-9 per cent of current

market price GDP in the years 1970-71 to 1977-78.

b. An assessment. The estimates by Ghosh et. al. are the

most informal of all the ones reviewed thus far. Indeed,

part of the reason for including them in this survey is that

they serve as a contrast to the more "technical" methods.

Nor are they quite in the category of single number guesses

that crop up frequently in newspapers and magazines.

These estimates are more in the nature of "three number

guesses" (!)—corresponding to the three rates of under

valuation, in different sectors, which they assume.
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The fact remains that these three percentages are guesses,

unsupported by any independent quantitative information.

True, they may reflect informed judgement, since all the

authors are well-versed in the strengths and weaknesses of

India's national accounts. But they are guesses nonetheless.

Aside from suggesting possible (and plausible) orders of

magnitude their principal virtue may lie in provoking other

researchers to tackle the issue of underestimation at a

sectoral level and confirm (or controvert) the guesses they

have advanced.

7. Estimates of Unaccounted Income:

A Numerical Overview

In Table 3.7.1 the estimates reviewed in this paper are

brought together for easy reference and comparison. The

latter activity should be prefaced with the repetition of an

important warning, namely, the concept of unaccounted

income is not the same in all the studies. Specifically,

Chopra's estimates are based on the notion of tax-evaded

income, while the others reviewed in this paper refer to

income which is not reported or measured in official esti

mates of national income and output. It is not entirely clear

which concept of unaccounted income underlies Rangnekar's

estimates: in his note of dissent to the Wanchoo Report, he

appears to adhere to the concept of tax-evaded Income, but

his recent paper (Rangnekar, 1982) updating these earlier

estimates is somewhat ambiguous on this score.

TABLE 3.7.1

Alternative Estimates of Black Income

(As per cent of GNP or GDP)

Year

(1)

1960-61

1961-62

1962-63

Chopra's estimates

"Wanchoo

method"

(2)

5.0

5.0

5.3

"Own

method"

(3)

6.1

4.5

4.9

Gupta

and

Gupta's

estima

tes

(4)

Gupta

and

Mehta's

estima

tes

(5)

__

Ghosh

et. al's

estima

tes

(6)

Rangne

kar's

esti

mates

(7)
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1

1963-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

2

5.2

4.9

5.1

3.5

4.9

5.0

5.8

4.8

5.1

4.0

4.9

5.9

5.6

5.7

—

—

—

3

7.4

6.8

6.4

6.1

5.7

4.0

7.4

5.2

3.2

3.8

8.1

12.4

9.9

10.2

—

...

—

4

—

—

—

—

9.5

13.6

14.9

22.3

28.7

31.9

27.1

20.9

25 0

37.6

38.4

48.1

—

5

—

2.8

—.

—

—

—

—

_

.._

13.8

—

—

19.8

—

6

—

—

—

—

—

—

7.6

7.8

7.8

7.4

8.1

8.4

8.7

8.7

—

—

7

—

—

9.8

—

8.6

8.4

—

—

—

9.9

9.3

10.0

11.3

12.1

13.5

14.4

Note: Columns (2), (3), (4), (6) and (7) are computed as percentage of

GNP at current market prices. Column (5) is computed as a

percentage of GDP at factor cost and 1970-71 prices.

Source: Chopra (1982), Gupta and Gupta (1982), Gupta and Mehta

(1982), Ghosh et. al. (1981), Rangnekar (1982) and Government

of India, CSO, (1982).

It should be said that no attempt has been made to evalu

ate Rangnekar's estimates in this paper as it proved impossi

ble to obtain a clear understanding of his "expenditure"

methodology from the description provided in both the sour

ces mentioned above. Nevertheless, since his estimates are

frequently cited, they have been included for purely numerical

comparisons.

A few points emerge from inspection of Table 3.7.1. First,

except for the estimates by Ghosh et. al., all the others point

towards an unaccounted economy which is growing both in

absolute value and in relation to officially estimated GNP 14.

How much should be inferred from this common characteri

stic is not clear. True, the rising trend accords well with con

ventional anxieties about a growing black economy. But,

given the dubious nature of the underlying methodologies, it

would be unwise to infer anything more than a weak pre

sumption of a growing trend. And even that judgement may
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be more firmly based on casual empiricism than on the esti

mates reviewed here.

Second, and this highlights the fragility of the various

exercises, the estimates of unaccounted income for any given

year vary widely across the different studies. Thus, for the

year 1976-77, they range from alow of 9 per cent of GNP

according to Ghosh et. al. to a high of 38 per cent estimated

by Gupta and Gupta 15. About the only thing these numbers

have in common is that they are all positive. And even this

virtue would have become a casualty if the results of Sande-

sara's (critical) application of the Gutmann method had been

included (for 1976-77 it gave an estimate of black income of

minus 455 per cent of GNP)

8. Some Lessons

What is one to make of all this? The first and most obvi

ous lesson to draw is that the enterprise of estimating the size

of the unaccounted economy is still in its infancy. It has a

long way to go before the methods and results can persuade

the agnostics, let alone the skeptics. This need not be con

strued as a counsel of despair. In any new field of empirical

enquiry it is quite natural for the early efforts to be highly

vulnerable to criticism. But it is only by beginning, and then

responding to legitimate criticisms, that progress can be

achieved. Of course, there is no guarantee that this particular

field of empirical effort will yield increasingly acceptable

results. What one can guarantee is that without some effort

there can be no improvements in the quality of methods and

estimates.

Second, in judging the quality of studies in this area it

would be unreasonable to expect standards of accuracy that

may be prevalent in other applied economic work. The very

nature of the phenomena under study defy direct measure

ment. In principle, attempts could be made to mount direct

surveys of unaccounted income and its disposition. But the

credibility of such survey responses is likely to be extremely

low. Hence, there is likely to be a continuing need to rely on

indirect methods and circumstantial evidence.
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Is this sort of prospect of uncertain empirical foundations

a fatal weakness characterising all efforts at estimating the

dimensions of the unaccounted economy ? To answer this

question one needs to be clear about the principal objectives

which motivate such enterprises. First, it is important to

establish—even if not beyond reasonable doubt—whether the

black economy is a quantitatively significant phenomenon in

India. If it is not, then concern about its causes, its nature

and its consequences for the economy and economic policy-

making, loses much of its steam. Second, it is desirable to

form some reasonable judgement about the trends in the black

economy: is it static, declining or growing ? Both of these

are perfectly valid reasons for pursuing efforts at quanti

fication, even if, for the foreseeable future, such estimation

exercises are bound to be open to considerable questioning

and criticism.

Finally, an excessive preoccupation with the estimation of

the size and trends of the unaccounted economy has its

dangers. It can detract from serious exploration of its causal

origins, its functioning characteristics, as well as the economic

and social consequences of the phenomenon. True, such

enquiries will be bedevilled by some of the doubts that plague

the estimation efforts. But such doubts should not preclude

the deduction of qualitative conclusions backed by piecemeal

empirical evidence. For example, often it may be possible to

form a sound judgement about whether a particular measure

will reduce or increase black economic activity. In particular

markets one may even be able to substantiate such judge

ments with empirical evidence. Such evidence is likely to be

more accessible and better grounded for a small segment of

the economy than for the economy as a whole. Indeed such

sector or market-wise studies might yield insights about how

to improve the macro estimation efforts. Put simply, the

attempts to estimate the dimensions of the black economy

should complement, and not substitute for, analyses of its

causes, uature and consequences.
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Notes

1. This chapter is based on Acharya (1983b).

2. For a somewhat similar taxonomy, see Gupta and Gupta (1984).

3. The national accounts estimates of private final consumption

expenditure rely on estimates of gross output by sector of origin

and the latter are intimately linked to the estimates of value-added

by sector of origin (Government of India, CSO, 1980).

4. For 1961-62 financial year (1962-63 assessment year) the Wanchoo

Committee had obtained the full time profile of assessments from

the revenue authorities.

5. Looked at another way, the sources of data for compilation of

national income estimates are, for some sectors, dependent on

the same financial accounts that are submitted to the revenue

authorities. Thus, the national income data do not provide indepen

dent estimates for income originating in these sectors.

6. This judgement has to be qualified. While the incentives to evade

taxes and earn illegal incomes may be powerful in these sectors,

the extent to which the associated suppression of incomes and

output is reflected in national income data depends crucially on

national income estimation methods—a point made earlier.

7. A school teacher may undertake private tuition; a PWD carpenter

may take up remunerative projects on his own account, etc.

8. In national accounting terms bribes may be classified as transfers,

and therefore excluded from the estimates. But from the viewpoint

of the tax authorities non-reporting of bribe incomes constitutes

tax evasion. On the other hand, payment of bribes reduces the

payer's income without altering his tax liability. Where bribes have

to be paid often and regularly it may be reasonable to assume that

the payer makes such payments out of tax-evaded income.

9. It should be noted that the difference in total assessments recorded

in the AIITS, as compared to the Reports of the Comptroller and

Auditor-General, may not be wholly attributed to uoderreporting.

The totals in the AIITS also exclude assessments which did not

result in either demand or refund. To the extent these exclusions

are significant, the interpretation of the percentages in columns (6),

(7) and (8) as indicators of underreporting is weakened. The

quantitative significance of this qualification may not be negligible;

the proportion of assessments which do not result in demand or

refunds is believed to be in the order of 10 per cent of all assess

ments. The implications are explored more systematically in

Chapter 5.

10. Thus for the four most recent years, Kabra's estimates (reported in

Chapter 7, Table 4) are as follows (in Rs crore):
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Non-primary sector Taxable non-primary

personal income sector personal income

1975-76 34381.7 30898.99

1976-77 38044.7 33759.35

1977-78 42790.5 38417.31

1978-79 48122.9 43661.82

11. Gupta and Gupta suggest some evidence to the contrary in India,

but it is not compelling.

12. Tanzi (1982a) levels a similar critici.-m against Feige's estimates

of the underground economy for the United States.

13. Strictly speaking, this source of underestimation of national

income is not directly related to tax evasion and related behaviour.

14. And the principal reason underlying the relatively static estimates

by Ghosh et. al. is that their assumptions about the percentage of

under reporting in various sectors are held constant over time;

the changes in the aggregate percentage are attributable wholly

to changes in the composition of GDP.

15. Actually, Chopra's estimate by the "Wanchoo methoa" is even

lower, 6 per cent of GNP, but his preferred, <;own series" yields a

higher estimate of 10 per cent of GNP. Furthermore, the concept

of unaccounted income underlying Chopra's (and Rangnekar's?)

estimates is not comparable to that used by the other authors.



Estimating Unaccounted

Income: A Monetary Approach

1. Introduction

As noted in Chapter 3, monetary approaches to the estimat

ion of unaccounted income can be broadly classified into
three groups:

i. the fixed currency-deposit ratio approach, originally

developed by Cagan (1958) and "rediscovered" by
Gutmann (1977);

ii. the transactions approach developed by Feige (1979)
1980); and

iii. the currency demand equation technique originally

suggested by Cagan and elaborated by Tanzi (1980
1983).

Applications of the first two approaches to India were asse-

essed in Chapter 3 and found seriously wanting. In this

chapter an attempt is made to adapt Tanzi's approach to the
Indian context.

Section 2 summarises Tanzi's basic method. Section 3

discusses some of the problems with this approach. Section 4

applies the method to India and the final section concludes

with an interpretation and assessment of the results.
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2. The Tanzi Method1

The basic elements of the Tanzi method are as follows:

i. The existence and growth of the unaccounted econo

my is attributed principally to high and growing

rates of taxation;

ii. The overwhelming bulk of transactions in the un

accounted economy is assumed to be carried out with

currency;

iii. Thus the size and growth of the unaccounted economy

directly influences the public's demand for cash. And,

since taxation is the principal cause of the unaccounted

economy, a properly specified currency demand

equation should include the burden of taxation as a

key explanatory variable;

iv. Once such an equation has been specified and esti

mated for the sample period, it allows isolation of

that part of the public's currency holding which is

attributable to the growth of the unaccounted eco

nomy in response to taxation;

v. When the scale of such "illegal currency" has been

identified, it can be used, along with assumptions

about the income velocity of such currency, to gauge

the size of the unaccounted economy.

Tanzi fits equations of the following form to US data:

In (C/M2) = ao + ailnT + a2ln (WS/NI) + aslnR

+ a4lnY (1)

where (C/M2) is the ratio of currency to broad money (inclu

ding time deposits), T is the tax variable, (WS/NI) is the

share of wages and salaries in national income, R is the rate

of interest on time deposits and Y is real per capita GNP.

The rationale for T has been given and for R is obvious.

Tanzi uses several alternatives for the tax variable, all relat

ing to personal income taxation. Y is used as a proxy for a

number of trends which are assumed to accompany econo

mic development and which also influence the public's

demand for cash holdings. These factors include growing

travel per capita, increasing urbanisation, the spread of

commercial branch banking and other financial innovations.
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Tanzi includes the variable (WS/NI) because, he argues, that

in the US, while interest, dividends and rents are almost

always received by cheque, a portion of wage income is

typically received in cash; hence the ratio (WS/NI) could be

expected to influence the demand for currency.

Tanzi fits his equation to annual time series data for the

period 1930-80. Having obtained statistically satisfactory

estimates of his equation Tanzi proceeds to estimate

unaccounted income for a given year, t, as follows. Taking

his "best" equation he obtains the predicted value for

currency demand, C't, given the observed value for all the

other variables in year t. He obtains another prediction of

currency demand, C"t, by setting the value of the tax variable

to zero (or, alternatively, to the lowest observed value in the

sample period), while retaining the observed values for all the

other variables. The difference, C't — Ct" gives an estimate

of "illegal currency", or, more properly, the holding of

currency that can be attributed to the increase in taxation.

Tanzi then subtracts the estimated value of illegal currency"

from the value of "narrow money", Mi, in year t to obtain

an estimate of "legal money" in year t. Dividing nominal

GNP in year t by the estimate of "legal money" yields an

income velocity for legal money. By assuming that the in

come velocity of "illegal currency" is the same, Tanzi is able

to generate an estimate of unaccounted income for year t. In

fact, Tanzi (1983) presents estimates of the size of the un

accounted economy for each of the years 1930-80.

3. Some Problems with the Tanzi Method

The first question that arises is, what is the concept of

unaccounted income that underlines Tanzi's estimates? In the

final paragraph of his 1983 paper—and almost as an after

thought—Tanzi (1983, p. 303) writes:

"Perhaps a word on what has been measured is necessary.

The estimates attempt to measure the incomes that were

generated through the excessive use of currency and pre

sumably were not reported to the tax authorities. Whether

these incomes were or were not measured by the national
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accounts cannot be determined. Presumably, part of these

incomes not only evaded the tax net but also may have

escaped the attention of the national accounts authorities—

but, how large this part was cannot be assessed with the

information at hand."

This agnosticism conflicts with the procedure for estimat

ing the income velocity of "legal money", in which the esti

mated stock of legal money (Mi minus "illegal currency") is

related to measured GNP. The implicit assumption is that

none of the "illegal currency" (C — C") is used to finance

transactions relating to recorded GNP, and conversely, all of

it is used to finance transactions relating to unaccounted

income. But then, the unaccounted income should be wholly

additive to measured GNP; there can be no vagueness about

whether some of the unaccounted income is already captured

in recorded GNP. The choice is clear-cut: either the estimate

of unaccounted income is wholly additive to GNP or the

procedure for estimating the income velocity of "legal" and

"illegal" money (and hence unaccounted income) is logically
flawed.

In Tanzi's framework it is difficult to sustain the first

possibility. His estimated equation does not allow one to

deduce that the "illegal currency" is used solely to finance

transactions associated with incomes which are unrecorded

in GNP estimates. All that the equation tells us is that when

the tax burden (however defined) increases, the demand for

currency increases, presumably because of the growth of in

come and transactions hidden from the tax authorities. Tanzi

is correct in professing agnosticism about whether such in

comes also escape national income authorities.2 But if this is

so, there is no getting away from the logical flaw in estimat

ing the income velocity of "legal money". To estimate this

parameter what we need is not the data on recorded GNP,

but rather a series on "legal income", encompassing income

which is properly reported to the tax authorities as well as

income which need not, legally, have been reported. Such a

series is not easy to construct — and it is not offered by Tanzi.

At best, Tanzi's estimate of the income velocity of "legal

money" should be seen as an approximation; the closer is the
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value of "legal income" to recorded GNP the better is the

approximation. The problem lies in not having any ready

handle to assess the quality of this approximation.

A second major difficulty with Tanzi's approach is his

explicit assumption that the income velocity of "illegal

currency" is equal to the income velocity of "legal money".

The support he offers for this crucial assumption is disarm-

ingly weak: the assumption, he argues, "is the result of

agnosticism. The author is unable to take a position between

those who would argue that the velocity of money in the

underground economy must be lower than in the legal

economy, and those who would argue the contrary" (Tanzi,

1980, note 27).

Third, there is some question regarding the stability of the

income velocity of "illegal currency". For example, if an

increase in indirect taxes leads to additional demand for

currency to conduct transactions in cash in order to escape

payment of indirect taxes, it is quite possible that this can

occur without a substantial change in the income that evades

tax. This suggests that the relationship between tax-evaded

income and "illegal currency" need not be stable, which is

another way of saying that the income velocity of "illegal

currency" may be unstable.

Fourth, Feige (1980), among others, has challenged the

assumption that transactions associated with tax evasion are

undertaken solely with cash. Feige argues that many of these

transactions occur through the banking system.

Finally, Tanzi's approach is ill-suited to assessing the

significance of non-tax causes which might lead to the under

reporting of incomes and transactions to tax authorities. For

example, incomes earned through illegal activities may gene

rate a demand for cash (and such incomes would normally

evade taxation), but we would not expect to observe any

relation between the demand for cash and tax rates for this

form of undeclared incomes. The same would be true for

undeclared incomes stemming from government regulatory

measures; these could include a variety of scarcity premia

and bribes, both of which might be expected to be transacted

in cash, irrespective of the burden of taxation. And, finally.
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there are forms of tax evasion which might not generate any

incremental demand for cash: take for instance the well-

known—and reportedly widespread—practice of charging

personal consumption as business expense, a practice which

may reduce the tax base for both personal income taxation

and business income taxation.

Despite these substantial shortcomings we attempt to

apply a variant of the Tanzi approach to the Indian context.

4. Adapting the Tanzi Approach to India

In formulating our currency demand equation for India

we adopt three main points of departure from Tanzi's preferr

ed equation. First, instead of using (C/Ma) as the explicand

we focus directly on the public's demand for real cash

balances, that is (C/P), where P is the price level. Second,

we take note of the fact that over 80 per cent of tax revenue

in India accrues from indirect taxes. Evasion of commodity

taxes can be expected to generate powerful demands for cash

to facilitate such evasion.3 It would, therefore, be inappro

priate to confine the scope of the tax burden variable to

direct taxes on income. Hence our preferred tax variable is

(T/Y), where T encompasses all tax revenues accruing to the

governments at the Centre, States and Union Territories and

Y is recorded GNP in current market prices.4 Third, unlike

Tanzi, we explore the consequences for currency demand of

expectations of price level changes.

The currency demand equation we estimate takes the

following form:

p=ao+ai+RGNP+a2NOCB+a3TTR+a4(R—ERI)+

+ +

a5ERI (2)

where the expected signs are noted below each coefficient

and the variables are defined as follows:5

C = Average annual currency holdings with the public,

in Rs crore;

P = Index Number of Wholesale prices with 1970-71 =

100;

RGNP = Real GNP in 1970-71 market prices;
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NOCB = Number of commercial bank branches on

December 31 ofeach year;

TTR = Ratio of total tax revenue (of the Centre,

States and Union Territories) to current

market price GNP;

R = Nominal rate of interest on bank deposits.

Two alternative rates were used.

RT2 = Average 12-month commercial bank

deposit rate;

RAVE = Average interest rate on commercial

bank time deposits.

ER[ = Expected rate of inflation in per cent per

annum (this is explained in greater detail

below).

The a priori expectations regarding the signs of the co

efficients merit explanation.

The demand for real cash balances with the public can be

expected to increase as the country's real income increases;

hence we anticipate positive value for the coefficient ai.

There has been a remarkable increase in the number of

commercial bank branches during the last thirty years from

a little over 4,000 at the end of 1951 to over 34,000 at the

end of 1980. Much of this eightfold growth reflects a deter

mined effort by the government and the monetary authorities

to extend banking services to rural areas. This expansion in

branch banking can be expected to reduce the public's

demand for cash balances as it induces shifts in the public's

asset portfolio, away from currency and in favour of bank

deposits, either because such deposits are deemed safer or

because they earn interest. Thus the coefficient a2 is expected

to be negative. The coefficient a3, for the tax ratio is hypo

thesised to be positive. As the burden of taxation in the

economy increases, economic agents are increasingly tempted

to evade taxation, an activity which is facilitated by con

ducting the relevant transactions in cash wherever possible.

Thus, other things equal, the public will wish to hold higher

real cash balances, the greater the burden of taxation.

The coefficient a4 relates to the real rate of interest which

is defined as the nominal rate of interest on bank deposits,
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TABLE 4.4.1

Data Used in the Regressions

Year

1951-52

1952-53

1953-54

1954-55

1955-56

1956-57

1957-58

1958-59

1959-60

1960-61

1961-62

1962-63

1963-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977'-78

1978-79

1979-80

1980-81

C

(Rs.

crore)

(1)

1287

1206

1235

1285

1432

1561

1609

1674

1814

1956

2062

2235

2438

2634

2841

3028

3199

3436

3765

4160

4576

4969

5850

6326

6557

7321

8276

9474

10933

12374

P

(1970-

RGNP

(Rs.

71=100) crore)

(2)

50.4

44.1

46.2

43.0

40.8

46.5

47.9

49.8

51.7

55.1

55.2

57.3

60.9

67.5

72.7

82.8

92.4

91.3

94.8

100.0

105.6

116.2

139.7

174.9

173.0

176.6

185.8

185.3

217.6

257.3

(3)

18882

19513

20765

21460

22304

23495

23272

25172

25711

27054

28145

28958

30716

33054

31691

31660

34277

35491

37755

39979

40883

40590

42134

42315

45483

47040

58958

54331

51753

55366

NOCB

(4)

4119

4040

4021

4032

4085

4193

4375

4605

4847

4939

5012

5173

5419

5828

6131

6595

6984

7649

9051

11184

12985

14739

16503

18180

20455

23555

26997

29505

31558

34588

TTR

(Per

cent)

(5)

7.4

7.0

6.5

7.5

7.5

7.5

8.7

8.1

8.7

9.0

9.7

11.0

11.9

11.3

12.2

11.9

10.8

11.4

11.5

11.9

12.9

14.0

12.6

13.3

15.7

15.5

14.5

16.0

16.5

15.3

R12

(Per

cent)

(6)

1.73

2.13

2.77

2.39

2.39

2.94

3.29

3.33

3.23

3.31

3.97

3.99

4.00

4.79

5.50

6.00

6.00

5.50

5.50

6.00

6.00

6.00

6.00

7.65

8.00

8.00

6.33

6.00

6.53

7.04
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RAVE

(per

cent)

(7)

2.70

3.18

3.26

3.38

3.53

3.80

4.52

4.25

3 69

3.33

3.69

4.02

4.38

4.91

6.20

7.20

7.39

7.22

6.84

6.86

7.29

7.53

7.76

9.30

10.51

10.93

10.95

10.69

1074

10.54

ERI 1

(per

cent)

(8)

7.16

7.05

5.10

5.07

3.87

2.97

4.07

3.96

3.96

3.95

4.21

3.81

3.81

4.05

4.73

5.03

5.92

6.48

5.72

5.53

5.52

5.53

5.98

7.41

9.19

8.16

7.55

7.32

6.58

7.64

FRI2

(per

cent)

(9)

9.59

8.89

4.61

4.64

2.33

0.84

3.46

3.37

3.49

3.56

4.16

3.37

3.45

4.02

5.38

3.85

7.45

8.28

6.39

5.88

5.80

5.76

6.62

9.34

12.51

9.79

8.25

7.64

6.71

8.31

ERI 3

(per

cent)

(10)

9.39

8.41

2.14

2.92

—0.03

—1.56

3.10

3.07

3.34

3.49

4.41

3.14

3.34

4.22

6.21

6.66

8.83

9.66

6.40

5.63

5.59

5.59

6.93

10.91

15.20

10.31

7.84

7.05

4.94

8.59

ERI

(per

cent)

(11)

8.62

7.62

-0.43

1.65

—1.78

—3.12

3.72

3.43

3.65

3.72

4.86

2.99

3.31

4.50

7.04

7.30

9.94

10.60

5.88

5.06

5.23

5.38

7.24

12.43

17.54

10.09

6.89

6.22

3.73

9.09

ERI 5

(per

cent)

(12)

7.84

6.98

—2.76

1.00

—2.97

—4.04

4.96

3.99

3.98

3.90

5.24

2.71

3.25

4.77

7.80

7.75

10.82

11.21

5.01

4.42

4.95

5.28

7.66

13.94

19.57

9.24

5.65

5.43

2.72

9.92

ERI 6

(per

cent)

(13)

7.15

6.53

—4.89

0.90

—3.80

—4.59

6.55

4.42

4.15

3.95

5.53

2.32

3.21

5.05

8.52

8.03

11.55

11.57

3.91

386

4.84

5.30

8.14

15.39

21.28

7.86

4.39

4.88

1.95

11.05

ERI 7

(per

cent)

(14)

6.59

6.25

—6.87

1.27

—4.47

—4.93

8.30

4.60

4.16

3.92

5.78

1.86

3.22

5.36

9.20

8.15

12.17

11.76

2.70

3.49

4.89

5.39

8.64

16.75

22.66

6.04

3.27

4.63

1.39

12.40
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ERI 8

(per

cent)

(15)

6.21

6.13

—8.77

2.05

—5.13

—5.12

10.15

4.44

4.06

3.87

6.04

1.35

3.31

3.69

9.81

8.12

12.74

11.82

1.41

3.35

5.06

5.49

9.13

18.00

23.76

3.88

2.44

4.66

0.93

13.88

ERI 9

(per

cent)

(16)

6.07

6.11

—10.64

3.22

—5.91

—5.20

12.05

3.91

3.96

3.83

6.31

0.79

3.50

6.00

10.36

7.97

13.30

11.76

0.11

3.46

5.29

5.57

9.59

19.16

24.60

1.48

2.02

4.66

0.49

15.46

Year

(17)

1930-31

1931-32

1932-33

1933-34

1934-35

1935-36

1936-37

1937-38

1938-39

1939-40

1940-41

1941-42

1942-43

1943-44

1944-45

1945-46

1946-47

1947-48

[948-49

1949-50

1950-51

1951-52

1952-53

1953-54

1954-55

1955-56

1956-57

1957-58

1958-59

1959-60

Year to year change in wholesale price

Price Index

(per cent)

(18)

—16.14

—26 29

-5.10

—6.71

—2.16

9.56

0.67

3.33

-5.16

6.25

—0.51

9.91

22.08

36.83

10.64

1.28

9.12

11.63

22.13

2.52

6.26

6.11

—12.50

4.76

—6.93

—5.12

13.97

3.01

3.97

3.82

Year

(19)

1960-61

1961-62

1962-63

1963-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

(per cent)

(20)

6.58

0.18

3.80

6.28

10.84

7.70

13.85

11.59

— 1.19

3.82

5.49

5.61

10.00

20.22

25.20

—1.09

2.03

5.28

0.00

17.12

18.20
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Source for Table 4.4.1

Column (1) is from Vasudevan (1980, p 16) for all years except

1980-81 which is from RBI bulletins All data are

computed as averages of stocks on the last Friday of each

month.

Column (2) is from Chandok (1978, p. 171) for all years upto ;i977-78

and from the Economic Survey, 1982-83. Government of

India, for recent years.

Column (3) is from Government of India, CSO (1983, p. 152).

Column (4) is from Statistical Tables Relating to Banks in India

(RBI), various issues.

Column (5) is based on data on total taxes from Indian Economic

Statistics: Public Finance (published by the Ministry of

Finance), various issues, and current market price GNP

data from Government of India, CSO (198, p. 150).

Column (6) is from Gupta (1979, p 229) for ail years uptil 1976-77

and from information supplied by the Reserve Bank of

India for subsequent years.

Column (7) is based on information on interest payments and on

average stocks of time deposits obtained from the

Statistical Tables Relating to Banks in India (RBI),

various issues.

Columns (8) through (16) give values of ERI for alternative values of

•p', ranging from 0.1 to 0.9 respectively. These series are

baied on the application of equation (3) in the text to

the information in columns (18) and (20), and starting

with an initial value for pc-ti 1931-32, which is based on

the assumption that pct_i = the average of the three

years 1927-28, 1928-29 and 1929-30 (which was —2.29

per cent).

Columns (18) and (20) are from Srinivasa Madhur, who compiled the

series from official data and unpublished work by H.L.

Chandok.
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R, minus the expected rate of inflation, ERI. Our estimation

of the latter warrants some explanation. We espouse an

adaptive expectations approach which is reflected in the

following equation:

Pet = q Pt_i + (1-q) pet-i (3)

Pet, the expected rate of inflation in year t, depends on the

actual rate of inflation in the previous year and the expected

rate of inflation in that year. The relative weights of

these two components is given by the size of the parameter

q. There are two problems to implementing the approach:

first, how do we estimate the value of q; and second, for a

given value of q, how do we estimate the values of Pet_2,

Pet-s etc., which clearly influence Pet-s? We tackle the

first problem by estimating our basic currency demand

equation for alternative values of q, ranging from 0.1 to 0.9,

and choosing that value of q which minimises the standard

error of the estimated regression. Basically, this is a standard

grid search approach. The second problem is solved, for

each given value of q, by choosing a base period (in the late

1920s) when inflation was negligible and computing the

relevant Pet series from then forward, on the basis of

equation (3) and knowledge of actual rates of inflation in

each year.6

The value of a4 is expected to be negative: as the real

interest rate increases economic agents can be expected to

substitute interest-bearing deposits for currency in their asset

portfolio. The coefficient a5, for the expected rate of in

flation, ERI, is also expected to be negative: when the expected

rate of inflation rises, asset holders are likely to switch out of

cash and into real goods.

Our specification of the cuirency demand equation,

(2), is quite similar, in spirit, to that of Singh et. al. (1982) in

their recent study conducted under the auspices of the

Reserve Bank of India (RBI). The variables real income,

real rate of interest and the expected rate of inflation are

common to both efforts, though the precise specifications

vary. Singh et. al. also tried a "direct tax to income

ratio" variable, but did not find it statistically signi

ficant, even though the coefficient had the predicted
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positive sign. As we have argued above, limiting the

scope of the tax burden variable to direct taxes is in

appropriate for India.7 A second difference is that we have,

for reasons given earlier, included the NOCB variable,

which is absent in the RBI study. Third, our use of annual

time series (instead of quarterly data used in the RBI mono

graph) has lessened, if not obviated, the need to specify lags

in the adjustment of actual real currency balances to desired

values.

Tables 4.4.2 and 4.4.3 summarise the regression results

obtained for the sample period 1951-52 to 1980-81. As noted

earlier, two alternative variables are used for the rate of

interest. Table 4. 4.2 presents the results for the nine regres

sions with R 12 as the rate of interest variable and with q

taking values from 0.1 to 0.9. Table 4.4.3 shows the

corresponding results for RAVE. The "best" equation from

each set is presented below.8

-§ = 14.487 + 0.00067 RGNP - 0.00022 NOCB + 1.44265 TTR
(5.896)*** (-2.756)*** (5.208)***

— 2.54900 ER 12 — 1.70251 (R 12 - ER 12) ...(4)

(-7.798)*** (-4.672)***

R2 = 0.969; SEE = 1.103; D.W. = 2.390; F = 180.1

£ -17.652+0.00055 RGNP +0.00003 NOCB + 1.15619TTR

(4.359)*** (0.423) (3.717)***

- 1.95152 ER 12 - 1.06436 (RAVE - ERI2) ...(5)

(-6.249)*** (-2.964)***

r» = 0.956; SEE= 1.304; D.W.= 2.11; F=127.4

A few comments on these equations are in order. First,

equation (4), shown above, has strikingly "good" overall

statistical properties, as indicated by the standard measures

such as the TT2, the Durbin Watson statistic and the F stati

stic. What is more important, the signs of the coefficients

are exactly as predicted for all five independent variables;

the coefficient values are statistically significant, four at the

1% level and one at the 5% level. Equation (5) displays

somewhat poorer statistical characteristics. In particular the

sign for the NOCB variable is the opposite of that predicted,
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TABLE

Regression Results with R 12

Equation

No

(1)

IV. 4.2.1

IV. 4.2.2

IV.4.2.3

IV. 4,2.4

IV. 4.2.5

IV. 4.2.6

IV. 4.2.7

IV.4.2.8

IV. 4.2.9

Value

of q

(2)

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

0.9

Constant

(3)

19.31637

14.48554

11.41909

9.94253

9.26441

8.88547

8.62183

8.42689

8.29037

RGNP

(4)

.00057

(5.93154)***

.00057

(5.89596)***

.00069

(5.41892)*•*

.00071

(4.71005)***

.00074

(4.27575)***

.00077

(4.10780)***

.00081

(4.09316)***

.00084

(4.14549)***

.00085

(4.21923)***

NOCB

(5)

-0.00010

(-1.17941)

-.00022

(-2.75639)**

-.00032

(-3.58304)***

-.00037

(-3.75782)***

-0.00040

(-360780)***

-0.0042

(-3.49402)***

-.00044

(-3.44521)***

-.00045

(-3.44041)***

-.G0046

(3.45305)***

TTR

(6)

1.29143

(4.56576)***

1.44265

(5.20779)***

1.56901

(5.05711)***

1.62803

(4.45858)***

1.54513

(3.96525)***

1.65085

(3.54628,***

1.65249

(3.45967)***

1.55301

(3.45397)***

1.55256

(3.29431)***
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4.4.2.

as the Interest Rate Variable1

ERI (R12-ERI) R-2 SEE
D.W.

(7) (8> (9) (10) (11) (12) ~

-3.40395 -1.75215 0.96925 1.09229 183.79218 2 48231
(-10.66065)*** (-4.89978)***

-2.54900 -1.70251 0.96863 1.10316 180.09561 2 38973
(-7.79790)*** (-4.67185)***

'-24048 "(1-42551 2O5005

I4"85 1010708° 159808

-2.25882 -2.00438 0.91538 1.81189 63.73930 105965
(-3.76167)*** (-3.08887)***

°-90531 J-91153 56-78023 °-

Note: l.C .

p- is the dependent variable in all equations. The table presents

the P coefficient values: t-statistics are given in parentheses,

'***' '**' and '*' represent 1 per cent, 5 per cent and 10 per
cent levels of significance respectively.
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TABLE

Regression ResHlts with RAVs as the

Equation

(1)

No. Value

of q

(2)

Constant

(3)

KGQ

(4)

NOCB

(5)

TTR

(6)

IV. 4.3.1

IV. 4.3.2

IV. 4.3.3

IV. 4.3.4

IV. 4.35

IV. 4.3.6

IV. 4.3.7

IV. 4.3.8

IV. 4.3.9

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

0.9

23.00983 .00053 .00016 .96415

(3.96003)*** (1-87182) (2.93335)**

17.65242 .00055 .00003 1.15619

(4.35898)*** (.42329) (3.71674)***

13.96579 .00060 —.00008 1.34414

(4.77211)*** (—1.02190) 4.27885)***

12.20749 .00063 —.00013 1.43621

(4.60624)*** (—.149361) (4.13859)'**

11.60555 .00066 —.00014 1.45442

(4.31047)*** (—1.4CH98 3.75652)***

11.50840 .00063 —.00013 1.43873

(4.09539)*** (—1.17520) (3.41316)***

11.58980 .00070 —.00011 1.41106

(3.97035)*** (—.95293) (3.15266)***

11.72082 .00072 —.00009 1.38077

(3.90711)*** (—.77102) (2.96165)**

11.85517 .00073 —.00006 1.35184

(3.88125)*** (—.63042) (2.82223)**
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4.4 3

Interest Rate Variable

ERI

(7)

(R12—RI)

(8)

R-2

(9)

SEE

(10)

F

(11)

D.W.

(12)

—2.72532

(—8.29888)***

—1.95152

(—6.24910)***

—1.76921

(—5.51331)***

—1.74351

(—4.90119)***

—1.79350

(—4.52831)***

—1.87685

(_4.37580)***

—1.96705

(—4.34903)***

—2.04957

(—4.38015)***

—2.11865

(-4.43232)***

-.99018 0.95173

(—2.56659)**

—1.06436 0.95616

(-2.96442)**

—1.10726 0.95542

(—3.08249)**

-1.23040 0.94605

(—3.15029)***

—1.39933 0.93319

(—3.27238)***

- 1.57388 0.92092

(—3.44878)***

—1.73184 0.91079

(—3.64436)***

—1.86403 0.90301

(—3.63242)**

-1.96937 0.89734

(—3.99930)***

1.36844 115.35835 2.03513

1.30419 127.43935 2.11087

1,31511 125.30093 2.14018

1.44666 102.71574 1.86504

1.60997 82.00998 1.55430

1.75150 68.54736 1.33205

1.66038 60.21264 1.18794

1.93979 54.99870 1.09525

1.99570 51.69513 1.03436

variable in all equations. The table presents
Note l.C_ -s tne

the coefficient values; t = statistics are given in paren

theses *****, and * represent 1 per cent, 5 per cent and

10 per cent level of significance, respectively.
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though, judging by the corresponding t-statistic, the coeffi

cient is not statistically distinguishable from zero. Neverthe

less, in both regressions (he coefficient values for the other

four variables are of the same order of magnitude, suggesting

some underlying stability in the specifications. This point

about the stability of the estimated coefficient is reinforced

when we turn our attention to the full set of regressions

reported in Tables 4.4.2 and 4.4.3. As the value of q alters

within each set, the estimated coefficients do change, but not

in a dramatic or haphazard manner. Finally, it is noteworthy

that both equations relate to values of q—0.2, If we accept

these results it means that the adjustment of expected to act

ual inflation is rather slow in India, with earlier years serio

usly influencing current inflationary expectations. Given the

historical variability of the rate of inflation in India, this may

not be implausible.

Thus, on balance, equations (4) and (5) can serve as

acceptable working hypotheses for depicting the demand for

real cash balances in India in the period 1951-52 to 1980-81.

The next stage in implementing Tanzi's method is to use

these equations to predict currency demands, C, for given

years, on the basis of observed values of all other variables

and then to juxtapose these results with the predictions

obtained, C", when the tax burden variable is set to zero.

The difference between these two values measures the tax-

induced demand for currency (TICD)9. Table 4,4.4 sum

marises the results for our two chosen equations when

applied to the years 1955-56, 1960-61, 1965-66, 1974-71,

1975-76 and 1980-81. It also presents the estimates of tax-

induced currency demand (TICD) as per cent shares of total

currency with the public and Mi. Some comments are war

ranted. First, the estimates of TICD are sizeable, both in

absolute magnitudes and in relation to total currency holdings

of the public (C) and Mi. This suggests that the tax burden

variable is an important determinant of currency demand.

Second, because of the steady increase in the tax ratio over

time, the estimates of TICD also show a clear upward trend.

Third, for any given year, the estimates of TICD vary quite
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substantially. In particular, the estimates based on equation

(4) are about 25 per cent higher than those based on equ

ation (5).

5. Interpretation and Assessment of the Results

In Table 4.5.1 we present estimates of unaccounted income

worked out on the basis of Tanzi's procedure. These esti

mates suffer from all the problems already noted earlier. In

particular, the procedure for estimating the income velocity

of "legal money" involves, at best, an approximation. What

is more important, the method entails the crucial assumption

of equality in the income velocities of "legal money" and

"illegal currency" (or TICD in our lexicon). As we have

seen, the empirical basis for this assumption is notable by its

absence. It is interesting to note that Cagan (1958, p.3!5)

believed "that the amount of currency held against a dollar

of unreported income is much greater, on the average, than

the amount of money held against a dollar of regular income.

Unreported income produces an abnormal demand for

currency to hoard". But Cagan was unable to produce any

empirical justification for his claim. Quite clearly, a great

deal depends on the distribution, across types of economic

agents, of the initially generated unaccounted income. For

example, there is likely to be a higher proportion of currency

hoarding from unaccounted income accruing to professionals

than when the unaccounted income accrues to traders and

manufacturers. Purely for illustrative purposes, we present

in Table 4.5.1, estimates of unaccounted income on the

assumption that the income velocity of "illegal currency" is

half of that estimated for "illegal money". We should reiter

ate that the numbers and ratios shown in colums 7 to 10 of

Table 4.5.1 are the product of quite arbitrary assumptions.

They are in the nature of "if—then results", for those willing

to accept the validity of the strong, and very "iffy", assump

tions.

For ourselves, we are content with more limited con

clusions. These are as follows. We believe that our estimates

of currency demand equations provide substantial grounds
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for believing that much of the public's demand for currency
arises from the need to undertake transactions in a manner

which facilitates evasion of direct and indirect taxes. Thus
these equations bolster the case that tax evasion is a quanti
tatively "important" phenomenon in India. Since we lack

and empirical basis for the crucial missing link—the income
velocity of the estimated TICD-we refrain from committing

ourselves to any particular set of estimates of unaccounted

income based on the application of Tanzi's approach to
India. Second, our currency demand equations do suggest

that the absolute significance of the phenomenon of un

accounted income has grown over time, as the tax burden has

steadily increased. This tentative conclusion follows from the

estimated equation, the trend in the tax ratio and the assu

mption that the income velocity of "illegal currency" (TICD)

has not changed significantly over time—a much weaker
assumption than attaching a particular value to it.

Finally, we should reiterate our agreement with Tanzi

(1983) on the notion of unaccounted income that is associat
ed with this approach. It is income which should have been

reported to the tax authorities, but was not. Part of this

income could be included in recorded GNP, while the rest

escapes national income accounting. Much depends on the

sources and methods of national income accounting. The

point is that since the "additional" demand for cash is predi

cated on the motive to avoid taxes, it is income and trans

actions unreported to tax authorities that constitutes the

defining characteristic—not reporting to national account
authorities.

Notes

1. This and the next section are based on Acharya (1984b).

2. It is interesting to note that in his first paper (1980) propagating the

currency demand equation approach Tanzi had espoused an oppo

site view in which he equated tax-evaded income with unrecorded

GNP. Though his recent paper has corrected the earlier concep

tual error, its influence continues to linger in his procedure for

estimating the income velocities of "legal" and "illegal" money.
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3. Note that evasion of some commodity taxes is normally associated

with evasion of income taxes, even when the primary motive for

evasion stems from the indirect taxes.

4. Subsequent to our work on this chapter we received a draft study

on the demand for currency and deposits by Lahiri, Purkayastha

and Wadhwa (1984), which also finds our kind of tax variable to be

significant in their currency demand equations. Incidentally, a case

can be made for restricting the notion of income in the denomi

nator to monetised GNP. Since no comparable time series for

monetized GNP was readily available, we could not try this alter

native definition of the tax variable.

5. The underlying data and sources are given in Table 4.4.1.

6. We are indebted to Srinivasa Madhur for suggesting the approach

and supplying the data.

7. The need to include indirect taxes in monetarist approaches to

estimating unaccounted income has also been recognised in the

United Kingdom [see Mathews (1982)].

8. Strictly speaking, going by the standard error of the estimate

equation (4) is marginally worse than the one for q = 0.1. But

since the R2 is 0.969 in both cases and since the significance tests

for the regression coefficients perform better for equation (4), we

have chosen to deem it as the "best" equation in its set.

9. In his 1980 paper Tanzi had expressed a preference for estimating

the tax-induced demand by setting the tax variable for the lowest

value observed in the sample period rather than to zero "as it is

unrealistic to conceive of an economy without taxes..." But this

does not seem to provide a compelling reason to truncate the esti

mate of tax-induced currency demand in such an arbitrary manner,

fn his later work Tanzi (1983) appears to accept this logic and dis

cards any use of this lowest observed value in the sample period,



The Scale of Black Income:

a Fiscal Approach

1. Introduction

Our attempt, in the previous chapter, to gauge the scale

of black income through a currency demand equation app

roach ended on an agnostic note. In this chapter we mount a

fiscal approach to the problem.1 In doing so, we emulate

earlier exponents of this approach —Kaldor (1956), Wanchoo

Committee Report (1971) and Chopra (1982)—in two essent

ial respects. First, the concept of black income pertinent to

this approach is the fiscal one, namely, income which should

have been declared to the tax authorities, but was not.

Second, the crux of the method lies in arriving at an indepen

dent estimate of total income subject to tax and comparing

this to total income actually assessed for taxation (typically

a lower amount), with the discrepancy being the measure of

black income. Given the availability of data, the basic exer

cise is limited to 1975-76, though a crude extrapolation is also

attempted for a more recent year, 1980-81. Furthermore, the

exercise is confined to the evasion of non-corporate incomes,

though, as we shall argue later, this limitation may not be as

much of a handicap as it may appear at first sight.

The essence of our approach consists of estimating a dis

tribution of income by earner and then allowing for the main

exclusions, exemptions and deductions which are permitted
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under the Income Tax Act in order to arrive at an estimate

of incomes which should have been assessed to tax. We

believe that operating with an earner-wise income distribut

ion allows us to obtain much better estimates than the

Kaldor/Wanchoo/Chopra method which relies on rough

guesses about the proportions of non-salary income in each

sector which are believed to be above the basic exemption

limit for income tax.

The principal steps in our analysis are as follows:

(i) The official National Accounts Statistics (NAS) are

used as a starting point to derive an estimate of gross

personal income accruing to households. The pro

cedure is outlined in Section 2.

(ii) For essentially the same concept, namely, gross per

sonal incomes, the all-India survey of household in

comes for 1975-76 by the National Council of Applied

Economic Research (NCAER) provides estimates of

the distribution of income, separately for urban and

rural households (NCAER, 1980). These distributions

by household are converted to distributions by earner

on the basis of certain assumptions. To facilitate

further computations the actual distributions are then

approximated by log normal distributions. Section 3

summarises the assumptions and procedures,

(iii) The total gross personal income estimated by the

NCAER survey falls substantially below the corresp

onding estimate in the NAS. We treat the NAS total

as the controlling one and "scale-up" the NCAER-

based distributions according to several alternative

assumptions. The underlying rationale and assump

tions are described in Section 4.

(iv) The lognormal, earner-wise distributions of income,

so obtained, constitute our key analytical tools.

Working with these distributions we proceed to make

allowances for the major exclusions, exemptions and

deductions permitted under the Income Tax Act. This

is done separately for the urban and rural distributions,

with due allowance for different components of income

(salary, business, etc ). The result of these labours
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yields estimates under alternative assumptions, of the

total income which should have been declared for

for income tax assessment. Section 5 outlines the

procedure and the results.

(v) These estimated totals are then compared in the next

section, Section 6, with the information from the

AIITS (suitably adjusted for undercoverage) about the

total of non-corporate incomes actually assessed to

tax. The discrepancies yield alternative estimates of

black income under the fiscal approach,

(vi) In Section 7 the results obtained for 1975-76 are

extrapolated to 1980-81 on the basis of a number of

assumptions and some more recent information.

(vii) Thus far the analysis is predicated on the assumption

that the NAS estimate of gross personal household

income is correct. In Section 8 we relax this assump

tion and explore the consequences of some alternative

assumptions regarding the extent to which the NAS

estimates may be biased downwards because of tax

evrsion and related factors.

(viii) The entire analysis is subject to a large number of

qualifications and sherlcomings. The principal ones

are discussed in Section 9. In each case we offer a

judgement about the direction of resulting bias in

our estimates of black income.

2 National Accounts Statistics: From Net Domestic Product

to Gross Personal Income

The annual CSO publications on National Accounts

Statistics readily provide information on such concepts as

GNP, GDP and NDP. They also present the steps necessary

to go from these aggregates to the corresponding total of

gross personal income accruing to households. Table 5.2.1

presents the steps in the transition from NDP at factor cost

to gross personal income accruing to households for the years

1975-76 and 1980-81.

These totals of gross personal income are only the starting

point for the estimation of taxable income. It is easy to see

why. If the total of gross personal income were distributed



The scale of black income: a fiscal approach 77

equally across all earners, then each earner would have earned

about Rs 3,500 in 1975-76, less than half the income tax

exemption limit of Rs 8,000.2 In other words, taxable income

would have been zero. Therefore, quite obviously, it is essen

tial to have some knowledge about the distribution of gross

personal income in order to arrive at any estimate of taxable

income. It is to this that we now turn.

TABLE 5.2.1

From Net Domestic Product to Gross Personal Income

(Rs crore in current prices!

1975-76 1980-81

1 Net Domestic Product at factor C0st

2. Less income from entrepreneurship

and government accruing to government

administrative departments

3. Less saving of non-departmental

enterprises

4. Income from domestic product accruing

to the private sector

5. add interest on national debt

6. add net factor income from abroad

7. add current transfers from government

administrative departments

8. add current transfers from the rest

of the world

9. Private income

10. Less savings of private corporate sector

11. Less corporation tax

12. Net Personal Income

13. add consumption of fixed capital

(households)

14. Gross personal income

62,324

1,350

106,209

997

222

61,705

491

-255

2,245

184

103J80

1,500

330

2,808

528

63,219

347

862

62,010

2,492

64,502

2,064

110,482

2,513

1,311

106,658

4,871

111,529

Source : Government of India, CSO (1983).

The Distribution of Gross Personal Income

The most recent all-India survey of household income is

the one carried out by the NCAER for 1975-76. The results

of this survey were published in two volumes (NCAER,

1980). In addition, the NCAER made available to us some



78 ASPECTS OF THE BLACK ECONOMY IN INDIA

hitherto unpublished cross-tabulations of the survey infor

mation. Since the survey is our primary data source on the

distribution of income, a few remarks on its nature and

quality are in order.

The survey employed a multi-stage sampling strategy to

obtain a final sample of 5124 households. In order to im

prove the estimates for the relatively small number of high

and middle income households in the country, the sampling

strategy was deliberately skewed to achieve over-representat

ion of these households. As a consequence, about two-fifths

of the sample was drawn from urban households, though

these households accounted for just over one-fifth of the

nation's population. This characteristic of the survey as

well as the separate tabulations for urban and rural house

holds are particularly desirable features for our purposes, since

the bulk of taxable income can be expected to be attributable

to urban households. This is so partly because urban house

holds, are, on average, richer than rural households, and,

more importantly, because incomes from agriculture are

exempted from taxation. The survey's definition of income

suffers from no obvious drawbacks. More importantly,

for our purposes, the income concept is more or less congru

ent with the notion of gross personal income in the NAS.3

For example, capital gains and other windfall receipts

appear to be excluded from both concepts of income.

The survey data used in this report are recorded in Tables

A. 1.1 through A. 1.4 of Appendix 1. These tables present

the survey results according to a three-way classification,

separately for urban and rural households. This three-way

classification consists of household income ranges (or

classes), source components of income (agriculture, business,

salary, etc.) and, what we call the earner-density of house

holds, that is, the number of earners per household. There

are two key tables (separately for urban and rural house

holds), one giving the frequency distribution of households

and the other presenting the distribution of household

incomes, in each according to the same three-way classificat

ion. For easy reference, summary versions of the two urban

tables are shown in Tables 5.3.1 and 5.3.2. Note that
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TABLE 5.3.1

Summary Version of the Household Distribution of Income (NCAER)

by Source Component of Income for Urban India. 1975-76

Rs. million

Household

income ranges

(Rs)

(1)

0-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-30000

30001-60000

40001-50000

Over60000

All Income Ranges

Agricultu

ral income

(2)

26.40

116.31

387.25

508.95

587.62

533.79

619.35

821.77

480.41

377.06

117.65

295.67

311.08

239.04

2 5422.36

Earner-Density of Household1

One-Earner

Two-Earner

Three-Earner

Four-Earner

More than Four-

Earners

GRAND TOTAL

3191.22

1142.35

696.25

197.57

194.95

5422.36

Livestock

income

(3)

0.00

1.09

215.79

98.24

176.15

299.58

317.09

228.50

113.97

37.66

88.26

73.27

25.22

15.89

1690.72

1003.57

346.91

74.06

31.49

234.69

1690.72

Business

income

(4)

44.17

422.24

2313.33

2605.19

3485.10

3075.55

5409.39

595.056

4031.14

2554.99

2927.32

1597.44

1563.20

3510.93

39496.54

20718.67

10136.39

3896.90

1604.49

3140.08

39496.54

Salary

income

(5)

42.45

253.29

2390.98

6292.82

8302.60

7901.01

11510.74

12318.48

9170.60

6179.87

3237.94

4117.12

1436.60

633.70

73788.10

47792.94

18895.78

5070.81

1548.95

479.63

73788.10

Notes: 1. Earner-Density of households are given only for 'AH Income

Ranges'. For the other income ranges, see Table A.I.I

Appendix 1.

2. Totals may not tally due to rounding.

Source: Same as for Table A. 1.1, Appendix 1.
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Agricul

tural

wage

income

(6)

25.70

361.44

88.15

56.00

207.99

0.00

0.00

19.44

0.00

0.00

0.00

0.00

0.00

0.00

758.72

272.36

230.92

36.64

207.99

10.80

758.72

Non-agri

cultural

wage

income

(7)

73.04

3243.19

5014.65

3598.78

1640 90

1498.99

673.06

183.56

16.42

2.27

0.00

6.53

0.00

0.00

15861.39

7736.60

6242.75

1496.01

386.03

0.00

15861.39

Housing

income

(8)

20.15

132.51

403.03

738.07

514.49

452.08

780.44

1570.23

764.82

534.97

487.18

430.72

349.41

284.29

7762.39

4602.60

1777.29

778.08

265.63

338.80

7762.39

Dividend

and

interest

income

(9)

0.00

0.00

3.44

2.44

45.23

31.50

39.99

95.51

118.53

52.46

44.14

46.64

43.57

2.70

526.14

310.94

174.91

30.03

8.55

1.71

526.14

(Rs million)

Transfer

income

(10)

16.02

31.81

519.23

286.21

628.78

790.79

907.31

448.39

585.40

110.95

117.95

81.35

7.35

0.00

4531.76

3484.25

537.54

258.24

245.58

6.16

4531.76

Gross

income

(11)

247.92

4561.80

11335.86

1418670

15589 25

14492.79

20257.38

21941.92

15281.79

9850.14

7020.40

6648.90

3736.65

4685.54

149838.12

89113.14

39484.85

12337.02

4496.28

4406.83

149838.12
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TABLE 5.3.2

Summary Version of the Frequency Distribution of Reporting
Hoaseholds (NCAER) by Source Components of Income for Urban

India, 1975-76

81

(Households in Hundred)

(2)

Household

Income ranges

(Rs)

(1)

0-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-30000

30001-40000

40001-60000

Over 60000

All Income Ranges

Earner Density ofHouseholds1

One-Earner 15432

Two-Earner 5786

Three-Earner ] 767

FourE-arner 589

More than Four-Earner 535

Agricultural Livestock Business Salary

income income income income

1200

1816

4153

5636

2108

2926

2154

2321

715

414

207

234

135

90

24109

(3)

0

2908

4180

5036

3672

2670

3363

2667

823

459

571

234

162

144

27889

17252

7575

1839

234

989

(4)

800

2944

9236

7771

7834

5866

8345

6549

3351

1593

1372

576

432

405

57074

33554

16455

4313

1183

1569

(5)

36

1272

8854

15724

16796

13952

15873

12295

5935

3118

1404

1386

387

189

98221

71745

19949

4849

963

715

Mote: 1. Same as note 1 of Table 5.3.

Source: Same as for Table A. 1.2.
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Table 5.3.2 Contd.

Agricultural

wage income

(6)

400

2800

436

800

430

0

0

72

0

0

0

0

0

0

4908

2036

2000

436

400

36

Non-agricul

tural wage

income

(7)

1200

18544

20481

11744

4180

2544

2216

504

36

9

0

18

0

61476

31034

24140

5205

1097

0

Housing

income

(8)

1672

10396

19906

18760

12342

10244

11520

11623

4427

2493

1966

1368

639

423

107779

66594

29736

7402

2752

1295

Dividend

and in

terest

income

(9)

0

0

2800

1600

2836

2580

3705

2664

2492

666

297

306

171

72

20189

14850

4021

1048

234

36

Transfer

income

(10)

836

1272

3600

2072

3317

4180

4585

1579

1255

198

207

225

18

0

23344

17710

3269

976

980

409

Gross

income

(12)

2836

24468

38315

34495

29210

21463

23800

18264

8872

4387

2587

1935

774

468

211874

144114

51567

11215

3220

1758
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the incomes from different sources, shown in columns

(2) to (10) of Table 5.3.1 add up across the columns to

give total household income. But in Table 5.3.2 the number

of households under each source component of income are

not mutually exclusive, and are, therefore, not column-wise

additive. However, there is a one-to-one correspondence

between the amount of income (Table 5.3.1) and the number

of households who earned it (Table 5.3.2), given the income

range, the earner density of the household and the source

component of income.

For our purposes the NCAER data set suffers from one

important drawback: it relates to households, not earners. Yet,

for any exploration of taxable income, we need to have the

distribution of income by earners, since it is they who are

assessees, not the households. The original NCAER data

are coded in a way which does not permit extraction of an

earner-wise distribution. We have, therefore, to make certain

assumptions to convert the NCAER's household distributions

to earner-wise distributions.

Note that the single-earner households present no

problem in such a conversion since the income of the house

hold is also the income of the earner. If we treat the income

classes as those for earners rather than households, we im

mediately have the frequency distribution of earners for

such households. The ease of this transition is significant

given that single-earner households accounted for 68 per

cent of all urban households (the primary focus of our

analysis) and for 43 per cent of all rural households in

1975-76 (Table 5.3.3). However, the picture is not quite so

sanguine when we consider distribution of earners by

households of varying earner-density (Table 5.3.4). Only 47

per cent of all urban earners belonged to single-earner house

holds; the corresponding percentage for rural households

was only 23. Viewed from a different angle we have to

devise some procedures, however approximate, for allocat

ing the 53 per cent of urban earners from multi-earner house

holds (and 7 / per cent of rural earners from such households)

to appropriate income ranges.
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TABLE 5.3.3

Frequency Distribution of Reporting Households (Urban and Rural) by

Earner-Density of Households, 1975-76

(in million)

Earner-density of households Frequency of Households

Urban Rural

One-earner

Two-earner

Three-earner

Four-earner

More than

four-earner

No earner

All households 21.1874 77.4180

(100.00) (100.00)

Note: Figures in parentheses are percentages.

Source: Based on Tables A.1.2 and A.1.4 of Appendix 1.

The procedure we adopted can be illustrated with the

case of two-earner urban households. The distributions of

gross personal income and of the number of earners in these

households are available from the NCAER data and shown

in columns (2) and (3) respectively, of Table 5.3.5. For each

(household) income range the average per-earner income is

computed and recorded in column (4). We now assume that

the average income per earner is also the actual income for

all earners in the relevant (household) income range. Thus,

the 0.800 million earners corresponding to the household

income range Rs 0-1200, are all assumed to earn Rs 452

each. Similarly the 1.5488 million earners in the next house

hold income range are assumed to earn Rs 880 each. On the

basis of the data in column (3) and (4) we can now allocate all

14.4114

(68.02)

5.1567

(24.33)

1.1215

(5.29)

0.3220

(1.52)

0.1758

(0.83)

0.0

(0.00)

33.5484

(43.33)

28.0044

(36.17)

9.5292

(12.31)

4.0392

(5.22)

2.2608

(2.92)

0.0360

(0.05)
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earners from two-earner urban households to appropriate

income classes (for earners). Thus, the sum of the first two

elements of column (3) gives the total number of earner (from

two-earner urban households) earning in the range Rs 0-1200.

This total, of 1.6289 million, is only recorded as the first

entry in column (6). Proceeding in this manner all of column

(6), a derived frequency distribution for earners, is completed.

By addition with the known frequency distribution for single

earner households [(in column (5)] we obtain, in column (7), a

derived frequency distribution of earners from single and two-

earner households, araanged according to income ranges for

earners. The same procedure is repeated for all other multi-

earner households to yield an approximate frequency distri

bution of all urban earners classified according to income

TABLE 534

Distribution of Earners (Urban and Rural) from Households of

Varying Earner-Density, 1975-76.

(in million)

Earner-density of

household

One-earner

Two-earner

Three-earner

Four-earner

More than

four-earner

All-earners

Urban

14.4114

(47.48)

10.3134

(33.98)

3.3645

(11.08)

1.2880

(4.24)

0.9725

(3.20)

30.3498

(100.00)

Number of earners

Urban

cumu

lative

14.4114

(47.49)

24.7248

(81.47)

28.0893

(92.55)

29.3773

(96.80)

30.3498

(100.00)

Rural

33.5484

(22.83)

56.0088

(38.11)

28.5876

(19.45)

16.1568

(10.99)

12.6720

(8.62)

146.9736

(100.00)

Rural

cumu

lative

33.5484

(22.83)

89.5572

(60.93)

118.1448

(80.38)

134.3016

(91.38)

146.9736

(100.00)

Note: Figures in parentheses are shares in total number of earners.

Source: Same as in Table 5.3.3.
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classes which pertain to earners. A similar procedure is used

to generate a frequency distribution for rural earner-wise

income ranges. The details are given in Appendix 1.

The procedure deployed is admittedly crude. It is based

on the crucial assumption that for any given household in

come range and earner-density the average per earner income

is in fact the income earned by all earners in that group. The

assumption clearly violates reality and is a possible source of

error. But given the limitations of the underlying data and

the nature of our enterprise we feel justified in treating the

assumption as a necessary approximation.

The frequency distributions so obtained are not readily

tractable to analytical manipulations. For that we need to

fit analytical distributions to the given frequency distri
butions. We note that our frequency distributions resemble

typical distributions for income, wealth and consumption,

in which a large number of earners are concentrated

at relatively low levels of income, while relatively fewer

earners are scattered at the higher income levels. Figure

V.I shows a plot of the urban frequency distribution.

It has been found that this type of frequency distribution

can be approximated by a log-normal function. The lognor-

mal is a two parameter distribution, with p as the "location"

parameter and a as the "dispersion" parameter. It recom

mends itself because of its analytical tractability.

We fitted lognormal functions to our urban and rural

frequency distributions and tested for "goodness of fit" with

the x2=statistic. The details are given in Appendix 1. Basi

cally, the fit was "good" (i.e., above 90 percent confidence

level) for the urban frequency distribution. In the rural case,

the lognormal was a "good fit" only in the case of the

single-earner distribution. For the all-earners case we assum

ed the lognormal to be a crude approximation, with a, the

dispersion parameter, being taken from the single-earner

fitted distribution, and with /* being given by the total

number of earners and total rural income.
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4. Matching the NCAER and NAS totals of Gross Personal
Income

Based on the survey results and the sampling fractions
used, the NCAER study estimates gross household personal
income at Rs 45.1 thousand crore in 1975-76. The corres

ponding estimate of gross personal income from the NAS
for the same year is Rs 64.5 thousand crore5. That is, the
NCAER total is just 70 per cent of the NAS total. How do
we account for this discrepancy and what should we do about
it?

First, as we noted earlier, the concept of gross personal
income is almost identical in both data sources. So, lack of
conceptual congruence is not a promising line of enquiry to

explain the substantial divergence in the estimates. Second,
some mileage can be had from adjustments in the population
data. The NCAER reports a 1975-76 population total of
588.9 million, with 122.9 million in urban areas and 466.0
million in rural areas (the classification of urban and rural
areas was based on the 1971 census). But in the light of the

final totals for the 1981 census we interpolate an estimate
of 616.7 million for all India in 1975-76. Following Bhalla
and Vashista (1983) we use this information to compute an

adjustment factor (616.7/588.9-1.047) to be applied to the
NCAER total of gross household income. This yields a
revised total of Rs 47.3 thousand crore. But this total is still

only 73.3 per cent of the corresponding NAS figure; the two
dilemmas of how to explain the discrepancy and what to do
about it remain.

We resolve the first dilemma by choosing to treat the NAS

estimate of gross personal income as the "controlling" total.
We justify this decision on the following grounds. First, as

Bhalla and Vashista (1983, p. 11) observe, national accounts

data command a "natural" authority. National and inter
national bodies regularly analyse and appraise economic per

formance on their basis. Planning, investment allocation,
regional policy, fiscal and monetary policies all habitually

rely on the national accounts statistics. The overwhelming
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FIGURE VI

Frequency Distribution for Urban India by Income

Ranges for Earners: 1975-76

(Based on NCAER Data)

: For 'One-Earner' Households

: For 'All-Earner' Households

Source : Tables V. 3.5 and A. 1.7

4 is

Annual Average Income per Earner (Rs. Thousand)
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bulk of macroeconomic research is predicated on the accuracy

of national accounts data. Second, and perhaps more sub-

stantively, the machinery for compiling national accounts

data reflects a very considerable history of investment and

effort in statistical systems, data compilation and analysis, an

investment which is many times greater than that devoted to

a single (and relatively small) household survey. Third, the

phenomenon of household surveys yielding lower totals for

macroeconomic aggregates than national accounts is quite

common, especially in developing countries. The divergence

is usually attributed to systematic incentives for under

reporting survey responses, such as fear of fiscal consequ

ences. Fourth, as argued in a later section and Appendix 2,

we have reason to believe that the estimates of national

income are themselves biased downwards by tax evasion and

related behaviour. So considering them as controlling totals

imparts, if anything, a downward bias to our estimates of

tax-evaded income.

The decision to accept the NAS estimate of gross personal

income a<; the controlling total still leaves open the question

of how we adjust the NCAER distributions for urban and

rural households to take account of the Rs 17.2 thousand

crore difference between the (population-adjusted) NCAER

total and the NAS total. We proceed as follows. First, the

(population-adjusted) NCAER all-India total of gross house

hold income is split between urban and rural sectors in the

same proportion as the unadjusted NCAER estimate (Table

5.4.1). This assumes that the shares of urban and rural

sectors in the adjusted population total for 1975-76 are the

same as in the unadjusted data and, further, that the ratio of

earners to population also remains unchanged for both urban

and rural sectors.

Second, we allocate the "missing income" of Rs 17.2

thousand crore between the urban and rural sectors according

to three different sets of assumptions. Case 1 represents the

simplest assumption, namely, that all earners underreport

income by the same proportion. This assumption can be

decomposed into two constituent assumptions: first, that

urban earners underreport income to the same degree as rural
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earners; and second, that the degree of underreporting is

uniform across all income ranges within the urban and rural

sectors. From the viewpoint of gauging taxable income both

assumptions are conservative. We would expect the propor

tion of underreporting to be higher among urban earners,

partly because the opportunities for reaping black incomes

are skewed in their favour and partly because the exemption

of agricultural incomes from taxation reduces the incentive

to underreport incomes among rural earners as compared to

urban ones. Similarly, given a progressive structure of income

taxation the probability of underreporting income (to a house

hold survey) is likely to increase with income, in tandem

with the probability to underdeclare income to tax authori

ties.

TABLE 5.4.1

Population-Adjusted Estimates of Gross Household Income (NCAER)

and Earners for Urban and Rural India, 1975-76

Item

Total income (NCAER

unadjusted)

Number of earners

(unadjusted)

Population (.NCAER)

Population (1981 census)

Adjustment factor

(Population as per 1981

census -? population as per

NCAER)

Total income (adjusted)1

Number of earners2

(Adjusted)

Urban India

14984

30.35

122.90

128.70

1.047

15691

31.78

(Income in Rs crore.

Population and

earners in million)

Rural India

30167

146.9!

466.00

487.98

1.047

31590

153.81

All

India

45151

177.26

588.90

61668

1.047

47281

185.69

Note: 1, 2. For details of these computations, see Appendix 1.

Source: As explained in the text.
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The equiproportionate scaling up of all incomes in Case 1

implies that the ratio of total urban incomes to total rural

incomes remains the same as in the unadjusted NCAER data,

that is, in the ratio of 149.8 : 301.7, which is almost exactly

1:2. Thus, in Case 1 the "missing income" of Rs 17.2

thousand crore is allocated in the ratio of 1:2 to urban versus

rural earners.

Cases 2 and 3 explore less conservative scenarios by

altering this ratio (for allocating the "missing income") in

favour of urban earners. In Case 2 the ratio is taken to be

1:1.5 and in Case 3 it is taken as 1:1. In effect these Cases

assume that the underreporting of incomes is systematically

greater for urban incomes than for rural incomes. Table 5.4.2

presents the consequences of these different assumptions for

TABLE 5.4.2

Gross Personal Income Distributed under Three Different Scenarios

for Urban and Rural India, 1975-76

Item

Gross personal income

(unsealed, population-

adjusted NCAER estimates)

Urban

India

15691.0

Alternative Allocation of "Missing Income"1

(a) U:R = 1:2

(b) U:R = 1:1.5

(c) U:R = 1:1

5740.3

6888.4

8610.5

Scaled-up gross personal income

(a) U:R = 1:2

(b) U:R = 1:1. >

(c) U:R = 1:1

21431.3

22579.4

24301.5

Rural

India

31590.0

11480.7

10332.6

8610.5

43070.7

41922.6

40200.5

(Rs crore)

All

India

47281.0

17221.0

17221.0

17221.0

64502.0

64502.0

64502.0

Note: 1. Missing income for all-India was Rs 17221 crore in 1975-

76. For the first scenario (U:R = 1:2) the scaled-up urban

total, Rs 21431.3 crore has been obtained by adding one-

third of Rs 17221 crore that is, Rs 5740.3 crore to the

unsealed urban (NCAER) estimate of Rs 15691 crore. A

similar procedure was followed for the other two

scenarios by using the corresponding urban-to-rural ratios.

Source: As explained in the text.
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the overall split of gross personal Income (scaled up to the

NAS total) between urban and rural earners. The three

different assumptions for allocating "missing income" imply

different degrees of underreporting for urban and rural

earners. In Case 1 all earners underreport by 27 per cent.

In Case 2 urban earners underreport by 31 per cent, while
rural earners underreport by 25 per cent. In Case 3 under

reporting by urban earners climbs to 35 per cent, while

underreporting by rural earners falls to 21 per cent. Note

that none of these assumptions is particularly extreme. A

really extreme assumption—one whose implication we do

not explore—would be that all the "missing income" is

attributable to underreporting of urban incomes. This would

imply that urban incomes were underreported by more than
50 per cent.

However, in all three Cases we retain the assumption

that, within urban and rural categories, the proportion of

underreporting is invariant across income ranges. This

permits us to readily modify the log-normal distributions

fitted to the urban and rural distributions in the previous

section.. The details of the procedure are explained in

Appendix 1. In essence, the equiproportionate "increase"

in the income of all earners in a given frequency distribution

leaves the relative relationship of each earner to all others

unchanged, and is equivalent to holding the dispersion para

meter, a, constant. The different "scaling up" assumptions—

corresponding to the different assumptions for allocating

"missing income"—simply lead to different values for /x for

each of the urban and rural distributions in the three scenarios.

Clearly, for a given urban or rural distribution, the greater

the proportionate scaling up, the higher is the amount of

income falling in upper income ranges.

This can be seen from Tables 5.4.3 through 5.4.5, which

show the details of the estimated distributions of gross

personal income by (earner-wise) income ranges for Urban

India, Rural India and all-India.

At this stage it is pertinent to ask whether the various

assumptions and procedures that we have adopted to go from

the raw household-based NCAER information to earner-wise



94 ASPECTS OF THE BLACK ECONOMY IN INDIA

distributions, scaled up to match the NAS total of gross

personal income, may not have done rough violence to reality.

In the absence of actual information on the earner-wise

distribution of income we cannot give a direct answer to this

question. However, it may be suggestive to compare the size

distribution of income associated with our derived earner-

wise distribution with the size distribution of income implied

by the raw NCAER data. Columns (4) and (5) of Table 5.4.6

do this. It is interesting, and reassuring, to observe that the

size distributions are remarkably similar. Of course, there is

no theorem which says that a size distribution based on

household incomes should be similar to the corresponding

size distribution based on earners. Nevertheless, we offer

Table 5.4.6 as heuristic evidence in support of the assumptions

and procedures that we have deployed to derive earner-wise

distributions, consistent with the NAS controlling total for

gross personal income.

TABLE 54.3

Estimated Distribution of Gross Personal Income by Income Ranges

for Earners—Urban India 1975-76

(Rs crore)

Income ranges (Rs)

for earners

1-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-30000

30001-40000

40001-60000

Above 60000

All Income ranges

Gross

Case 1

U.R = 1:

154.75

894.94

1497.99

1652.05

1740.94

2015.04

2866.08

3846.10

2312.96

1340.93

867.97

953.61

708.45

581.19

21433.00

personal income under

Case 2

2 U:R= 1:1.5

138.87

833.21

1457.61

1625.35

1690.26

1985.44

2989.53

4107.75

2400.95

1560.49

1033.35

1096.13

831.64

830.42

22581.00

Case 3

U:R = 1:1

113.76

768.85

1379.91

1676.72

1770.03

2043.19

3060.19

4393.71

2870.07

1796.01

1166.65

1363.64

1028.45

871.82

24303.00

Source: As explained in the text.
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TABLE 54.4

Estimated Distribution of Gross Personal Income by Income

Ranges for Earners—Rural India, 1975-76

(Rs crore)

Income range for Gross personal income under

earners (Rs)

1-1200

1201-2400

2401-3600

3601-4800

, 4801 6000

0J1-7500

7501-10000

10001-15000

5001-20000

20001-25000

25001-30000

30001-40000

40001-60000

Above 60000

All income ranges

Case 1

U:R = 1:2

2939.35

8447.39

8380.84

6091.41

4296.62

3613.76

3443.24

2780.86

899.13

345.26

142.73

104.12

37.49

1547.80

43070.00

Case 2

U:R = 1:1.5

3003.94

8868.26

8269.94

5831.58

4281.32

3452.52

3326.89

2581.72

838.86

307.02

131.11

89.13

33.38

906.33

41922.00

Case 3

U:R = 1:1

3243.30

8670.95

8179.13

5753.42

3700.30

3244.69

2975.63

2306.14

700.29

260.89

110.01

74.86

25.96

954.43

40200.00

Source: As explained in the text.

5. The Derivation of Taxable Income

The derivation of (approximate) earner-wise distributions

which are consistent with the NAS total for gross personal

income was a necessary preliminary stage. We now turn to

the heart of the matter: the estimation of taxable non-corpo

rate income. We begin by emphasising certain caveats. First,

given the complexity of the Indian Income Tax, Act, we cannot

hope to account for all the exclusions, exemptions, deductions

and allowances which apply to different source components

of income. All we can attempt is to gauge the effects of the
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TABLE 5.4.5

Eslimated Distribution of Gross Personal Income by Income

Ranges for Earners - All India, 1975-76

(Rs crore)

Income ranges for

earners (Rs)

1-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25J01-30000

30001-40000

40001-60000

Above 60000

All income ranges

Source: As explained

Gross

Case 1

U:R = 1:

3094.10

9342.33

9878.83

7743.46

6037.56

5628.80

6309.32

6626.96

3212.09

1686.19

1010.70

1057.73

745.94

2128.99

64503.00

in the text.

TABLE 5.4

personal income under

Case 2

2 U:R = 1:1.5

3142.13

9701.47

9727.55

7456.93

5971.58

5437.96

6316.42

6689.47

3239.82

1867.51

1164.46

1185.26

865.02

1736.75

64503.00

.6

Case 3

U:R = 1:1

3357.06

9439.80

9559.04

7430.14

5470.33

5287.88

6035.82

6699.85

3570.36

2056.90

1276.66

1438.50

1054.41

1826.25

64503.00

Size Distribution of Income Based on Derived Earner-Wise Data

and the NCAER Raw Household Data for Urban and Rural India,

1975-76

Fractiles

Bottom 20%

Bottom 40%

Top 20%

Top 10%

Urban

India

4.55

13.66

49.21

31.10

Proportion of

Earners

Rural

India

5.80

16.88

25.90

28.39

All

India

5.39

15.81

47.00

29.29

Proportion

of house

holds

(NCAER

raw data)1

All India

5.77

15.69

49.34

33.90

Note; 1. Figures in this column are taken from Bhalla and

Vashishta (1983).

Source: As explained in the text.
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major ones. Second, the "scaling up" procedure that we

adopted in the previous section implicitly assumed uniform

degrees of underresporting for all source components of

income. Though this is a strong assumption, we shall argue

later that it biases our results in a conservative direction,

namely, towards underestimating total taxable income, and

hence, tax-evaded income, Third, in going from gross personal

income to estimates of taxable income, the exercise entails

estimation of the qua ntitative significance of the principal

exclusions and deductions. These estimates are based on

strong assumptions and scanty data. Such weaknesses are

inherent in the nature of the exercise. All we can do is to

spell out our assumptions and leave it to the reader to

judge the validity of the results obtained.

Our basic approach is to begin with the totals of gross

personal income associated with our estimated distributions

(earner-income-wise) of urban and rural income and then to

proceed to subtract, by stages, tranches of income correspon

ding to the estimated application of the major exclusions,

exemptions and deductions, until one is left with estimates of

total assessable income. It is this total of assessable income

(urban and rural) which is compared in the next section, to

estimates of actual assessed income, with the difference being

a measure of noncorporate tax-evaded income.

The exclusions, exemptions and deductions which we try

to take into account are as follows:

(i) the exclusion of agricultural income;

(ii) the exclusion of house rent allowances (HRA), up to

certain specified limits, for salary earners;

(iii) the exemption (in the hands of salary earners) of em

ployers' contribution to provident funds;

(iv) the standard deduction pertaining to salary incomes;

(v) the deduction of depreciation from business income;

(vi) all ''Chapter VIA deductions", including those per

taining to Sections 80C and 80L of the Income Tax Act,

which are designed to enhance incentives for financial

savings; and

(vii) the exemption limit for income taxation
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We shall consider each of these separately. But before

we do so, we note that the list highlights two general points.

First, most of the exclusions or deductions pertain not to

income in general, but to particular source components of

income. This means that we have to have recourse to inform

ation on different source components of income. Fortunately,

the NCAER survey data provide valuable information, but,

as we shall see, their use for our purposes requires additional

assumptions. Second, the list of exemptions and deductions

is far from complete. Just to take one example it makes no

reference to deductions relating to income from housing.

Our only defence here is to reiterate that we believe that

we have accounted for the quantitatively important exclusions,

exemptions and deductions, and that is both necessary and

sufficient for the kind of "orders of magnitude" exercise

that we are engaged in here. In any case, the data necessity

to take account of other exemptions and deductions were

simply not available.

a. Source component of income : use of the NCAER Sur

vey data. The underlying NCAER survey information is

classified according to nine different source components of

income. For our purposes, it is generally convenient to

aggregate this information into four income categories

as follows:

Our Categories NCAER Survey Components

1. Agricultural Income Agricultural Income, Livestock

Income, Agricultural Wages

2. Salary Income Salary

Non-Agricultural Wages

3. Business Income Busines Income

4. Other Income Income from Housing

Transfers

Dividend and Interest

The quantitative importance of different source components

of income, according to these two different income classi

fications, is given for urban and rural India in Table 5.5.1.

In the NCAER survey the information on source com

ponents of income is available according to household income



THE SCALE OF BLACK INCOME : A FISCAL APPROACH 99

ranges (or classes). To make use of this information we

have first to transform the information to earner income

classes. This transformation is accomplished by applying

the same procedure that was used in Section 3 to transform

the distribution of households by household income ranges

into a distribution of earners by earner income ranges.

Where, earlier, earners were reshuffled across income ranges,

this time it is the income of these earners—disaggregated by

source components—which is regrouped into earner-wise

TABLE 5.5.1

Composition of Gross Household Income by Source Components
for Urban and Rural India, 1975-76

Source of component of

income

A. NCAER classification

Agricultural income

Livestock income

Business income

Salary income

Agricultural wage income

Non-agricultural wage income

Housing income

Dividends and interest

Transfer income

Gross income

B. Our classification

Agricultural income (including

livestock and agricultural wages)

Salary income (including non-

agricultural wage income)

Business Income

Other income (including housing

income, dividends and interest, and

transfer income)

Gross income

(Per cent)

Share in

Urban India

3.61

1.13

26.30

49.12

0.51

10.59

5.17

0.35

3.22

Gross income

Rural India

47.88

6.55

7.94

9.51

13.27

8.36

3.61

0.12

2.75

100.00

5.25

59.71

26.30

8.74

100.00

100.00

67.71

17.87

7.94

6.48

100.00
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income ranges. An illustration of the procedure is given in

Appendix 1. The net results (shown in tables 5.5.2 and

5.5.3) are distributions of income, disaggregated by source

components, and according to earner-wise income classes.

We should emphasise that these regroupings of income

are consistent with the fiequency distributions of earners

by earner-wise income ranges that were derived earlier.

The information in Tables 5.5.2 and 5.5.3 relates to

earner-wise income distributions prior to the scaling up ex

ercises, conducted in section 4, to match with the NAS con

trolling total of gross personal income. However, given our

assumption that the scaling up exercises are neutral with

respect to the different income components, it turns out that

the share of each income component in the gross income of

any given income range remains unaltered by the scaling up.

This means that the weights derived from Tables 5.5.2 and

5.5.3 can be used to compute the distribution of gross income

(by component and by income class) in the case of the three

pairs (urban and rural) of scaled up distributions obtained

under our three different scenarios in the previous Section.6

This is done.

To estimate the effect of the standard deduction on

salary income it is also necessary to estimate frequency distri

butions for the salary component. This is accomplished by

applying the weights (for the salary component) derived from

Tables 5.5.2 and 5.5.3 to the frequency distributions of gross

income estimated earlier. This yields frequency distributions

for salary income according to the 14 major income ranges

shown in our tables. To facilitate more precise estimation

of the aggregate of standard deductions, lognormal distri

butions have been fitted to these frequency distributions for

salary income. Appendix 1 provides more detail.

We now proceed to estimate the effects of the principal

exclusions, deductions and exemptions.

b. Exclusion of agricultural incomes. Under Section 10 of

the Income Tax Act, incomes from agriculture are exempt

from tax. Strictly speaking, full exemption does not extend

to livestock income, the taxation of which is governed by
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Section 80 JJ. However, the exemption provisions under

this section are so liberal, that we decided to err on the

conservative side and assume that all livestock income was

tax exempt. Similarly, given the low level of agricultural

wages, it is a reasonable approximation to assume that all

agricultural wages are exempt from taxation. Thus, we

proceeded on the basis that all income connoted by our broad

notion of agricultural income was exempt from tax,

Since we have already computed the distribution of agri

cultural income for both the urban and rural cases, corres

ponding to our three different scenarios of scaling up, it is

a relatively simple matter to subtract the entire amount, in

each income class, from the corresponding total of gross

income in that class, as a first step in the journey from total

gross income to assessable income.

Tables 5.5.4. to 5.5.9 present the result of the step-wise

substractions of the amounts corresponding to the different

exemptions and deductions, separately for urban and rural

India and for each of our three different scenarios of scaling

up. The amount for subtraction attributed to the exemption

of agricultural incomes is shown in column (3) of each of

these tables.

c. Exclusion of house rent allowance. Under Section 10

(13A) of the Income Tax Act, house rent allowance (HRA)

paid to salary earners by their employers is exempt from tax

subject to certain specified limits. It did not prove possible

to directly apply the tax norms to estimate the quantitative

effect of this exemption. Instead, we relied on some earlier

work by Bagchi (1975)).7 Based on a sample of 1,000 salary

earners in Delhi, taken from statements furnished by employ

ers to the Income Tax authorities regarding salaries paid to

their employees for 1971-72 (and deductions thereon), Bagchi

had computed average rates for HRA and conveyance (taken

together) as a proportion of gross income across different

income groups.

This use of Bagchi's rates poses some minor difficulties

for us. First, the estimated rates include deductions for
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TABLE 5.5.2

Unsealed Gross Personal Income Distribution by Income Ranges for

Earners, Urban India, 1975-76

Income ranges

for earners

(Rs)

(1)

0-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-30000

30001-40000

40001-60000

Above 60000

All income ranges

Agricul

tural

Income

(2)

73.27

586.49

451.07

372.45

1043.86

397.42

609.56

572.78

574.56

259.50

179.20

187.05

48.44

66.71

5422.36

Livestock

income

(3)

—11.60

243.70

346.04

119.99

234.41

292.14

213.35

61.51

101.27

27.92

-1.17

57.71

-0.90

6.35

1690.72

Business

income

(4)

167.58

2870.04

4379.53

3747.32

5787.96

2525.46

4113 53

5261.96

3721.69

3110.32

1621.84

585.33

1191.50

412.48

39496.54

Salary

Income

(5)

141.56

1708.89

4187.97

9247.32

14004.84

7963.06

12704.42

10027.74

6707.99

3077.56

1807.43

1439.40

518.72

251.20

73788.10

Source: As explained in the text.
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(Rs million)

Agricul

tural

wage

income

(6)

276.62

337.32

88.14

56.64

nil

nil

nil

nil

nil

nii

nil

nil

nil

nil

758.72

Non-Agri

cultural

wage

income

(7)

1555.23

6567.41

487391

1916.70

698.20

230.27

5.27

13.14

nil

nil

nil

1.26

nil

nil

15861.39

Housing

income

(8)

52.20

492.63

736.52

897.83

1009.79

475.55

756.76

1537.51

673.49

473.38

312.31

206.97

96.15

41.00

7762.39

Dividend

and

interest

income

(9)

nil

1.47

15.44

11.73

82.97

37.29

55.77

100.20

124.41

70.33

9.72

7.48

7.66

1.67

526.14

Transfer

income

(10)

39.20

367.56

662.39

203.23

841.98

739.72

701.61

328.39

509.71

66.15

71.82

nil

nil

nil

4531.75

Gross

income

(ID

22294.06

13175.51

15741.31

16573.21

23704.01

12660.91

9160.27

17903.23

12413.12

7085.16

4001.15

2485.20

1861.57

779.41

149838.12
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TABLE 5.5.3

Unsealed Gross Personal Income Distribution by Income Ranges for

Earners, Rural India, 1975-76

Income ranges

for earners

(Rs)

(1)

0-1200

12 01-2400

2401-3600

3601-4F00

4801-61(0

6C01-7500

7501-10000

10001-150C0

15001-20000

2C001-25000

25001-30000

30001-40000

40001-60000

Above 60O0O

All Income Ranges

Agricultural

income

(2)

14315.70

42437.35

26433.66

17511.91

9306.43

10633.67

9128.17

9542.04

3010.49

1619.28

266.47

15.08

190.11

0.00

144410.36

Livestock

income

(3)

1439.13

6941.14

4220.41

3291.04

1166.24

1776.98

622.93

264.83

—13.49

69.89

8.69

2.47

—3.29

0.00

19786.97

Business

income

(4)

1376.53

5791.82

3596.81

3692.91

1780.96

1054.37

1703.44

1725.14

325.48

662.40

522.72

0.00

0.00

1705.68

23938.26

Salary

income

(5)

540.00

5234.06

5322.58

5553.61

3388.37

4459.42

2648.61

1192.98

300.78

0.00

58.10

0.00

0.00

0.00

28698.37

Source'. As explained in the text.
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(Rs million)

Agricultural Non-agricul- Housing Dividend Transfer Gross

wage income tural wage income and inter- income Income

income est income

(6)

20250.33

15931.96

3053.84

650.30

13844.44

5.18

0.09

0.00

0.00

0 00

0.00

0.00

0.00

0.00

40030.05

(7)

7548.91

10364.72

4767.54

2074.49

402.19

27.90

1.94

0.00

0.00

0.00

0.00

0.00

0.00

0.00

25187.69

(8)

1321.48

5039.15

l(.:64.20

1456.77

701.61

896.28

626.15

493.52

130.66

70.26

71.33

4.23

2.79

109.08

10887.51

(9)

0.99

47.19

9.81

8.96

3.99

1.79

75.17

26.85

5.17

51.88

127.44

0.00

0.00

0.00

359.24

(10)

632.95

190084

1659.20

1443.11

432.14

285.28

537.63

776.12

54.00

23.76

0.00

0.00

9.00

0.00

7753.96

(U)

47473.76

91752.13

5110505

35699.04

17337.57

19273.80

15361.02

14150.93

3816.16

2497.47

1054.74

108.17

198.60

1814.76

301607.10
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TABLE 5.5.4

Step-wise Derivation of the Distribution of 'Net Income' from Gross

Income for Urban India, 1975-76, Casel ('Missing Income' Allocated in
Ratio of U:R=1:2)

Income

ranges

for earners

(1)

I-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-3C000

30001-40000

40001-60000

Above 60000

All Income

Ranges

Gross

income

(2)

154.75

894.94

1497.99

1652.05

1740.94

2015,04

2866.08

3846. JO

2312 96

1340.93

867.97

953.61

708.45

581.19

21433.00

Agricul

tural

income

(3)

28.49

82.52

87.61

56.74

96.92

114.07

128.10

140.61

122.01

56.56

40.09

97.74

17.53

56.69

1125.68

Deprecia

tion

(4)

1.03

17.79

38.03

34 09

38.31

36.67

56.15

103.15

63.28

53.71

32.10

20.37

40.92

28.00

563.68

Standard

deductions

(5)

26.32

117.71

185.77

189.68

202.53

222.61

321.46

396.11

208.53

125.61

71.06

64.43

37.90

98.70

2268.42

H.R.A.

Deductions

(6)

0.00

0.00

0.00

0.00

50.02

67 55

97.53

109 88

67 42

5833

39.06

52.43

18.90

7.12

568.24

Source: As explained in the text.
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(Rs crore)

Employers' Ch.VIA Sum of Col.2 Amount Net income Cumula-

contribu- rates cols. 3 minus of ch.VIA (Col. 10-11) tive of

tion to P.F. through 7 col.9 deductions Col. 12.

(7)

3.79

16.96

26.77

27.33

29.18

32.07

46.31

62.59

37 95

24.96

15.99

1812

14.79

8.40

365.21

(8)

03171

(U171

0.3171

0.3171

0.1270

0.1276

0.1051

0.1071

0 0988

0.0790

0.0914

0.0712

0.0742

0.0585

N.A.

(9)

59.63

234.98

338.19

307.84

416.95

472.97

649.55

812.35

499.19

319.17

198.30

253.09

130.04

198.90

4891.23

(10)

95.11

659.96

1159.80

1344.21

1323.99

1542.07

2216.53

3033.75

1813.77

1021.70

669.67

700.53

578.41

382.21

16541.77

(ID

30.16

209.27

367.77

426.25

168.94

196.77

232.96

324.91

179.20

80.72

61.21

49.88

42.92

22.36

2393.32

(12)

64.95

45 .69

,92.05

917.96

1155.05

1345.30

198357

2708.83

1634.57

941.04

608.47

650.65

535.49

359.85

14148.45

(13)

64.95

515.64

1307.67

2225.63

3380.68

4725.98

6709.55

9418.39

11052.96

11994.0)

12602.46

13253.11

13788.60

14148.45

1414845
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TABLE 5.5.5

Step-Wise Derivation of the Distribution of "Net Income" From Gross

Income for Urban India, 1975-76. Case 2 ("Missing Income" Allocated

in Ratio of U:R 1:1.5

Income ranges

for earners

U)

1-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-30000

30001-40000

40001-60000

Above 60000

AH income

ranges

Gross

income

(2)

138.87

833.21

1457.51

1625.35

1690.26

1985.44

2989.53

4107.75

2400.96

1560.49

1033.35

1096.13

831.64

830.41

22581.00

Agricul

tural

income

(3)

25.53

76.71

85.11

55.73

93.94

112.21

133.41

149.94

126.45

65.72

47.66

112.16

20.55

80.88

1185.98

Deprecia

tion

(4)

0.90

16.16

36.14

32.75

36.32

35.29

57.20

107.50

64.16

61.05

37.33

22.87

46.91

39.17

593.87

Standard

deduct

ions

(5)

22.58

114.80

180.30

199.62

180.38

218.53

335.08

422.80

233.99

132.96

80.04

75.26

42.63

123.55

2362.48

H.R.A.

deduct

ions

(6)

0.00

0.00

0.00

0.00

45.82

66.77

102.37

118.08

76.27

62.21

44.11

61.76

21.34

8.64

607.37

Note: Totals may not tally due to rounding.

Source: As explained in the text.
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(Rs crorc)

Employers' Ch.VI A Sum of Col.2 Amount Net Cumulative

contribu- rates Cols. 3 minus of Ch.VI income of col. 12

tion to P.F. through col. 9 A deduct- (col. 10-11)

7 ions

(7)

3.17

16.10

25.29

28.00

25. :9

30.65

46.99

65.02

41.50

25.73

17.45

20.63

16.27

9.85

371.94

(8)

0.3171

0.3171

0.3171

0.3171

0.1276

0.1276

0.1051

0.1071

0.0988

0.0790

0.0914

0.0712

0.0742

0.0585

N.A.

(9)

52.18

223.78

326.84

316.10

381.70

463.45

675.08

863.44

542.37

347.67

226.59

292.68

147.70

262.09

5121.64

(10)

86.69

609.42

1130.76

1309.24

1308.55

1521.98

2314.48

3244.31

1868.59

1212.82

806.76

803.45

683.94

568.34

17459.36

(ID

27.49

193.25

358.57

415.16

166.97

194.21

243.25

347.47

183.60

95.81

73.74

57.21

50.75

33.25

24440.74

(12)

59.20

416.18

772.20

894.08

1141.58

1327.78

2071.23

2896.84

1674.96

1117.01

733.02

746.24

633.19

535.10

15018.62

(13)

59.20

475.38

1247.58

2141.65

3283.84

4511.02

6582.25

9579.09

11254.06

12371.07

13104.08

13850.33

1448S.52

J5018.62

15019.62
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TABLE 5.5.6

Step-wise Derivation of the Distribution of "Net Income" from Gross

Income for Urban India, 1975-76, Case 3 ("Missing Income" Allocated

in Ratio of U:R=- 1:1

Income ranges

for earners

(Rs)

(1)

1-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-30000

30001-40000

40001-60000

Above 60000

All income

ranges

Gross

income

(2)

113.76

768.85

1379.91

1676.72

1770.03

2043.19

3060.19

4393.71

2^70.07

1796.01

1166.65

1363.64

1028.45

871.81

24303.00

Agricul

tural

income

(3)

21.00

71.07

80 90

57.72

98.77

115.94

137.11

161.03

152.07

75.93

54.03

140.10

25.52

85.25

1276.42

Depre

ciati

on

(4)

0.73

14.72

33.73

33.31

37.50

35.81

57.72

113.46

75.60

69.27

41.55

28.04

57.18

40.54

639.16

Stan

dard

deduc

tions

(5)

20.12

105.67

165.94

190.80

199.79

235.33

353.54

449.41

261.98

152.27

93.27

89.47

52.15

113.75

2483.49

H.RA.

deduc-

ions

(6)

0.00

0.00

0,00

0.00

51.67

71.81

107.87

125 28

85.30

71.16

51.44

73.47

26.10

11.06

67516

.\ote: Totals may not tally due to rounding.

Source: As explained in the text.
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(Rs crore)

Emplo

yers'

contri

butions

to P.F.

(7)

2.69

14.il

22.16

25.47

26.67

31.42

47.20

65.76

44.24

28.05

19.41

23.39

19.00

12.02

381.58

Ch.VIA

rates

(8)

0.3171

0.3171

0.3171

0.3171

0.1276

0.1276

0.1051

0.1071

0.0988

0.0790

0.0914

0.0712

0.0742

0.0585

N.A.

Sum of

cols.3

through

7

(9)

44.54

205.57

302.73

307.30

414.40

490.31

703.44

914.94

619.19

396.68

259.69

354,47

179.94

262.62

5455.81

Col.2

minus

col.9

(10)

69.22

563.28

1077.18

1369.42

1355.63

1552.88

2356.75

3478.78

2250.88

1399.33

906.96

1009.17

848.51

609.19

18847.19

Amount Net

of Ch.V

deduct

ions

(ID

21.95

178.62

341.57

434.24

172.98

198.15

247.69

372.58

222.39

110.55

82.90

71.85

62.96

35.64

2554.06

IA income

(col.

10-11)

(12)

47.27

384.67

735.61

935-18

1182.66

1354.73

2109.06

3106.20

2028.50

1288.78

824.06

937.31

785.55

573.56

16293.13

Cumula

tive of

col.12

(13)

47.27

431.94

1167.55

2102.72

3285.38

4640.11

6749.17

9855.37

11883.87

13172.65

13996.71

14934.03

15719.57

16293.13

16293.13



112 ASPECTS OF THE BLACK ECONOMY IN INDIA

TABLE 55.7

Step-wise Derivation of the Distribution of "Net Income" From Gross

Income for Rural India, 1975-76, Case 1

Income ranges Gross Agri- Depre- Stand- H.R A.

for earners in- cultural ciation ard deduc-

come income deductions tions

(Rs)

(1)

1-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-30000

30001-40000

40001-60000

Above 60000

All income

ranges

(2)

2939.35

8447.39

8380.84

6091.41

4296.62

3613.76

3443.24

2780.86

899.13

345.26

142.73

104.12

37.49

1547.81

43070.00

(3)

2363.21

6369 40

5855.52

3877.61

2785.54

2465.91

2315.32

2041.43

747.99

247.36

39.45

17.89

37.36

0.00

29163.99

(4)

5.96

37.26

41.21

44.03

30.84

13.81

26.68

23.69

5.36

6.40

4.94

0.00

0.00

101.66

341.84

(5)

669

96.38

174.57

189.52

167.94

167.22

118.75

43.23

11.26

0.00

1.02

0.00

0.00

0.00

976.58

(6)

0.00

0.00

0.00

0.00

34.12

41.85

29.71

9.78

2.99

0.00

0 46

0.00

0.00

0.00

118.91

Note: Totals may not tally due to rounding.

Source: As explained in the text.
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(Rs crore)

Emp- Ch.VIA

loycrs' rates

contribu

tion

to P.F.

(7)

0.80

11.45

20.74

22.52

19.96

19.87

14.11

5.57

1.68

0.00

0.19

0.00

0.00

0.00

116.90

(8)

0.3171

0.3171

0.3171

0.3171

0.1276

0.1276

0.1051

0.1071

0.0988

0.0790

0.0914

0.0712

0.0742

0.0585

N.A.

Sum of

cols.3

through

7

(9)

2376.66

6514.49

6092.04

4133.68

3038.40

2708.67

2504.57

2123.70

769.28

253.76

46.06

17.89

37.36

101.66

30718.22

Col.2

minus

col.9

(10)

562.69

1932.90

2228.80

1957.73

1258.21

905.09

938.67

657.16

129.85

91.50

96.67

86.23

0.13

1446.15

12351.78

Amount

of Ch. VIA

deduct

ions

(11)

178.43

612.92

725.78

620.79

160.55

115.49

98.65

70.38

12.83

7.23

8.84

6.14

0.01

84.60

2702.64

Net

income

(col.10

-11)

(12)

384.26

1319.97

1563.02

1336.93

1097.67

789.60

840.02

586.78

117.02

84.27

87.84

80.09

0.12

1361.55

9649.15

Cumula

tive of

col. 12

(13)

384.26

1704.24

3267.26

4604.19

5701.85

6491.46

7331.47

7918.25

8035.28

8119.55

8207.38

8287.47

8287.59

9649.15

9649.15
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TABLE 5.5.8

State-wise Derivation of the Distribution of "Net Income" From Gross

Income for Rural India, 1975-76, Case 2

Income ranges

for earners

(Rs)

(1)

1-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-30000

30001-40000

40001-60000

Above 60000

All income

ranges

Gross

income

(2)

3003.94

8868.26

8269.94

5831.58

4281.32

3452.52

3326.89

2581.72

838.86

307.02

131.11

89.13

33.38

906.32

41922.00

Agri

cultu

ral

income

(3)

2375.62

6577.40

5683 54

3651.51

2730.24

2317.36

2200.50

1864.25

686.43

216.36

35.63

15.07

32.72

0.00

28386.64

Depre

ciation

(4)

6.88

44.20

45.95

47.63

34.72

14.91

29.13

24.85

5.65

6.43

5.13

0.00

0.00

67.25

332.73

Stan

dard

deduc

tions

(5)

6.84

101.18

172.26

181.44

167.34

159.76

114.73

40.76

10.52

0.00

0.93

0.00

0.00

0.00

955.16

H.R.A.

deduc

tion

(6)

0.00

0.00

0.00

0.00

34.15

39.86

28-63

9.05

2.78

0.00

0.42

0.00

0.00

0.00

114.89

Note: Totals may not tally due to rounding.

Source: As explained in the text.
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(Rs. crore)

Emplo

yers'

contri

bution

to P.F.

(7)

0.73

11.59

19.73

20.78

19.17

18.30

13.14

4.99

1.51

0.00

0.17

0.00

0.00

0.00

110.16

Ch. VIA

rates

(8)

0.3171

0.3171

0.3171

0.3171

0.1276

0.1276

0.1071

0.1071

0.0988

0.0790

0.0914

0.0712

0.0742

0.0585

N.A.

Sum of

cols. 3

through

7

(9)

2390.14

6734.36

5921.48

3901.36

2985.62

2550.20

2386,12

1943.29

706.88

222.79

42.29

15.07

32.72

67.25

29899.58

Col.2

minus

col. 9

(10)

613.80

2133.90

2348.46

1930.22

1295.70

902.33

940.77

638.43

131.98

84.23

88.82

74.06

0.00

839-07

12022.42

Amount

ofCh.

VIA

dedu

ctions

(11)

194.64

676.66

744.70

612.07

165.33

115.14

98.87

68.38

13.04

6.65

8.12

5.27

0.05

49.09

2758.00

Net

income

(Col. 10

-11)

(12)

419.16

1457.24

1603.76

1318.15

1130.37

787.19

841.90

570.05

118.94

77.58

80.70

68.79

0.61

789.98

9262.42

Cumula

tive of

col.12

(13)

419.16

1876.40

3480.17

4798.31

5928.68

6715.87

7557.77

8127.82

8246.75

8324.33

8405.04

8473.83

8474.44

9264.42

9264.42
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TABLE 5.5.9

Step-Wise Derivation of the Distribution of "Net Income" From

Gross Income for Rural India, 1975-76. Case 3

income ranges

for earners

(Rs)

(1)

1-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001-7500

7501-10000

10001-15000

15001-20000

20001-25000

25001-30000

30001-40000

40001-60000

Above 60000

All income

ranges

Gross

income

(2)

3243.30

8670.95

8179.13

5753.42

3700.30

3244.69

2975.63

2306.14

700.29

260.89

110.01

74.86

25.96

954.42

40200.00

Agri

cultural

income

(3)

2565.41

6432.24

5622.18

3603.24

2360.14

2178.27

1968.52

1665.56

573.15

183.89

29.91

12.66

25.45

0.00

27220.63

Depre

ciation

(4)

7.39

43.00

45.22

46.76

29.86

13.94

25.92

22.08

4.69

5.44

4.28

0.00

0.00

70.47

319.06

Stan

dard

deduc

tions

(5)

7.38

98.93

170.37

179.01

144.63

150.15

102.62

35.88

8.77

0.00

0.78

0.00

0.00

0.00

898.52

H.R.A.

deduc

tions

(6)

0.00

0.00

0.00

0.00

29.52

38.15

26.07

8.24

2.37

0.00

0.36

0.00

0.00

0.00

104.71

Note Totals may not tally due to rounding.

Source: As explained in the text.
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(Rs crore)

Emplo

yers'

contri

bution

to P.F.

(7)

0.82

11.00

18.94

19.90

16.08

16.69

11.41

4.32

1.23

0.00

0.13

0.00

0.00

0.00

100.53

Ch.VIA

rates

(8)

0.3171

0.3171

0.3171

0.3171

0.1276

0.1276

0.1051

0.1071

0.0988

0.0790

0.0914

0.0712

0.0742

0.0585

N.A.

Sum of

cols.3

through

7

(9)

2581.01

6585.18

5856.71

3548.91

2580.23

2397.20

2134.55

1736.08

590.21

189.32

35.46

12.66

25.45

70.47

28643.45

Col.2

minus

col.9

(10)

662.20

2085.77

2322.42

1904.51

1120.07

847.49

841.08

570.06

110.08

71.57

74.55

62.20

0.51

883.95

11556.55

Amount

ofCh.

VIA

deduc

tions

(ID

210.01

661.40

736.44

603 92

142.92

108.14

88.40

61.05

10.88

5.65

6.31

4.43

0.04

51.71

2691.80

Net

income

(col.10

11)

(12)

452.28

1424.3*

1585.98

1300.59

977.15

739.35

752.68

509.00

99.20

65.91

67.74

57.77

0.47

832.24

8864.74

Cumula

tive of

col.12

(13)

452.28

1876.66

3462.64

4763.23

5740.37

6479.72

7232.41

7741.41

7840.61

7906.53

7974.26

8032.03

8032.50

8864.74

8864.74
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conveyance allowance, which were probably quite significant

in 1971-72, since the standard deduction on salaries had not

yet been instituted. To allow for this we assumed (after

consultation with Bagchi) that two-thirds of the total deduc

tions towards HRA plus conveyance would be attributable to

HRA alone (the resulting rates are given in Table A. 1.30 of

Appendix 1) Second, there is some question as to whether

the income concepts pertaining to Bagchi's estimates are

identical to those used here. However, since we have no

way of correcting for any such mismatch we have assumed

that the errors stemming from such definitional incongruence

are small enough to be ignored for our purposes.

Accordingly, we have proceeded to apply the Bagchi-

based rates to our distributions of salary income to estimate

the corresponding deductions for urban and rural India in

our three scenarios. The results of these exercises are sum

marised in column (6) of Tables 5.5.5 to 5.5.9.

d. Employer's contribution to provident fund. The concept

of gross personal income in the NAS and in the NCAER

survey includes all regular allowances, including employers'

contribution to provident fund (P.F.), which nationally

accrues to the concerned salary earners. But such contribu

tions to P.F. are not taxable (see Schedule IV of the Income

Tax Act) and hence we have to estimate these amounts and

subtract them from gross income.

The total P.F. contributions of employers and employees

were estimated (see Appendix 1) at Rs 964 crore in 1975-76.

Assuming that the share of employers is 50 per cent, it works

out to Rs 482 crore. Each of our three basic scenarios has

associated with it a total of salary income (urban plus rural),

which can be divided into the total ofemployers' P.F. contri

butions to yield corresponding "average rates". These

average rates range from 2.6 to 2.9 per cent across the three

scenarios (see Appendix 1).

By applying these average rates of P.F. contributions to

the salary income distributions in our three scenarios, the

deductions corresponding to P.F. contribution are estimated

by income class. The results are shown in column (7) of

Tables 5 5.4 to 5.5.9.
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e. Standard deductions for salary incomes. The standard

deduction is easily the most important deduction pertaining

to salary incomes under Chapter IV of the Income Tax Act.

The Finance Act of 1974 gives the formula relevant for 1975-

76 (assessment year 1976-77). The rate of deduction was 20

per cent of salary income of an assessee upto Rs 10,090 per

annum plus 10 per cent of the excess over Rs 10,000, subjecj

to a maximum limit of Rs 3,500.

This formula is applied to our estimated frequency distri

butions for salary incomes. In a given distribution, for each

income class, the mid-point of the class interval is designated

as the representative income for all salary earners in that

class. On th2 basis, the standard deduction is estimated for

each income class. In the case of urban India our fitted

lognormal distributions for salary income permit application

of this procedure for finely divided clase intervals. The

results are aggregated to the 14-class level of disaggregition

for presentation. However, for rural India the exercise has

to be carried out at the level of the 14 broad income inter

vals in which the data are available. Column (5) of Tables

5.5.4 to 5.5.9 preseit the outcomes of these exercises.

f. Deduction of depreciation from business income. The

notion of gross income in the NCAER survey and the cor

responding NAS total of gross personal income are both

gross of depreciation. But under Section 32, Chapter IV, of

the Income Tax Act, depreciation of fixed capital used in

business or profession is an allowable deduction. Therefore,

in continuing our journey towards assessable income, we are

obliged to estimate and deduct depreciation pertaining to

business income.

The key problem here is to estimate a rate of depreciation

which is appropriate for business income. The CSO estimated

depreciation for the household sector at Rs 2,497 crore in

1975-76, which was 3.9 per cent of the CSO's estimate of

gross personal income. It would be inappropriate to apply

this rate to business income since gross personal income

includes forms of income (such as wages and salaries and

transfers) against which depreciation cannot be legitimately

assigned. If we consider only those forms of income against
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which depreciation can be assigned, then the computed

rate comes to 7 per cent. However, this includes depreciation

pertaining to agricultural incomes. And agricultural activities,

it could be argued, are, on balance, less capital-intensive

than most other activities which generate business income.

So, the argument runs, the depreciation rate relevant for

business income (in our sense) should be higher. This is a

debatable proposition, since many forms of business-income-

earning activities (such as trade and professions) make rela

tively little use of fixed capital. In any case, to err on the

conservative side, we have assumed a depreciation rate (in

relation to income) of 10 per cent for business income.

Incidentally, this is identical to the depreciation assumption

made by the NCAER (1972) in its survey of income and

expenditure for 1967-68 with regard to income from self-

employment.

This 10 per cent rate of depreciation is then applied to

our distributions of business income in urban and rural cases

and across our three basic scenarios, to estimate the quantum

of deduction, by income class,in each case. The results are
reported in column (4) of Tables 5.5.4 to 5.5.9.

g. Chapter VIA deductions. The exemptions and deduc

tions considered thus far apply to particular source compo

nents of income, notably, agricultural income, salaries and

business income. Chapter VIA deductions are applicable to

all income, irrespective of source. The important deductions

relevant for non-corporate assessees include those under

Section 80C (employee's contribution to P.F., life insurance

premium paid, savings in other specified forms) and 80L

(interest on bank deposits and certain specified securities).

The first step in estimating the quantitative significance

of these deductions is to estimate the average rate of Chapter

VIA deductions (as a percentage of income) by different

income classes- This is accomplished by using data published

in the annual AIITS publications. While the details of the

procedure are given in Appendix 1, we should emphasise that

the rates obtained should be treated as approximation for

several reasons. First there is doubt about the completeness

of coverage of the AIITS data with respect to Chapter VIA
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deductions. Second, the published information is organised

according to assessments completed during a financial year,

not by assessments pertaining to a particular year. Averaging

the published information over several years provides only a

partial solution to this problem. Third, the notions of income

and income ranges in the ATTTS data are not identical to those

used here. Nevertheless, the estimated rates are probably

reasonable approximations for our purposes.

To compute the estimates of Chapter VIA deductions

according to our 14 income classes, an estimate of gross

income minus the five deductions previously mentioned 16

first obtained, and shown in column (10) of each of our tables

5.5.4 to 5.5.9. It is to this concept of income that the esti

mated average rates of Chapter VIA deductions are applied

to yield the quanta of such deductions in each of the 14

income ranges for each of our three basic scenarios, separa

tely for urban and rural India. Column (11) of Tables 5.5.4

to 5.5.9 records the amounts of Chapter VIA deductions

thus estimated.

h. The exemption limit. We come now to the last step in

the journey from gross personal income (of earners) to

income assessable to tax, namely, the application of the

exemption limit. Column (12) of Tables 5.5.4 to 5.5.9 records

incomes after Chapter VIA deductions have been deducted.

This is termed "net income". In the absence of an exemption

limit all the income in this column could be considered as

income which should have been assessed to tax, or taxable

income for short. In fact, of course, there was an exemption

limit of Rs 8,000 operative in the assessment year 1976-77

(relevant for incomes earned in financial year 1975-76), which

has to be taken into account.

One might think that the application of the exemption

limit is a straightforward matter which merely involves

excluding all incomes in column (12) which fall in income

ranges below Rs 8,000. Unfortunately, the matter is not so

simple. The income ranges in Tables 5-5.4 to 5.5.9 refer to

gross income of earners, whereas the exemption limit relates

to income after all exclusions, deductions and exemptions have

been allowed for. To take account of this fact, we would,
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ideally, wish to rearrange the net incomes in column (12)

according to income ranges defined in terms of net income.

However, we do not have the information necessary to

carry out this transformation. We have, therefore, pursued

an alternative route of estimating the gross income corres

ponding to a "net income" of Rs 8,000. We have done so for

each of our three scenarios by taking the ratio of gross

income in column (2) to "net income" in column (12) for

income ranges proximate to the exemption limit and then

multiplying this derived ratio by Rs 8,000. Appendix 1 des

cribes the details. This procedure yields, for each of our

scenarios, a cut-off value of gross income such that all

incomes above this value in column (13) can be aggregated to

yield, for that scenario, an estimate of total noncorporate

income which should have been assessed to tax.

Table 5.5.10 summarises the estimates of total taxable

income for our three basic scenarios and gives the urban/rural

breakdown in each case.

6. Estimates of Tax-Evaded Income:

First Approximations

To obtain estimates of tax-evaded income we have to

subtract the total of income actually assessed to tax from the

estimates of taxable income derived in the previous section.

To do so we need to know the amount of non-corporate

income actually assessed to tax in the assessment year 1976-77.

Once again, this crucial element of information is not

readily available in the official data; it has to be derived on

the basis of certain assumptions.

As we noted in Chapter 3, a new series of AIITS publi

cations does provide information on incomes assessed to tax

on an assessment year basis for a few years. Fortunately, this

new series includes 1976-77, the year of primary interest to

us. Unfortunately, the data in this publication suffer from

the same grievous deficiency of undercoverage which bedevils

the "regular" AIITS volumes presenting information accord

ing to assessments conducted in a given financial year. The

crux of the problem is to adjust for the undercoverage.
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In Chapter 3 we discussed some alternative indicators

of the extent of undercoverage and concluded that, where

available, the best indicator was the ratio total of number of

assessments reported in the AIITS (assessment year basis) to

the number of assessees on the rolls of the department at the

end of that year as reported in the C.&.A.O.'s reports. The

inverse of this ratio can then be used to "blow up" the

the information on incomes assessed presented in the AIITS

new series) publication.

Before applying this procedure we make three further

modifications. First, as we observed in Chapter 3, the g*p

between the total number of assessments recorded in the

AIITS and the total number of assessees reported by the

C. & A.G- is not entirely attributable to undercoverage. The

AIITS totals also exclude assessments which did not result in

either demand or refund. Befoie computing blow-up factors

this number of assessments has either to be added to the

AIITS number of assessments or subtracted from the C. &

A.G.'s total. Almost all of these excluded assessments relate

to cases of "N.A. and filed" relating to individuals and firms.

Discussions with the Directorate of Research, Statistics and

Public Relations (of the Income Tax Department) indicate

that such cases were running at about 10 percent of all

assessments (C. & A.G.'s total) in the late 1970s. We have,

accordingly, adjusted the C. & A.G,s numbers for assessees

(individuals and firms) for 1976-77 downwards by 10 per cent.

Second, in conducting the "blowing up" exercise, we

have computed and used separate blow-up factors for the

income of assessees of different status: individuals, Hindu

Undivided Families (H.U.Fs.), Associations of Persons

(A.O.Ps.) and unregistered firms.8 Third, before we apply

the blow-up factors to AIITS information on incomes assessed

we have to subtract capital gains income assessed from total

incomes assessed for the different categories of assessees.

This adjustment is necessary to improve the comparability

between our independent NAS/NCAER-based estimates of

taxable income (which, by definition, exclude income from

capital gains) and the estimated total of income actually

assessed.9 Table 5.6.1 presents, for the assessment year
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TABLE

Summary Estimates of Taxable Income Under Different Scenarios

SI. Item

No.

(1)

1. Gross income

2. a. Agricultural income

b. Depreciation

c. Standard deduction

d. HRA deduction

e. Employers' contribution

to provident fund

f. Amount of Ch. VIA

deduction

Sub-total of a. to f.

3. Net income (1-2)

4. Income below exemption

limit (Rs 8000)

5. Taxable (assessable)

income (3-4)

Case 1

(2)

21433.00

1125.68

563.68

2268.42

568.24

365.21

2393.32

7284.55

14148.45

8776.11

5372.34

Urban India

Case 2

(3)

22581.00

1185.98

593.87

2362.48

607.37

371.94

2440.74

7562.38

15018.62

8889.38

6129.24

Case 3

(4)

24303.00

1276.42

639.16

2483.49

675.16

381.58

2554.06

8009.87

16293.13

9116.92

7176.21

Source: Based on Tables 5.5.4 through 5.5.9.



THE SCALE OF BLACK INCOME: A FISCAL APPROACH 125

5.5.10

1975-76 (Assessment Year: 1976-77)

Rural India

(Rs crore)

All India

116.90

Case 1

(5)

Case 2

(6)

Case

(7)

3 Case

(8)

1 Case 2

(9)

Case 3

(10)

43070.00

29163.99

341.84

976.58

118.91

41922.00

28386.64

332.73

955.16

114.89

40200.00

27220.63

319.06

898.52

104.71

64503.00

30289.67

905.52

3245.00

687.15

64503.00

29572.62

926.60

3317.64

722.26

64503.00

28497-05

958.22

3382.01

779.87

110.16 100.53 482.11 482.10

2702.64

33420.86

9649.14

8276.19

2758.00

32657.58

9264.42

8461.97

2691.80

31335.25

8864.75

8022.10

5095.96

40705.41

23797.59

17052.30

482.11

5198.74 5245.86

40219.96 39345.12

24283.04 25157.88

17351.35 17139.02

1372.95 802.45 842.65 6745.29 6931.69 8018.86



126 ASPECTS OF THE BLACK BCONOMY IN INDIA

1976-77, the unadjusted data on incomes assessed (by status

of assessees), the same data after adjustment for capital gains,

the blow-up factors used and the resulting estimates of non

corporate income assessed to tax.

We can, at last, compute our first estimates of tax-evaded

income by subtracting the total of estimated non-corporate

income assessed to tax (from Table 5.6.1) from our earlier

estimates of taxable noncorporate income derived indepen

dently in Section 5. The results are shown in Table 5.6.2,

first in absolute terms and then as percentages of (a) GDP

for 1975-76 and (b) noncorporate income actually assessed

to tax.

7. Estimates of Tax-Evaded Income for 1980-81

Our analysis thus far has been confined to 1975-76. The

principal reason for this was the availability of data, notably

the income distributions from the NCAER survey as well as

other supporting elements such as AIITS information on an

assessment year basis. In this section we make an attempt

to extend our analysis to 1980-81. The paucity of relevant

and recent data inevitably obliges us to make more assump

tions and approximations. Nevertheless, we consider the

exercise worthwhile and the results interesting.

We begin with the all-India figure of gross personal income

for 1980-81. This is taken directly from the official NAS

(see Table 5,2.1). The first, and most important, problem is

to construct rural and urban income distributions correspond

ing to this total of gross personal incomes. To solve this

problem we first compute the rural and urban population on

the basis of the 1981 census results. We then estimate the

number of rural and urban earners in 1980-81 on the assump

tion that the ratio of earners to population is the same (for

rural and urban India, separately) as it was in 1975-76.l0

The next step is to find a plausible method for partitioning

total gross personal income into urban and rural subtotals.

We do this for three alternative cases which correspond to

our three basic scenarios for 1975-76. In each case the

correspondence is established by the following assumption:
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TABLE 5.6.1

Adjustments of Income Assessed to Tax by Status of Assessees,

1975-76 (Assessment Year, 1976-77)

(Rs crore)

Status of

assessees

(non-corporate

sector)

(1)

Individuals

Hindu undi

vided family

Association

of persons

Unregistered

firm

Total (Non

corporate

sector)

Assessed

income

(unadjust

ed)

(2)

2696.13

135.43

24.10

32.32

2887.98

Income

assessed

from

capital

gains

(3)

22.65

4.46

2.74

0.05

29.90

Assessed

income

minus

capital

gains

col (2-3)

(4)

2673.48

130.97

21.36

32.27

2858.08

Blow-up

factors

for

under-

coverage

(5)

1.4188

2.8657

2.2410

1.9181

N.A.

Income

assessed

to tax

(adjust

ed) col

(4x5)

(6)

3793.13

375.32

47.87

61.90

4278.22

Note: N.A. means not applicable

Source: For cols. 2, 3 and 4, see AIITS, Assessment Years 1976-77

to 1978-79. For col. 5 see Table A.1.44 of Appendix 1.

that the urban to rural ratio of per earner gross income

remains the same as in 1975-76. For our purposes this is a

conservative assumption, since there is some evidence (Mohan,

1984) to suggest that the ratio has been increasing over time,

a fact which would imply a higher allocation to urban

income—and hence taxable income—than is warranted by

our assumption. With this assumption, and the knowledge

that the urban income subtotal plus the rural income subtotal

must add to the NAS total of gross personal income, we

have, essentially, two equations in two unknowns for each

of our scenarios. The unknowns here are the subtotals for

urban and rural incomes. Solution of the equations readily

gives us the desired split of NAS gross personal income

into urban and rural incomes for each of our three cases

(see Appendix 1 for further details).



128 ASPECTS OF THE BLACK ECONOMY IN INDIA

TABLB 5.62

Estimates of Tax-Evaded Income in India (First Approximation)

Under Three Scenarios for Non-Corporate Sector, 1975-76

(Assessment year, 1976-77)

Item

(1)

1. Taxable (assessable) income

2. Assessed income (adjusted

for undercoverage)

3. Tax-evaded income

(Row 1 minus Row 2)

4. Tax-evaded income as

percentage of GDP at

current prices in 1975-761

5. Tax-evaded incomo as

percentage of income

actually assessed to tax

Case 1

(2)

6745.3

4278.2

2467.1

3.7

57.7

Case 2

(3)

6931.7

4278.2

2653.5

4.0

62.0

Case 3

(4)

8018.9

4278.2

3740.7

5.6

87.4

Note'- 1. GDP at current prices and at factor cost was Rs 66370

crore in 1975-76 (Government of India, CSO, 1983)

Source: Based on Tables 5.5.10 and 5.6.1.

Having estimated total urban (and rural) incomes for

each scenario and the total number of urban (and rural)

earners, which is the same for all scenarios, we now have to

devise a method for constructing the corresponding frequency

distributions of earners. The central assumption we make

here is to assume that, for each case, the concentration of

incomes remains unchanged between 1975-76 and 1980-81.

Once again, this is probably a conservative assumption, since

it is widely believed that the distribution of income has

worsened over time, a fact, which, if true, would imply more

taxable income than is entailed by our constancy assumption.

Unchanged concentration of income means that the o- para

meters estimated for our 1975-76 lognormal distributions also

apply to the corresponding 1980-81 distributions. The location

parameter, \j-, is, of course, different because means of earner

income are different in 1980-81. But in each case, we can

compute it since it depends only on o and the value of mean
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earner income («) a we know by assumption and « by compu

tation). Hence, for all our three cases (and for urban and

rural India separately in each case), we now have the values

for m, o and the total number of earners, which is all the

information necessary to generate the frequency distributions

of earners and the corresponding distributions of income by

specified income ranges.

We turn now to the estimation of taxable income. First,

we make the additional assumption that the shares of diffe

rent components of income (agricultural income, salary,

business income, etc.) in total gross income are the same

as they were for the corresponding scenarios in 1975-76.

We can then proceed with a stepwise application of the

principal exclusions, exemptions and deductions.

First, all agricultural incomes (defined broadly) are ex

cluded. HRA deductions are computed using the same rate

structure as was used with respect to salary incomes in

1975-76. The tax law (and hence the formula) for the stand

ard deduction against salary was the same in assessment year

1981-82 as it was in 1976-77. This, together with the assump

tion that the distribution characteristics of salary income are

the same as earlier, allows us to estimate the quantitative

significance of standard deductions by income ranges. The

deductions corresponding to employers' contribution to provi

dent fund have been estimated on the basis of fresh infor

mation relating to 1980-81, though the procedure followed is

unchanged. For business income, the same 10 per cent de

duction for depreciation is applied. The application of

Chapter VIA deductions uses more recent data available from

the annual series of AIITS publications. The numerical de

tails of these stepwise deductions and results are given in

Appendix Tables A. 1. 36 to A.I. 42. Finally, the exemption

limit (Rs 12,000 for assessment year 1981-82) is applied along

the lines adopted in 1975-76. Table 5.7.1 summarises the

estimates of total taxable income for the three cases in

1980-81 and gives the urban/rural decomposition for each

case.

The next step is to estimate noncorporate incomes actually

assessed for taxation inthe assessment year 1981-82. Unfor-
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TABLE 5.7.1

Summary Estimates of Taxable Income Under Different Scenarios,

1980-87 (Assessment Year 1981-82)

SI.

No.

Item Urban India

Case 1 Case 2 Case 3 Case 1

(D (2) (3) (4) (5)

421.45

1. Gross Income

2. a. Agricultural income

b. Depreciation

c. Standard deduction

d. H.R.A. deduction

e. Employer's contribu

tion to provident fund

f. Amount of Ch. VIA

deductions 3619.81

Sub-total 12267.31

3. Net Income (1—2) 28400.69

4. Income below exemption

limit (Rs 12000 16629.21

5. Taxable income (3-4) 11771.48

40668.00

2135.92

1069.56

3787.27

1233.30

42648.00

2239.92

1121.63

3954.88

1310.02

45837.00

2407.41

1205.55

4056.61

1410.31

70861.00

47982.11

562.42

1784.50

254.00

428.21

3772.01

12826.67

29821.33

17280.27

12540.96

438.33 116.95

3885.37 3251.49

13403.58 53951.47

32433.42 16909.53

17141.09

15223.31

16764.65

144.18

Source: Based on Tables A.1.36 through A.8.41 and A.1.43 of

Appendix 1.
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(Rs crore)

Rural India

Case 2

(6)

68881.00

46641.39

546.70

1712.50

253.59

110.17

3152.56

52416.91

16464.09

15223.31

1240.78

Case 3

(7)

65692.00

44482.02

521.39

1630.04

226.05

100.05

2999.64

49959.19

15732.81

14134.67

1598.14

Case 1

Cols.2+5

(8)

111529.00

50118.03

1631.98

5571.77

1487.30

538.40

6871.30

66218.78

45310.22

33393.67

11916.36

All India

Case 2

Cols.3+6

(9)

111529.00

48881.31

1668.33

5667.38

1563.61

538.38

6924.57

65243.58

46285.42

32503.68

13781.74

Case 3

Cols.4+7

(10)

111529.00

46889.43

1726.94

5686.65

1636.36

538.38

6885.01

63362.77

48166.23

31275.76

16890.47
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tunately, the AIITS have not yet published the assessment

years-basis volume for 1981-8211. Indeed, the AIITS volume

containing data on assessments completed in the financial

year 1981-82 has only become available very recently (in

August 1984). We have, therefore, been obliged to use the

data in the latter volume as an approximation, even though

we recognise that only about 60 per cent of the assessments

conducted in a given financial year relate to that assessment

year while the rest pertain to preceding assessment years

(NIPFP, 1983a).

As in 1975-76, the AIITS information on incomes assessed

has to be adjusted for undercoverage. This is accomplished

using analogous "blow up" factors and after allowing for

exclusion of "N.A. and Filed" case. Furthermore, adjust

ments are made excluding capital gains from the AIITS infor

mation. Table 5.7.2 presents the data on income assessed, the

"blow up" factors, the estimate of total income assessed and

the estimates of tax-evaded income. The last is derived by

subtracting the estimate of total noncorporate income

assessed from the three alternative estimates of taxable

income obtained earlier.

Comparing the results in Table 5.7.2 with those reported

for 1975-76 in Table 5.6.2 we note that the estimates of tax-

evaded income in 1980-81 are not only higher in absolute

terms but also as percentages of GDP and income assessed to

tax. Thus, where the ratio of tax-evaded income to GDP was

estimated to range from 3.7 per cent to 5.7 per cent in

1975-76, the corresponding range in 1980-81 is between 4.2

and 8.6 per cent. As a ratio to income assessed, a more rele

vant ratio in our view, tax-evaded income was estimated to

range from 57 per cent to 87 per cent in 1975-76. The com

parable range in 1980-81 is between 68 and 139 per cent.

8. What if National Income is Underestimated ?

The estimates of tax-evaded income presented in the last

two sections are predicated on the assumption that the esti

mates of national income are accurate. Crucial to the esti

mation procedure is the use of ihe NAS aggregates as cont

rolling totals. But what if these aggregates themselves are
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TABLE 5.7.2

Estimaes of Taxable Income, Income Assessed and Tax-Evaded

Income, 1980-81 (Assessment year 1981-82)

A. Estimates of Income Assessed

Status of Assessed

assessees income

(non- (unadju-

corporate sted

sector)

(1) (2)

Individuals 2210.60

Hindu Undivi

ded Family 110.00

Association of

persons 25.50

Unregistered firm 36.90

Total (Non

corporate

sector) 2383.00

Income

from

capital

gains

(3)

6.35

1.09

0.19

0.02

7.65

B. Estimates of Tax-Evaded Incomt

(1)

Item

Taxable income

Tax-evaded income

(taxable income miuus

assessed income of

Rs 7077.39 crore)

Tax-evaded income as

per cent of GDP at

current prices and at

factor cost in 1980-811

Tax-evaded income as

per cent of assessed

income

(2)

Case 1

11916.36

4838.97

4.23

68.37

Assessed

income

minus

capital

gains

Col. (2)-(3)

(4)

2204.25

108.91

25.31

36.83

2373.35

"Blow-up"

factors

for under-

coverage

(5)

2.8476

5.3169

43112

3.0476

—

(3)

Case 2

13781.74

6704.35

5.87

94.74

(Rs crore)

Income

assessed

to tax

(adjusted)

Col.

(4)X(5)

(6)

6276.82

579.06

109.12

J 12.39

7077.39

(Rs crore)

(4)

Case 3

16890.47

9813.08

8.59

138.65

Note: GDP at current prices and at factor cost was Rs 114271 crore in

1980-81 (Government of India, CSO, 1983).

Souice: For cols. 2,3 and 4, 4 of (A) AIITS Financial Year, 1981-82 and

for col. 5, see Table A.1.45 of Appendix 1. For details of

Taxable Income, see Table A. 1.43 of Appendix 1.
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distorted by evasion behaviour? This is not just possible but

probable. To take just one example, when a manufacturing

enterpriie underreports production and sales or overreports

•xpenses (perhaps by showing personal expenses as deductible

business expenses), the associated reduction in taxable profits

ii likely to lead to the underestimation of value-added for the

manufacturing sector, and hence to the underestimation of

GDP.

It was, partly, th? recognition of this possibility that led

us in Chapter 2 to distinguish an alternative definition of

black income, namely, "the extent to which estimates of

national income and output are biased downwards because

of deliberate, false reporting of incomes, output and trans

actions for reasons of tax evasion, flouting of other econo nic

controls and related motives. "The extent to which NAS

aggregates are distorted by evasion and related behaviour

depends not only on the nature and prevalence of such beha

viour but also on the sources and methods of national income

accounting. As we noted in Chapter 2, evasion does not

necessarily lead to misestimation of national income. Much

depends on the sources and methods of compiling NAS

estimates.

The problem at hand is to assess the extent to which NAS

aggregates are in fact misestimated because of evasion and

related behaviour. In Appendix 2 we review the sources and

methods of national income accounting used by the CSO and

provide some qualitative judgements about the extent to

which tl»e value-added estimates for different sectors are

vulnerable to the practice of evasion of taxes and other

economic regulations. We conclude that there is a strong

prima facie case for suspecting significant underestimation of

total GDP. Based on our qualitative appraisal, we suggest

that such underestimation may be most pronounced in the

following sectors: "Manufacturing (Registered and Un-

register)" "Transport by any other means and storage",

Trade, Hotels and Restaurant" and "Other Services". These

views are consistent with the ones advanced by Ghosh et.al.

(1981) in their paper which we reviewed in Chapter 3.
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What adout the extent of such underestimation? Based

on guestimates for several specific sectors, Ghosh et. al. "esti

mated" that GDP was underestimated by about 8 per cent in

1975-76. We do not make bold to offer specific estimates.

Instead, we explore some of the implications of assuming

that GDP in 1975-76 and 1980-81 exceeded the officially

estimated figure by 5, 10 and 15 per cent, respectively. In the

light of available information and the views of national

accounts experts (including Ghosh et. al.) this range of under

estimation in the official numbers seems "reasonable". Some

have commented that these numbers are on the conservative

side.

One way of conducting the sensitivity analysis with respect

to alternative "inflations" of the official GDP estimates would

be to revise the corresponding NAS total in Sections 5 and 7

accordingly and rework the entire analysis of these sections,

including the use of the NCAER-based distributions of income

and so forth. However, given that we are assuming that the

omission of 5, 10 and 15 per cent, respectively, of GDP from

the official estimates is being attributed entirely to the pheno

menon of evasion, this does not seem to be a reasonable

way to proceed. Instead, it may be more acceptable to make

two assumptions: first, that most, if not all of the "omitted

GDP" accrues to earners who are already in taxable income

brackets, and second, that all legitimate deductions and ex

clusions have already been claimed so that no further ones

are pertinent for the incomes associated with these "omitted"

GDP increments. This means that most of the "additional"

income can be treated as tax-evaded income.

More specifically, we explore, numerically, the impli

cations of two assumptions. In the first case three-quarters of

the "omitted GDP" is assumed to accrue to earners in the

form of tax-evaded income, while in the second, half of the

increment to GDP is assumed to have the character of tax-

evaded income. The results of these assumptions are shown

in Table 5.8.1.

These results are revealing. They suggest that even modest

degrees of (evasion-related) under-estimation of GDP, could,
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TABLE 5.8.1

Tax-Evaded Income Associated with Adjustments to GDP to Allow

for Underestimation: Some Speculations

(Rs crort)

Percentage by Assumed proportion of GDP "inflation"

wkich official taking the form of tax-evaded income

GDP (factor

cost1* inflated1 1975-76 1980-81

Three- Three-

quar- Half quar- Half

ters ters

(1) (2) (3) (4) (5)

5

10

15

2489

4978

7467

1659

3318

4978

4285

8570

12855

2857

5713

8570

Note: 1. GDP at factor cost and at current prices was Rs 66370 crore

crore in 1975-76 and Rs 114,271 crore in 1980-81 (Government

of India, CSO, 1983).

Source: As explained in the text

on our assumptions, be associated with amounts of "addi

tional" tax-evaded income which are large in relation to our

earlier estimates of tax-evaded income—and in relation to

income assessed to tax. Thus, if in 1975-76, official GDP has

to be adjusted upwards by 10 per cent and three-quarters of

this increment is assumed to take the form of tax-evaded

income, then an associated 'additional" tax-evaded income

of almost Rs 5,000 crore has to be added to our earlier esti

mates, which ranged, across our three scenarios in Table

5.6.2, from Rs 2,467 crore to Rs 3, 741 crore. Thus, this

particular adjustment for evasion-related underestimation of

GDP has the effect of more than doubling our earlier highest

estimate of tax-evaded income. Furthermore, the resulting

total of tax-evaded income is also more than double the

estimated total of noncorporate income assessed to tax.

9. Overview and Assessment

It is now time to pull together the results of our labours
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(and assumptions) and to assess their strengths and

weaknesses.

a. Overview. In Table 5.9.1 we provide an illustrative

overview, which chooses one possible estimate of some major

components of tax-evaded income for each of the years

1975-76 and 1980-81. The table calls for some explanatory

remarks. First, it is important to emphasise that alternative

estimates are available for each row element. Thus row (1)

gives the estimates for tax-evaded income which correspond

to scenario 3 of our work in Sections 4 and 5, where the

"missing income" between the NCAER estimate of total

gross personal incomes and the official NAS total for the

same concept is split in the ratio of 1:1, urban:rural, in the

course of the "blow-up" exercise. Though this gives the

highest estimate of our three scenarios, we have argued

earlier that even this estimate is based on conservative assu

mptions (see Section 4). Row (2) of the table gives "guesti-

mates" of "additional" tax-evaded income, based on the

assumption that the official GDP estimate requires upward

adjustment by 10 per cent and that half of this "increment"

accrues to earners in the form of tax-evaded income.

Compared to the other guestimates in Table 5.8.1, this

corresponds to a "middle" set of assumptions. Finally, row

(3) gives a "middle" case of guestimates of black income

obtained through leakages from public expenditures. Though

the basis for these numbers is presented in Chapter 8, it is

convenient, for exposition, to include them in the illustrative

overview presented here.

Rows (5) and (6) present, for comparative purposes, the

official estimates of GDP and our estimates (from Section

6) of total non-corporate income assessed to tax in 1976-77

and 1981-82, which corresponds to incomes earned in finan

cial years 1975-76 and 1980-81. The "estimated" subtotals

of tax-evaded income are displayed as percentages of GDP

and income assessed, in rows (7) and (8), respectively.

Second, it should be obvious that the empirical bases for

the numbers shown in Table 5.9.1 vary enormously. The

magnitudes in row (1) can be genuinely called estimates,

which reflect the detailed quantitative work described in the
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TABLE 5.9.1

Estimates of Tax-Evaded Income: An Illustrative Overview

1975-76

(Rs crore)

1980-81

3,741

3.318

900

7,959

66,370

4.278

11.99

186.04

9,813

5,713

1,683

77,209

114,271

7,077

15.06

243.17

Tax-evaded income from:

1. Non-corporate income from current,

legal economic activity and legal

tranjfers assuming official NAS

data to be correct1

2. Adjustment to (1) for possible

under-estimation of official GDP!

3. Illegal transfers from public

expenditure*

4. Sub-total

5. GDP at factor cost at current price

6. Assessed income (adjusted for

undercoverage)

7. Sub-total as per cent of GDP

at factor cost (row 5)

8. Sub-total as per cent of assessed

income (row 6)

Notes: 1. The estimates presented here correspond to scenario 3, where
the ''missing income" is split between urban and rural in

the ratio of 1:1 in the course of the "blow-up" to the NAS

controlling total.

2. The data shown here correspond to the assumption that

official GDP requires upward adjustment by 10 per cent and

that half of this "increment "accrues to earners in the form

tax-evaded income.

3. These estimates (explained in more detail in Chapter

8) assume that 10 per cent of a relevant subtotal of public

expenditures are "siphoned off" in one form or another and

three-quarter of this amount accrues to people with taxable

income.

Source: As explained in the text.

earlier sections of this chapter and in Appendix 1. The

numbers in rows (2) and (3) are more in the nature of guesti-

mates. The only justification fo mixing numbers of such

qualitatively diverse origin is to convey a flavour of the

magnitudes that may be involved.
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Third, if we hark to the distinctions drawn in Chapter 2

between different categories of income which should bt in

cluded in a complete notion of tax-evaded income, we can

see that both rows (1) and (2) refer to two kinds of income,

namely, income from current, legal economic activity and

from legal transfer payments. Row (3) pertains to one form—

arguably the most relevant form—of illegal payments. The

table offers no estimates for tax-evaded income from capital

gains (legal or illegal) or from illegal current economic

activities such as smuggling and black marketing. To that

extent, the totals in the table do not encompass all tax-evadwd

income.

b. Some limitations and their Consequences. We turn now

to some of the more obvious limitations of our work. We

begin with our basic estimates of tax-evaded income relating

to officially estimated (NAS) current economic activity and

legal transfers.

The most glaring lacuna here is that we have omitted

consideration of evasion pertaining to corporate incomes.

In one sense this is an obvious shortcoming. However, if we

take the view that our study should be limited to assessing

evasion of incomes only once, and not include evasion when

the same income is transferred to other economic agent*,

then this criticism loses much of its force. For the fact is

that our total of gross personal incomes includes, in prin

ciple, incomes which have passed through corporate entities.

Ultimately, it is households and individuals who enjoy all

incomes.12 Of course, companies may provide potent con

duits for evasion through their'multitude of complex tran

sactions, including the opportunities for misclassifying

personal consumption as business expense.13 But the fact

remains, that such evaded income finds its way to indivi

duals through all sorts of "under the table" payments and

misclassified expenses.14

However, where the activity of evasion through the

corporate cover leads to underestimation of GDP, then our

(that is the CSO's) total of gross personal income is directly

affected (underestimated) and in turn, biases our estimates

of tax-evaded income downwards. But if our crude upward
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adjustment of the official GDP estimate is an accurate one,

then (a) the total of gross personal incomes should be correct

and (b) it should include all incomes which have come to

households via corporate entities (see Table 5.2.1). If, how

ever, we confine ourselves to the estimates corresponding to

the unadjusted GDP total, then there is little doubt that

our basic estimates of tax-evaded income are biased down

wards because amongst other things, they fail to adequately

reflect evasion through corporate cover. Looked at another

way, the misestimation of NAS totals due to falsification of

corporate accounts is a particular case of the more general

problem of uuderestimation of GDP because of tax evasion

and related behaviour.

Second, our basic estimates of taxable income which were

computed in Sections 4 and 5 rely on the simplifying assum

ptions that where the NCAER totals of gross persoal income

are "blown up" to match the NAS total, this scaling up is

neutral with regard to different components of income. This,

it could be argued, is an unreasonable assumption. In parti

cular, salaries are likely to be underreported much less than

other components such as business income. We have two

responses to this criticism. First, the practice of "topping

up" salaries through under-the-table payments has reportedly

become widespread in recent years. So one should be wary

of assuming that incentives to underreport salary are nil or

negligible. More importantly, even if we grant the validity

of this criticism, we should emphasise that our procedure

(of uniform scaling up) is then conservative, in the sense

that it biases downwards our estimates of tax-evaded income.

This is because the cumulative deductions and exemptions

applied, in Section 5, to salary incomes are much greater

than those applied to business income.15

Third, the scaling up procedure adopted in Section 4 is

also assumed to be neutral across income ranges. In fact,

given a progressive income tax schedule, common sense

would suggest that those with higher incomes are likely to

underreport a higher proportion of their incomes than those

with lower incomes. Thus the neutral scaling up assumption

results in underestimation of taxable and tax-evaded income.
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Fourth (a point we have already made), our estimates of

tax-evaded income are biased downwards to the extent that

they exclude consideration of certain categories of income,

notably undeclared capital gains (legal and illegal), income

from illegal current economic activities and illegal current

economic activities and illegal transfers.

With respect to illegal transfers we have offered, in Table

5.9.1, some guestimates relating to "siphoning off" from

public expenditures. But this excludes illegal transfers in the

form of bribes from one individual to another. Such an ex

clusion may be defensible if we wish to consider incomes

only once. For then the exclusion of a bribe in the hands of

a recipient may be justified on the grounds that the income

was already taxed (in principle) in the hands of the donor.

Inter-individual bribes do not swell the total of gross personal

incomes. This argument does not apply to illegal transfers

(or "leakages") from public expenditures, where the flows

do augment the total of gross personal income.

All the factors considered thus far point in the direction

of downward bias in our estimates of tax-evaded income. On

the other side there are some factors which work in the

opposite direction. First, our estimates do not take adequate

account of legal avoidance through entities like trusts and

H.U.Fs. To the extent such legal avoidance is not allowed

for, estimates of taxable income, and tax-evaded income, are

upward biased. Second, as we pointed out in Section 5, we

have not been able to allow for all the exclusions, exemptions

and deductions that exist in the law. Our analysis in that

section was explicitly limited to the important ones. Con

sequently, our estimates of tax-evaded income are biased

upwards on this count.

For easy reference Table 5.9.2 lists the significant limitat

ions in our basic estimates of tax-evaded income. A glance

at this table should confirm that the factors imparting

downward bias to our estimates are likely to far outweigh

those working in the opposite direction. So our basic,

official NAS-based estimates of tax-evaded income are, very

probably, quite conservative. This judgement remains plau

sible even with respect to the totals in Table 5.9.1 where we
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have explicity made (crude) allowances for two of the sources

of downward bias: the underestimation of GDP due to tax

evasion and the exclusion of illegal transfers from public

expenditures.

TABLE 5.9.2

NAS-based Estimates of Tax-evaded Income: Some Sources

of Bias

Nature of limitation Resulting

direction

of bias

1. Official NAS total is likely to be downward biased

due to evasion behaviour1 Downwards

2. Assumption of neutrality with respect to income

components in scaling up the NCAER total to

the NAS total of income "

3. Assumption of neutrality with respect to

income ranges in scaling up the NCAER total

to the NAS total of gross personal income "

4. Excludes capital gains (on both legally and

illegally transferred asset) *'

5. Excludes incomes from illegal current

economic activity "'

6. Excludes illegal transfers2 "

7. Does not consider all legitimate exclusion,

exemptions and deductions Upwards

8. Does not allow for legal avoidance

through trusts, H.U.F.s etc. "

Notes: 1. In the estimates presented in Tables 5.6.2 and 5.7.2, a crude

attempt is made to allow for this.

2. Table 5.9.1 (and Chapter 8) present illustrative guestimates

of the scale of illegal transfers from public expenditure.

Source: As explained in the text.

Notes

1. Similar approaches have been tried for other countries. See, for

example, Herschel (1978) for Argentina and Park (1981, 1983) for

the USA.

2. Based on the NCAER survey estimate of 17.7 crore earners in

India in 1975-76.
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3. The congruency may not be perfect because of some features such
as different procedures for imputations of items such as income

from owner-occupied house property.

4. We should emphasise that the income ranges in column (1) of Table

5.3.5 pertain to household income in the case of columns (2), (3) and

(4), and to earner income in the case of columns (5), (6) and (7).

5. Note that the reference period for the NCAER survey was July

1975-June 1976, while the NAS data are computed for the fiscal

year April 1975 to March 1976. No adjustment is attempted for

this temporal discrepancy.

6. For any given income range i and income component j, the weight

Wij is simply —-U. where Yijis the income in its income class attri-
*i

butable to the jth component and yi is gross income in the ith class.

7. Bagchi's unpublished dissertation, Taxation of Income in India: A

Study in Base Erosion, is a masterly work which contains a definitive

treatment, to date, of these issues in the public finance literature on

India.

8. The details of the computation of the "blow-up" factors are

given in Appendix 1. Though registered firms are not corporate

entities, we exclude their income assessed. We do so because the

income of these firms is also taxed in the hands of individuals

(as partners) and including their income would amount to double

counting for our purpose of computing a total of noncorporate

income assessed to tax which is comparable with our estimates of

noncorporate taxable income derived in Section 5.

9. The dimensions of this adjustment—based on information from

the regular A1ITS series of publications—is actually rather iinall,

as can be seen from Table 5.6.1.

10. In this way we retain a comparable definition of earners for

1980-81.

11. Publication of the volumes containing information by assessment

year normally involves a six-year lag, while the regular series,

giving information on assessments conducted in a financial year,

emerge with a 2-3 year lag.

12. The argument here is analogous to the reasoning advanced in tax

incidence studies, where the point is made that all taxes (includ

ing corporation tax), are, in an important sense, borne by

individuals.

13. Bagchi (1975, pp. 42-49) provides a telling illustration of how

such misclassification can reduce the effective tax burden of an

individual with business income.

14. Of course, corporate profits which are actually not distributed

(that is, undistributed corporate profits as shown in company

accounts) should and are excluded from the estimate tof gross

personal incomes presented by the CSO.
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15. Thus, for example, in Case 3 for urban India in 1975-76, the total

of deductions, HRA deduction and employers' contribution to

provident fund together amounted to 24 per cent of gross salary

income, as computed to an assumed deduction of 10 per cent for

depreciation against business income.



Black Income Generation in

the Sugar Industry :

A Case Study

1. Introduction

The last three chapters dwelt on the scale of black income

generation in the economy as a whole. In this chapter we

shift our attention to a single commodity, sugar. The reasons

for this shift are as follows. First, it will help illustrate the

methods of black income generation deployed, some of which

may be specific to sugar, while others are more generally pre

valent. Second, it can throw light on the causal factors spurr

ing black income generation. Third, the methods of estimat

ion developed for the sugar industry may be of interest in

themselves as well as examples of approaches which may be

mounted for other commodities and sectors. Fourth, the

chapter shows how difficult is the task of estimating black

income generation, even at the level of a single, relatively
homogeneous, commodity.

The choice of sugar as a case study has been influenced

by a number of factors. First, as Table 6.1. L indicates, sugar

figures prominently both in the output of registered manu

facturing and in private final consumption expenditure.

Second, the commodity has important links with agriculture

through its major input, sugar-cane. Third, the sugar industry

has, since its infancy, been subject to varying degrees of
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TABLE

Relative Standing of Sugar-Induslry in the Economy as a whole

Year Output

of sugar

(lakh tons)

Free

market

wholesale

price of

sugar

(Rs/ton)

Registered manufacturing

Value of

output

of sugar

(Col. 2 x

Col. 3)

As a per

centage

of value

of output

in food

Standing

of sugar

in regist

ered

manufa-

(Rs crore) products during

(1)

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

(2)

37,40

31.13

38.73

39.48

47.97

42.62

48.40

64.61

58.41

38.58

51.48

(3)

1839.1

2252.0

3048.6

3900.9

4381.1

4555.0

4349.4

4279.9

2992.8

—

—

(4)

687.79

701.05

1190.98

1540.08

2101.57

1941.34

2104.91

2765.31

1748.21

—

—

(5)

25.72

25.68

—

35.09

47.27

38.62

39.17

43.33

25.59

—

—

9

10

_

6

6

7

7

7

9

—

—

Source: 1. Column (2) from National Federation of Co-operative

Sugar Factories (1982), Co-operative Sugar Directory and

Year Book, 1981.

2. Column (3) from Ministry of Agriculture and Irrigation,

Directorate of Economics and Statistics (1980), Indian

Agriculture in Brief.

3. Column (5) is calculated from value of output of sugar in

Column 4, value of output of food-product from Govern

ment of India, CSO (1983) National Accounts Statistics

1970-71 to 1980-81.

4. Columns (6), (7), (9), (10), (11) and (12) are from Govern

ment of India, CSO (1983).

5. Column (8j calculated from value of output of sugar-cane

and value of output of agriculture found in Government

of India, CSO, (1V83j.

6. Columns (13) and (14) are from Report on Currency and

Finance (RBI). Various Issues.
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6.1.1

. industry: a case study

Agriculture

Value of

out put

sugar

cane (Rs

crore)

(7)

1036.79

1235.57

1681.88

1851.43

2028.23

1948.29

2127.17

1998.83

1788.27

2540.71

4075.17

As a

per

cent

age of

total

value

of

output

(8)

691

6.72

8.31

6.76

6.72

6.94

7.34

6.02

5.31

7.27

9.12

Stand

ing of

sugar

cane in

Agricu

lture

(9)

4

3

3

4

3

3

4

4

4

4

3

Private

tion

Sugar

(Rs

crore)

(10)

1325

1822

2259

2473

2429

2477

2782

2366

2704

4451

5811

147

final consump- Wholesale price

expenditure Index

As per

centage

of total

(H)

4.5

5.7

4.5

6.4

4.7

4.7

5.1

3.8

4.0

6.0

6.5

= 100)

Stand- Total

ing of

sugar in

total pri

vate final

expend

iture

(12) (13)

9 —

7 105.6

7 116.2

7 139.7

8 174.9

8 173.0

8 176.6

10 185.8

12 185.8

8 217.6

8 257.3

(1970-71

Sugar

(includ

ing

khand-

sari

and

gur

(14)

141.2

188.0

192.4

199.8

213.5

217.5

185.4

146.8

231.3

376.9
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government regulation.1 This holds out the possibility of

investigating links, if any, between controls and black income

generation at the level of an individual commodity.2 Finally,

the homogeneous character of sugar makes the very difficult

task of estimation of a time series of black income generation

a little more tractable.

The outline of this chapter is as follows. Section 2 presents

a capsule history of the sugar industry in India. Section 3

gives a qualitative account of some of the mechanisms used to

generate black income in the industry. The subsequent section,

which is the heart of the chapter, describes the methodology

for and results of estimating suppression of sugar output to

generate black incomes. Section 5 deals with black income

generation through the underweighment of cane. The chapter

closes with a summary of estimates and conclusions. A much

more detailed account, especially of the material in Sections 4

and 5, is contained in Appendix 3 to this report.

2. The Sugar Industry in India: A Capsule History

Cultivation of sugar-cane and the conversion of its juice to

sugar has apparently been going on in India for over a

thousand years. According to Bagchi (1975), India annually

exported significant quantities of unrefined sugar upto the

middle of the 19th century. The development of the beet-

sugar industry in some parts of the world, together with the

adoption of a policy of free trade in sugar by the British

Government contributed to the decline of India's sugar

exports. Even though small quantities of refined sugar

were always imported, there was a sudden spurt in this

activity after 1885, as foreign sugar (from both beet and sugar

cane) benefited from technical advances and export subsidies.3

Despite rising imports of refined sugar, the cultivation of

sugar-cane and its conversion to sugar continued in India.

But, up until the First World War, the growth of the sugar

industry was slow and the capacity of individual cane-pro

cessing units remained small. For a number of historical

reasons, whatever growth occurred was concentrated in Bihar.

The advent of the First World War led to a sharp decline

in sugar imports and a corresponding increase in domestic
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cultivation of sugar-cane and sugar production. This process

of war-induced import substitution was, to some extent,
constrained by the availability of the necessary machinery.

In 1919, the Indian Sugar Committee was set up to advise
on all aspects of the development of the sugar industry in

India. But there was little action on their recommendations
until 1931. Bagchi (1975) points to several factors which mili

tated against rapid growth of the industry during these years.

First, the duty on sugar was raised sharply for revenue

reasons. Second, the period witnessed a decline in world

sugar prices, which undermined the competitive position of

Indian sugar. This was compounded by the rising price of
sugar-cane as the war-spawned sugar mills competed against

each other for sugar-cane. Finally, unlike most other sugar-

producing countries, the absence of worthwhile Government-

backed research on development of improved varieties of
sugar-cane retarded the growth of the industry.

The situation changed dramatically in 1931 when the
Indian Tariff Board recommended protection of the domestic
sugar industry for fifteen years, a recommendation which

was enacted in the following year. Table 6.2.1 records the

almost immediate impact on the output of sugar-cane and
sugar. The global depression of the 1930s also helped by

reducing the price of imported machinery. The relative

profitability of sugar-cane cultivation was further enhanced

by the generally depressed state of other agricultural prices.

The ensuing boom in sugar-cane production also accelerated
the diffusion of improved cane varieties, resulting in further
productivity increases.

The next phase of growth of the Indian sugar industry
started in the mid-1950s, with the rapid growth of the co

operative sector (with Government help) in Western and

Southern India. These areas witnessed the emergence of new

sugar-cane varieties with higher sugar content and higher

sugar-cane yields per acre. Costs declined as a consequence

and those regions (composed notably of Maharashtra, Andhra

Pradesh and Karnataka) came to be known as low-cost areas,

compared to the older, high-cost sugar producing areas of

the North (consisting of Bihar and Uttar Pradesh).
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TABLE 6.2.1

INDIAN SUGAR STATISTICS

Area, Production & Yield of Sugarcane, Factories in Operation,

Duration, Crushing Capacity, Cane Crushed, Percentage of

Cane Crushed by Factories, Sugar & Molasses Production

From 1930-31

Year Area Produc-

under tion of

sugar sugar

cane cane

(000 ('000

Acre) tonnes)

(1) (2)

1930-31 2,825

1931-32 3,077

1932-33 3,425

1933-34 3,422

1934-35 3,602

1935-36 4,154

1936-37 4,621

1937-38 4,043

1938-39 3,281

1939-40 3,125

1940-41 3,996

1941-42 2,956

1942-43 3,073

1943-44 3,617

1944-45 3,547

1945-46 3,210

1946-47 3,528

1947-48 4 056

1948-49 3,752

1949-50 3,624

1950-51 4,217

1951-52 4,792

1952-53 4,272

1953-54 3,485

1954-55 3,994

1955-56 4,564

(3)

36.354

44,011

51,950

53,297

55,218

62,185

68,401

56,533

43,792

40,145

51,978

38,515

46,005

52,741

49,558

47,273

50,568

58,170

48,690

49,380

54,823

59,227

49,004

43,182

56,026

58,384

Yield

ofcane

per acre

(tonnes)

(4)

13.0

14.3

15.2

15.6

15.3

15.0

14.8

14.0

13.3

12.8

13.0

13.0

15.0

14.6

14.0

14.7

14.3

14.3

13.0

13.6

13.0

12.4

11.5

12.4

14.1

12.8

No- of

facto

ries in

opera

tion

(5)

20

31

56

111

128

135

137

136

139

145

148

150

150

151

140

145

160

134

137

139

139

140

134

134

136

143

Average

duration

(days)

(6)

—

138

103

104

126

138

112

83

129

113

85

101

117

98

93

98

110

101

92

101

132

113

86

132

145

Average

capacity

(tonnes

per day)

(7)

—

—

481

500

545

644

685

722

673

778

750

698

762

762

755

768

755

815

808

855

873

938

952

926

958

980

Total

cane

crushed

(•000

tonnes)

(8)

1,339

1,814

3,404

5,240

6,655

10,045

11,876

10,075

7,117

13,342

11,492

8,155

10,586

12,333

9,493

9,510

9,497

11,014

10,758

10,024

11,348

15,889

13,216

9.778

15,759

18,642

•Provisional.

Source: National Federation of Co-operative Sugar Factories (1982),

Co-operative Sugar Directory and Year Book, 1981.
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%age

of cane

Total

: sugar

crushed pro-

by fac

tories

to total

(9)

3.68

4.12

6.55

9.83

12.05

16.15

17.86

17.32

16.25

33.23

22.11

21.17

2301

22.38

19.16

20.12

18.78

18.93

21.07

20.30

20.70

26.82

28.98

22.64

28.13

31.93

duc-

tion

Recove

ry of

sugar %

cane

! ('000

tonnes)

(10)

120

161

295

461

578

934

1,128

946

661

1,242

1,113

790

1,088

1,236

969

959

935

1,092

1,017

995

1,100

1,474

1,277

985

1,566

1,834

(11)

896

8.63

8.88

8.80

8.69

9.29

9.50

9.39

9.29

9.31

9.70

9.69

10.28

10.02

10.21

10.09

9.85

9.91

9.91

9.93

9.99

9.57

9.98

10.08

9.93

9.83

■ Mola- Mola- Year

sses

pro

sses

cane

duction

('000

tonnes)

(12)

—

—

132

193

232

336

414

356

246

493

431

298

375

446

333

333

323

417

379

363

387

598

501

338

606

736

(13)

—

3.85

3.89

3.68

3.50

3.33

3.48

3.53

3.46

3.69

3.76

3.65

3.54

3.61

3.51

3.61

3.49

3.78

3.69

3.62

3.60

3.91

3.85

3.46

3.75

3.94

%

(14)

1956-57

1957-58

1958-59

1959-60

1960-61

1961-62

1962-63

1963-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81*

Area

under

sugar

cane

(000

Acre)

(15)

5,057

5,080

4,803

5,220

5,968

6,066

5,540

5,557

6,432

7,008

5,687

5,057

6,257

6,792

6,462

5,907

6,058

6,800

7,151

6,825

7,082

7,786

7,630

6,449

6,543

Produc

tion of

sugar

cane

('000

tonnes)

(16)

65,944

65,948

68,346

74,0 J 6

110,001

103,967

91,913

104,225

121,909

123,990

92,826

95,500

124,682

135,024

126,368

113,579

134,866

140,805

144,289

140,604

153,007

171,966

151,655

128,833

150,522

Yield

ofcane

per acre

(tonnes)

(17)

13.0

13.2

14.5

14.2

18.4

17.1

16.6

18.8

18.9

17.4

19.3

18.9

19.9

19.9

19.6

19.2

20.6

20.7

20.2

20.6

21.6

22.7

20.3

19.9

?3.0
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No.

of fac

tories

in ope

ration

(18)

147

158

164

168

174

180

186

* 194

* 198
200

200

200

205

215

215

220

228

229

246

252

270

287

298

300

315

Ave

rage

dura

tion

(days;

(19)

150

129

118

138

166

148

106

22

153

159

96

97

152

174

139

107

133

135

140

116

125

165

140

86

104

Average

capacity

(tonnes

per day)

)

(20)

1016

1040

1082

1131

1172

1144

1151

1185

1204

1253

1229

1273

1320

1333

1394

1437

1460

1491

1534

1563

1578

1551

1562

1651

1719

Total

cane

crush

ed

(000

tonnes)

(21)

20.536

19,438

19,187

24,041

31,021

27,946

20,799

25,716

33,454

36,512

21,637

22,638

37,699

45,701

38,205

31,015

40,407

42,278

48,435

41,880

48,819

67,329

59,717

39,050

51,584

of cane

crush

ed by

facto

ries to

total

(22)

31.14

27.67

32.48

28.20

26.88

22.63

24.67

27.44

29.45

23.81

23.70

30.24

33.85

30.23

27.31

32.36

30.03

33.57

29.79

31.91

38.05

37.56

30.31

34.27

Total Recove-

sugar ry sugar

produ- %

tion

('000

tonnes)

(23)

1,998

1,946

1,889

2,384

3,021

2,729

2,139

2,573

3,222

3,541

2,151

2,248

3,559

4,262

3,740

3,113

3,873

3,948

4,797

4,262

4,840

6,461

5,841

3,858

5,148

cane

(24)

9.73

10.01

9.84

9.92

9.74

9.76

10.28

10.01

9.66

9.70

9.94

9.92

9.44

9.33

9.79

10.03

9.57

9.34

9.90

9.83

9.91

9.59

9.78

9.88

9.98

Mola

sses

produc

tion

('000

tonnes)

(25)

768

732

720

916

1210

1086

749

964

1344

1530

838

867

1671

2004

1611

1228

1694

1831

2012

1703

2059

2971

2537

1582

2126

Mola

sses

%cane

(26)

3.73

3.78

3.75

3.81

3.99

3.91

3.63

3.74

4.00

4.17

3.81

3.11

4.46

4.47

4.22

3.96

4.19

4.28

415

4.07

4.22

4.41

5.25

4.04

4.12
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This brief historical sketch highlights the positive role

played by government intervention at various stages of the

growth of the sugar industry during the last fifty years.

However, periods of rapid growth created their own problems,

which then required further government intervention to
protect the interests of the sugar industry. To understand

this, it is necessary to first grasp some of the other complica

tions inherent in the structure of production and sale of
sweeteners as a group.

Sugar-cane, in addition to being the key input for sugar

production, is also required for the production of gur and

khandsari. These are inferior substitutes for sugar and

compete for the sugar-cane that would otherwise go to the

sugar mills. The distribution of sugar-cane among its compet

ing uses is governed by the relative prices of sugar and its

inferior substitutes. When sugar prices increase, consumers

shift in favour of gur and khandsari leading to an improve

ment in their capacity to draw a larger share of sugar-cane

output. This phenomenon is known as "diversion".

The periods of rapid growth in sugar production, noted

earlier, have been associated with surges in acreage under

sugar-cane. Periods of rapid growth have typically glutted

the markets for sweeteners, depressed prices and included

reductions in supply of both sugar and sugar-cane, which, in

turn, have engendered subsequent scarcities and higher prices

leading to the next cycle of fluctuations.

Until the 1970s the bulk of sugar production was in the

high-cost regions. Mills in these areas found it difficult to

compete with low-cost areas on the one hand and the

inferior sugar substitutes on the other. This led, in the mid-

1960s, to the institution of dual pricing in sugar in order to

avoid the collapse of the sugar industry in the high-cost

regions and the associated political backlash. The present

policy consists of various forms of controls on output, pricing

and distribution of sugar (and sugar-cane). Around these

controls have evolved various mechanisms of black income

generation.
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3. The Anatomy of Black Income Generation in Sugar

The major activities related to the production and sale of

sugar are:

a. purchase of raw material, that is, sugar-cane;

b. extraction of sugar from sugar-cane, that is, manufac

ture of sugar; and

c. sale of sugar.

Each of these activities is subject to controls and regula

tions. There are different mechanisms for the generation of

black incomes at each of these stages.

a. Black incomes via purchase of raw material. Sugar-cane,

the principal input into production of sugar, constitutes

roughly 70 per cent of the cost of production of sugar. The

cultivation of sugar-cane is largely confined to small farmers

and this makes possible the exercise of local monopsony

power by the mills. This monopsony power has been some

what curtailed by the emergence of unions of sugar-cane

suppliers. However, it is reported that unions are often

controlled by the mills themselves through the rich farmers

and traders.

One of the mechanisms of black income generation relat

ing to sugar-cane stems from the fixation of a minimum price

that the mills are required to pay to the farmers. The other

method which is prevalent is independent of any control or

regulation, namely, through under- and over-weighment of

sugar-cane.

A factory cannot show on its books a price lower than

the State-advised minimum. Thus, under-payment is resorted

to through intermediaries/agents of the management of the

mills. The difference between the amount actually paid to

the farmer and the minimum price is black or unreported

income. Quite clearly, a farmer would be unwilling to accept

a price that he could obtain from a gur or a khandsari pro

ducer in his area and this acts as a floor to the underpayment.

Underpayment may be directly made by the mills on the

pretext that the cane has dry matter, etc. This amounts to

cheating the farmer but not necessarily to generation of black
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income since this mechanism would raise the profitability of

the mill and taxes would have to be paid.

Under-weighment of sugar-cane may be resorted to at the

point of its entry into the mill. The Excise Department is

supposed to check the weighbridges and scales. However,

this is only done periodically. The under-weighment would

lead to an increase in the profitability of the factory, unless,

a corresponding amount of the output is also not declared.

Secondly, under-weighment may be accompanied by the issue

of bogus receipts of supply of sugar-cane in the names of

agents of the management. In either of these cases, black

incomes would be generated. The use of bogus receipts in

itself would amount to over-weighment since it would tend

to artificially increase the amount of sugar-cane purchased.4

b. Black incomes via manufacture of sugar. The output of

sugar is monitored by the Excise Department which levies

duty on production and effectively regulates the monthly

release of sugar into the markets. If a certain portion of the

output escapes the excise net, not only does it not pay duty

but the entire proceeds of this sale becomes the management's

undeclared profit (and hence black income).

Here, the motivation is not just evasion of excise duty but

a skimming-off of profits from the firm's (or the cooperative's)

profit-and-loss account. The cost of manufacture of the

undeclared output gets loaded on to that of the declared

output. Thus, if output suppression is at all possible, the

gains from it may result from factors other than the rate of

excise duty. In these circumstances, it is the possibility of

successful evasion which may be as important as the rate of

duty for an explanation of underreporting of output.

Output suppression in the sugar industry could result

from removal of sugar from the godowns without following

proper procedures and without obtaining the requisite permits

for moving su^ar. Other things remaining the same, this

would imply a lower recorded recovery percentage of sugar

from sugar-cane. For the operation to be successful, various

records at the intermediate stages of production, where the

sugar content of juice is measured, would have to be doctored.

This may be possible since all chemical analysis is done
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centrally in the laboratory. However, it may be easier to

just show a lower weight of input material so that the

recovery percentage does not have to be fudged at various

stages of production. From the point of view of the manage

ment, under-weighment also has the advantage that it does

not involve them in deceiving the factory; it is the farmer

who loses.

At the output stage, various other raw materials are used

and by-products generated. Compared to the value of sugar

cane purchased and sugar produced, these are of minor signi

ficance. However, it is generally believed that black incomes

are generaed in the case of sale and purchase of each of these

items. Among the by-products, molasses are the most impor

tant. The sales of molasses are governed by permits and are

apparently associated with generation of significant amounts

of black income. Labour is the other major input into sugar

production. Since the industry is of a seasonal nature, it

involves employment of much temporary labour during the

season. Reportedly, these labour contracts involve pay-offs

as well. It has been suggested that 5-10 per cent of all cont

racts may be taken as the amount of unreported incomes

generated through purchases of inputs and sales of by

products.

c. Black incomes via sales of sugor. Sugar is sold through

the open market as well as through the public distribution

system. The government obtains supplies for the public dist-

bution system by imposing a levy on the mills. This sugar is

sold at regulated prices which are generally lower than the

free market prices. Thus, diversion of sugar from the public

distribution system to the free market allows a (black) profit

to be earned. Either the diversion may be outright, through

the use of bogus ration cards or through substitution by

inferior khandsari. No estimate for this has been attempted

here since independent data on consumption cf sweeteners

and for output of inferior substitutes were not available.

Black incomes are also generated through sales of sugar

in the open market. These sales are through auctions but it

appears that traders sometimes form rings to bid down prices.

Usually, prices are fixed at the level prevailing in the nearby
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major market (say, Bombay, Delhi, etc.) less transport

margin. However, this pattern makes little sense since the

sugar may be moving in the direction opposite to the market

from which prices may have been compared. For instance, if

sugar is to move from Kolhapur to Kerala, there is very little

sense in comparing the price with Bombay and allowing for

transport margin for moving the goods to Bombay. Appar-

enly, cuts are obtained by the managements for sales to the

traders' rings.

In the above discussion, some of the mechanisms of gene

ration of black incomes depend not so much on any controls

or regulations as on the possibility of getting away with busi

ness malpractices. Amongst the various ways of generating

black incomes in sugar industry, suppression of output is

likely to be the major one. In what follows, an attempt is

made to estimate this for the period 1961-62 to 1980-81 and

then to analyse the results in the context of controls and

regulations to understand if any links exist between them

and the generation of black incomes.

4. Estimating Suppression of Sugar Output:

A Physical Input-Output Approach

In principle, output suppression may be estimated either

directly or indirectly. Direct estimates would require the use

of Excise Department data on the extent of evasion detec

ted. Reliable evidence of this nature is unavailable. Hence

one is obliged to use indirect approaches. The most

promising indirect approach is to focus on a key input

used in sugar production, observe the inter-temporal profile

of the input-output ratio, estimate the input-output norm

that ought to prevail in the light of objective, technical and

economic factors, and attribute departures from this norm to

output suppression.

The most obvious candidate for such an input-based

approach is sugar-cane, with the sugar recovery percentage as

the key ratio. However, as noted earlier, sugar-cane is not

only an input for sugar production but also for the inferior

substitutes gur and khandsari. Furthermore, a certain portion
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of sugar-cane is used for seed, for feed and chewing;

there are no reliable estimates of these. Generally, a norm of

11 percent is used to estimate sugar-cane used for seed,

feed and chewing, while the amounts used for gur and

khandsari production are estimated as a residual: In effect,

no independent estimate of how much sugar-cane is used by

sugar factories is available. Thus, the application of the

observed recovery percentage to the factory-reported in

put of sugar-cane will not reveal evasion.

Alternatively, if an independent estimate of the recovery

percentage could be obtained, then, accepting factory records

on sugar-cane input to be correct could yield alternative

estimates of sugar output. Unfortunately, no standard re

covery percentage can be credibly computed. This is because

recovery percentages vary from factory to factory, season to

season and month to month.

After a careful consideration of a variety of inputs, it was

decided to focus on the use of energy as an input, especially

electricity, for sugar production to estimate associated input-

output norms, actual sugar output and, hence, the extent of

of sugar suppression.

a. The logic of the exercise. In summary, the application

of a physical input-output approach, based on energy use, to

estimating the extent of sugar output suppression involves

the following steps.

We first hypothesise that, in any given year, recorded

electricity use per unit of recorded sugar output depends on a

number of factors:

i. the technology of sugar production;

ii. the substitution of electrical for thermal energy in

sugar production;

iii. the changes in machine energy requirements due to

aging o\ plants;

i . the changes in recovery percentage of sugar from

sugar-cane;

v. the duration of the sugar-cane crushing season;

vi. stoppages of plant and machinery;

vii. the suppression of figures for electricity consumption;

and
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vii. the suppression of sugar output.

We then proceed to systematically allow for the first seven

factors and thus isolate the changes in recorded electricity

consumption per unit of recorded sugar output, which arc

attributable to varying levels of suppression of sugar output.

This, in turn, allows us to estimate the quantum of output

suppression in each of the years of our sample period, 1961-62

to 1980-81.

In this section we present a summary account of our

methodology and results. A much more detailed treatment is

available in Appendix 3 to this report. We begin with a brief

discussion of energy use in sugar production.

b. Energy use in sugar production. Energy is required for

production and sugar is no exception. Energy is used for a

variety of purposes and in a variety of forms. Thus, a small

amount of man-supplied mechanical energy is used for con

trolling and directing operations. Energy is also used for

transporting sugar-cane. However, our focus here is on the

direct energy requirements of the machines for converting

sugar-cane into sugar (this excludes losses incurred in trans

ferring energy from one part of the factory to another).

Machine energy requirements can be met either through

thermal or electrical energy. In the older sugar mills steam

was produced by burning bagasse (thermal energy) and then

used for driving crushers (creating motion, that is, mechani

cal energy) to obtain juice from sugar-cane. In the more

modern mills the steam is first used to run turbines (mechani

cal energy), which then drive generators to produce electri

city (electrical energy) and this is used to drive motors to

drive the crushers (mechanical energy).

In both cases thermal energy, obtained by burning

bagasse, is converted into mechanical energy to drive cru

shers. The intermediate conversion into electrical energy

in the modern mills is dictated by efficiency gains to be

reaped from using the steam to run a large turbine to gene

rate electricity in bulk instead of using it to run a number of

smaller turbines to drive the rollers of the crushers.

In all this, assuming that the crushing technology remains

more or less unchanged, the total energy requirement of
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machines per unit of sugar output remains unchanged. What
does happen is that the energy requirement of the machines
is met, in the more modern mills, by a smaller proportion of

energy input from outside the factory. In other words,

energy carried by steam is more fully utilised and the pur

chases of energy from outside (in the form of coal, fuel oil
and electricity) are correspondingly reduced.

Incidentally, electricity generated by the factories is some

times also supplied to local townships for lighting. The data
on this are separately available and can be subtracted from

the total generation of electricity to obtain the figures for
electricity consumpticn in the factory for the production of
sugar.

We turn now to a discussion, seriatim, of the principal
factors influencing the consumption of electricity per unit of
sugar output, which were listed on an earlier page. Electri

city consumption and output of sugar are presented in
Figure VI. 1.

c. Technological change in the sugar industry. Our work

ing assumption is that, measured in terms of machine energy

requirements per unit of sugar output, technical change in
the sugar industry in India in the period 1961-62 to 1980-81
was negligible. The basis for this assumption is as follows.

Table 6.2.1 indicates that the number of factories operat
ing changed little between 1935-36 and 1956-57. However, in
this period, installed capacity per factory increased consider
ably, from 644 tons per day (tpd) in 1935-36 to 1016 tpd in

1956-575. This increase resulted mainly from increases in
plant sizes through addition of machinery. As Bagchi (1975)
points out, most of the plant and machinery put in place
during this period was imported.

During the 1950s when manufacture of indigenous machi
nery was taken up, the Government asked the manufacturers
to standardise plant size at 1,000 tpd. This was subsequently
raised to 1, 250 tpd. As a consequence, if we examine the

plant sizes of new factories commissioned during 1955-56 to
1980-81, we find that up until 1964-65 plant sizes varied
between 813 tpd and 1270 tpd6. After 1964-65 an overwhelm
ing majority of plants were scaled at 1250 tpd. Furthermore
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many smaller size, older plants were modernised by adding

machinery and upgraded to 1,250 tpd capacity. In addition,

many factories of larger size were set up by erection of plants

in multiples of 1,250 tpd capacity. Thns, for the period under

consideration, plant size was largely standardised.

It could be argued that even if plant size remained largely

unchanged, machinery of different makes and varying effici

encies might have been involved. Thus we have to look at the

relative efficiency of plants of different brands. An analysis

of the data suggests that machines of different makes gave

roughly the same efficiency of extraction7.

Hence we can deem technology to have remained approxi

mately invariant during the period in question, not only

because plant sizes were largely standardised, but also because

the efficiency of plants of different makes were more or less

the same. With this meaning of a stable technology in the

sugar industry, we can now discuss the other factors that

influence electricity consumption per unit of sugar output8.

d. Substitution of electricity for thermal energy. We

argued above that technology has remained stable as indicated

by machine energy requirements per unit of sugar output.

But the period 1961-62 to 1980-81 witnessed substantial substi

tution of electricity for thermal energy in sugar production.

This occurred because the newer plants found it profitable to

convert the thermal energy associated with steam from

bagasse burning into electricity before driving the sugar-cane

crushers. Thus, the series for (recorded) electricity con

sumption per unit of (recorded) output of sugar shows an

increasing trend and so does the series for installed gene

ration capacity per unit of installed sugar-cane crushing

capacity (see Table 6.4.1).

If, as we have argued, the machine requirement of energy

per unit of sugar output has remained constant, and electri

city consumption per unit of sugar output has increased as a

result of substitution, then (other things being equal), sub

traction of the increased consumption of electricity (on

account of substitution) from the total consumption of elec

tricity should yield a constant figure for the remaining

consumption of electricity per unit of sugar output. The
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Year

TABLE 6 4.1.

Corrected Electricity Consumption per Unit of Output

Total number

of factories

reporting

Total Number of

instalied factories

capacity working in

(KW) the year

Proportionate Installed

installed super-cane

generating crushing

capacity capacity

(KW) (tons/day)

(2) (3) (4)

1960-61

1961-62

1962-63

1963-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

Source:

99

98

95

100

109

141

134

136

140

140

136

145

143

149

163

178

209

274

216

227

70134

80080

99311

102229

119104

166723

172145

183345

195298

201511

215531

224202

236027

270213

300636

364640

435254

425863

470518

496314

(5) (6)

160

186

194

198

200

200

200

205

213

215

220

228

229

246

252

270

287

298

200

318

163687

169070

202803

202413

238208

236557

256733

276322

299922

320213

344078

352538

377973

446123

465087

553106

597693

593998

653497

688718

203926

205920

214086

229690

238392

250600

245800

254600

270600

286595

299710

316140

332680

341457

377364

393876

426060

445237

465476

495300

541485

1. Columns (4), from Table 6..2.1. "

2. Column (5), calculated using columns (2), (3) and (4); col.

3. Column (6), calculated from Table 6. 2.1.

4. Column {U), from Central Excise and Customs, Directo
rate of Statistics, and Intelligence, Statistical Year Book
Central Excise, Vol. 1, Various issues from 1970-71 to
1980-81.

5. Column (2), (3) & (9), from Public Electricity Supply,
All India, State General Review for Relevant Years.
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Ig
(col. 5.

/col. 6.)

(7)

0.7059

0.7897

0.8822

0.8491

0.9506

0.9624

1.0092

1.0211

1.0465

1.0684

1.0884

1.0591

1.1078

1.1822

1.1808

1.2982

1.3427

1.2761

1.3194

1.2719

Index ofIg

1961-62 =

100)

(8)

1.000

0.992

1.108

1.064

1.194

1.209

1.268

1.283

1.318

1.342

1.367

1.331

13.91

1.486

1.454

1.631

1.687

1.603

1.658

1.598

Total

electricity

consump

tion in

industry (Px

(million

(KWH)

(9)

287.960

312.285

339.267

360.174

430.632

428.350

395.035

459.700

612.440

679.890

623.423

660.832

706.760

866.163

849.851

1042.602

1091.247

1299.458

1144.417

1131.738

Pi/lr-P
col.2-r

col. 3)

million

) (KWH)

(10)

287.96

314.74

306.19

337.55

360.63

354.25

311.64

350.30

465.73

806.62

456.08

496.49

508.07

583.27

572.67

639.26

646.98

810.64

690.23

708.22

Output in

the fiscal

year (O)

(lakh tons)

(11)

28.36

25-67

25.05

29.00

33.99

27.43

22.40

27.19

40.31

45.23

34.41

36.68

37.36

47.26

46.32

46.67

51.80

62.31

47.06

49.73

P/o col

10+

col. 11.

(12)

10.157

12.261

12.223

11.640

10.611

12.918

13.908

13.170

11.501

11.201

13.283

13.536

13.603

12.337

12.337

13.697

12.487

13.010

14.606

14.241



THE SUGAR INDUSTRY : A CASE STUDY 165

subtraction of the substitution-related electricity consumption

is done in the calculations shown in Table 6.4.1, on the

assumption that this amount is proportional to the increased

installed electricity generation per unit of installed sugar-cane

crushing capacity. In other words, if the figures are deflated

by the index (Ig) of the ratio of installed generating capacity

in the industry to the installed sugar-cane crushing capacity

in the industry, then the resulting, "modified" series for

electricity consumption per unit of output ought to be cons

tant, provided other things remained unchanged.

Other things, of course, changed during this period. And

we turn now to gauging and "netting out" the influence of

other factors on electricity consumption per unit of output.

e. The influence of aging of sugar plants, The average age

of sugar machinery is a factor that can affect the efficiency of

plants. As machinery ages, and in spite of maintenance,

efficiency usually declines as a result of wear and tear, cumu

lative small changes in tolerances and increased breakdowns.

In sugar this would be reflected in increased consumption of

machine energy per unit of output. Table 6.4.2 gives the

data on the number of factories in operation and their averaae

installed crushing capacity per day in each of the years. Thus

we know how much new crushing capacity was brought into

operation each year. We noted earlier that there was an

upsurge in the number of sugar factories in the period

1930-31 to 1934-35. From this we deduce that in 1950-51 the

average age of sugar plants was about 17 years. In each

succeeding year the new crushing capacitv added is taken to

be one year old, while the average age of the already existing

crushing capacity is advanced by a year. A weighted average

of the age of the crushing capacity is presented in Table 6.4.2

both in absolute terms as well as in index-form (Ia).

f. Recovery of sugar from sugar-cane. The sugar content

of sugar-cane varies for a number of reasons including

different varieties of cane and weather conditions. If there is

more sugar content in the juice extracted from cane, then

with the same expenditure of energy more sugar would be

recovered—other things equal. In other words, energy con

sumption per unit of sugar output would be lower. The data
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TABLE 6.4.2

Age Profile of Sugar Mills Crushing Capacity

Fiscal

year

(1)

1950-51

1951-52

1952-53

1953-54

1954-55

1955-56

1956-57

1957-58

1958-59

1959 60

1960-61

1961-62

1962-63

1963-64

1964-65

1965-66

1966-67

1967-68

1868-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

Number of

factories in

operation

(2)

139

140

134

134

136

143

147

158

164

168

174

180

186

194

198

:oo

200

200

205

215

215

220

228

229

246

252

270

287

298

300

315

Average

capacity

(tons per

day)

(3)

873

938

952

926

958

980

1016

1040

1082

1131

1172

1144

1151

1185

1204

1253

1229

1273

1320

1333

1394

1437

1460

1491

1634

1563

^578

1551

1562

1651

1719

Total crush

ing capacity

(per day)

col. 2 x

col. 3)

(4)

121347

131320

127568

124084

I30288

140140

149352

164320

177448

190008

20 928

205920

214086

229890

238392

250600

245800

254600

270600

286595

299710

316140

332880

341439

377364

393876

426060

445137

465476

495300

541485

Age pro

file (years)

(5)

17.00

16.70

17.67

18.63

18.69

18.19

17.91

17.11

15.74

15.63

15.53

16-37

16.71

16.54

16.87

17.02

18.19

18.46

18.35

18.25

18.33

18.23

18.13

18.67

17.89

18.14

17 77

18.01

18.22

18.12

17.57

Age index

IA (1960-

61 = 1.0)

(6)

—

—

—

—

—

—

—

—

_

1.000

1.054

1.076

1.065

1.086

1.096

1.171

1.189

1.182

1.175

1.180

1.174

1.167

1.202

1.152

1.168

1.144

1.160

1.173

1.167

1.131

Source: 1. Columns (2) and (3), refer to Table 6.2.

2. Column (5), calculated as per the text-
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on recovery percentages is given in Table 6.2.1 From this

we derived an index of recovery percentage (Ir).

g. Duration of the sugar-cane crushing season. The dura

tion of the crushing season of sugar industry also influences

energy consumption. These data also appear in Table 6.2.1.

However, the data refer to the standardised day of 22 hours

and not to the actual number of days for which the factories

operated. For this, data were collected on the All India

average hours lost as a percentage of total hours available

(see Table 6.4.3). The data from Table 6.2.1 on the average

number of days of factory operations were corrected by the

figures for percentage hours lost to obtain the average uumber

of days of actual factory running during the year, Given

that the sugar industry has a seasonal character, plant and

machinery is designed for a certain optimum number of days

of operations. If the plant is run for either a shorter or a

longer duration than the optimum, then the energy con

sumption per unit of output is likely to increase. In the

former case, this would be the result of (a) overheads being

spread over a smaller amount of output, and (b) factory

operation over the coldest parts of the crushing season. In

the latter case, the reason would be overloading of plants

and the consequent higher wear and tear of machinery which

would cumulatively add up during the later part of the season

to cause larger numbers of plant breakdowns. Such break

down are distinct from any stoppages due either to shortage

of raw material or breakdown on account of the age of

machinery.

If an index of the actual number of days of factory opera

tions (In) is constructed, then energy consumption per unit

of output would be minimum at the In corresponding to the

optimum. This has been taken to be the average number of

days of factory running (162.5 days) in the period 1960-61 to

1980-81 and normalised at unity. Then energy consumption

per unit of output may be taken to be an increasing function

of (1 + In — 1). This is given in Table 6.4.3.

h. Stoppages of machinery and plant. The hours lost ts a

percentage of hours available (in index form, Ih) would be
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TABLE 6.4.3

Number of days of Factory Running Corrected for Hour* Lost—

Converted to Fiscal Year

Year Sugar

/ear

number

ofdays

of effec

tive

running

(1)

1960-61

1961-62

1962-63

1963-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

(2)

166

148

106

122

153

159

96

97

152

174

139

107

133

135

140

116

125

165

140

86

104

Per

cent

hours

lost in

sugar

year

(3)

17.20*

16.70

16.67

17.39

15.89

20.00

24.10

19.00

17.18

18.20

18.90

17.80

17.80

17.20

17.00

17.60

19.30

21.00

36.75

28.71

Corre

cted

for

hours

lost

(actual

days

(4)

—

178

127

146

185

189

120

128

188

210

170

132

162

164

169

148

152

204

177

136

146

Days of

running

upto

March

31

(5)

135

135

127

135

135

135

120

128

135

135

135

132

135

135

135

135

135

135

135

135

135

Extra

after

March

31 (

(Col. 4

Fiscal

year

days

of

opera-

Index

of In

col. 5)

(

- col 5) tions (N)

(6)

—

43

0

11

50

54

0

0

53

75

35

0

27

29

34

5

17

69

42

1

11

(7)

._

—

170

135

146

185

174

128

135

188

210

167

135

162

164

169

140

152

204

177

136

—

—

1.049

0.833

0.901

1.242

1.074

0.790

0-833

1.160

1.296

1.031

0.833

1.000

1.012

1.043

0.864

0.944

1.259

1.093

0.840

14-/

14-1/

(9)

—

—

1.049

1.167

1.099

1.142

1.074

1.210

1.167

1.160

1.296

1.031

1.167

1.000

1.012

1.043

1.136

1056

1.259

1.093

1.160

Notes: * Approximate

Source: 1. Column (2), from Table 6. 2.1

2. Column (3), Indian Sugar Mills Association, India Sugar

Year Book. Various Issues.

3. Column (A), calculated using Columns (2) and (3).

4. Column (5), as in the text.

5. Column (7), calculated by using column (6) and column
(5) [col. 7 = (6) for year t + col. (5) for year (t +1)].

6. Column (10), refers to Table 6.2.1.

7. Columns (11) and (12) are calculated using columns (5),
(6), and column (10).

8. Column (13), calculated using columns (5), (6), (11) and

(12).

9. Column (15), calculated using columns (3), (5) and (6).

10. Column (17), refer Table 6. 2.1



thb sugar industry: a case study 169

Recovery Recovery Recovery Fiscal Index Per cent Index
per cent per cent per cent year of re- hours of hoi

tn sugar

year

upto after reco- covery lost in
March 31 March 31 very percent fiscal

(X) (.9X) percent [(Ir)6m year

=Ir]

of hours

lost in

fiscal

year in

16.3%

In=1.000

Uln

fiscal

year

U0) (12) (13) (14) (15) (16) (17)

9.74

9.76

10.28

10.01

9.66

9.70

9.94

9.92

9.57

9.56

9.84

10.03

9.57

9.34

9.94

9.83

9.91

9.59

9.78

9.88

9.98

—

10.00

10.28

10.09

9.93

9.99

9.94

9.92

9.85

9.91

10.05

10.03

9.73

9.51

10.10

9.87

10.02

9.93

10.02

9.89

10.08

—

9.00

0.00

9.08

8.94

8.99

0.00

0.00

8.86

8.92

9.04

0.00

8.76

8.56

4.13

1.88

9.02

8.93

9.02

8.90

9.05

—

—

9.96

10.09

9.87

9.71

9.65

9.92

9.85

9.61

9.65

9.82

9.73

9.39

9.86

9.72

9.98

9.63

9.65

9.68

10.05

—

—

1.061

1.075

1.051

1.033

1.026

1.056

1.049

1.023

1.028

1.046

1.036

1.000

1.050

1.035

1.063

1.047

1.028

1.031

1.070

—

16.78

16.67

17.34

16.30

18.72

24.10

19.00

17.64

17.81

18.75

17.80

17.80

17.31

17.04

17.58

19.11

20.43

33;O1

28.77

—

1.029

1.023

1.064

1.000

1.148

1.479

1.166

1.082

1.093

1.150

1.092

1.092

1.062

1.045

1.079

1.172

1.253

2.025

1.765

—

1.029

1.023

1.063

1.000

1.148

1.479

1.166

1.052

1.093

1.150

1.092

1.092

1.062

1.045

1.079

1.172

1.253

2.025

1.765
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another factor affecting input of energy per unit of output.

The reason is that most new plants have teething troubles

and have to stop for reasons other than wear and tear.

Further, plant may also be stopped due to shortages of raw

materials. Each stoppage implies loss of heat because boilers
and generators have to be maintained at a minimum level of

functioning and other machinery has to be allowed to cool or

to stop for repairs, etc. Stoppages may lead to loss of mate

rial in process or may require extra expenditure of energy to

maintain the temperatures in different parts of the plant.

Lastly, energy is also required to heat the plants back to

optimum temperatures before starting the process after a

stoppage. In all these cases, the energy consumption per unit

of output would go up.

i. Doctoring of data on electricity consumption, Earlier in

this chapter we listed eight factors which influence the

reported electricity consumption per unit of recorded sugar

output. The six factors discussed thus far have been of a

technical nature, while the remaining two depend on mani

pulations, if any, resorted to by the industry.

Electricity consumption in sugar production is the sum of

own generation by the industry and purchases from the State

Electricity Board. In either case, if purchases/uses are

suppressed, then it would have to be done systematically by

adjusting the relevant counters and meters. In neither case is
such doctoring likely to be seasonally adjusted. So, it would

simply that in both cases estimates of sugar output suppre-
sion based on recorded electricity consumption would be
biased downward.

However, the doctoring of electricty consumption data is
unlikely to be widespread for two reasons. First, the value

of electricity purchased from the State Electricty Boards is a

tiny fraction of the total value of inputs into sugar product

ion. Data from the 1973-74 Annual Survey of Industries

suggest that such purchases amounted to less than 0.1 per

cent of the average value of output per factory. Thus the

monetary gain to owners and managers from doctoring the

meters in connivance with ultility officials appears to be too
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small to be worth the risk. Second, most of the industry's

electricity needs are met from self generation. Since this is a

by-product, no valuation or payment is required. Thus,

suppression of these figures leads to no direct monetary gain.

It might be argued that from 1978-79 an electricity genera

tion duty was imposed by the Centre (on behalf of State

Governments) and this could have induced tampering with

the electricity data. But, in most cases, this duty amounted

to a few thousand rupees per factory and was not a credible

reason for doctoring electricity consumption.

Finally, we could entertain a collusive theory of deliber

ately doctoring electricity consumption figures to show an

unchanged input-output relationship. However, in the

absence of well-established and recongnised electricity input

norms for the industry, the trouble of suppressing electricity

consumption, in a manner which is systematically related to

sugar output suppression, seems to be hardly worth the

effort.

So, we assume that the our electricity consumption data

are not doctored by the industry.

j- Suppression of sugar output. Finally, if there is evasion

of output, then the consumption of energy per unit of reported

output would be higher. There is no direct evidence on this.

Indeed, the purpose of this entire exercise is to estimate such

evasion. We hypothesise that each of the technical factors

(discussed above) affecting the machine energy consumption

per unit of sugar output is largely independent of each other.

Fvrther, the extent of sugar output suppression is unlikely to

depend on these technical factors. Instead, it is likely to be

governed by prices, profitability, ease of evasion and so forth.

Thus, evasion is unlikely to depend on the variables Ia, Ir, Ih,

and In. So, if the relationship of these factors with electricity

consumption (corrected for substitution of thermal energy)

per unit of output, P/O, is estimated, then, by hypothesis,

fluctuations in P/O may be attributed to output suppression.

k. The model : a summary9. As discussed in previous

sub-sections, the machine requirement of energy (E) for

sugar production (O) can be split up into two components,

thermal (T) and electrical (P). Recall that Ia is the index of



1^2 ASPECTS OF THE BLACK ECONOMY IN INDIA

average age of plants, Ir is the average recovery percentage,

In is the index number of days of factory operation and Ih

is the index of hours lost as a percentage of hours available.

On the basis of our earlier discussion we can then write

E = F (O, In, Ir, In, Ih) (6.1)

and

E = T + P. (6.2)

For simplicity, we choose a multiplicative form of the
function F, so that

E = CO ai. Ia aUr «». (+ /IN-1/) a4.Ih« 5 (6.3)

where C is a constant term.

Now, our assumption that sugar production technology is
constant implies that oci = l.

And holding other variables constant, we obtain

8E 8(T + P)

e"5 = ~e o— = constant (6-4)

Furthermore, it is shown in Appendix 3 that under these

assumptions,

( p )

where - =■ ' is electricity consumption per unit of sugar

output in the base year (taken as 1961-62) and Ig is the

index of g, with Ig = 1 in the base year and with g defined as;

installed electricity generation capacity in

g = , the industry

installed sugar-cane crushing capacity in •••*•'

the industry

Using (6.2), (6.4) and (6.5) we can show that,

E a -£ (6.7)

Now, allowing the other factors in (6.3) to vary, and com

bining (6.3) and (6.7), we get:

~ = C .Ia*2 .Ir«3 . (1 + / In - 1/ )' 4. In"' (6.8)

where C is a new constant term.
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Now let us define,

Pc = P/(lg. Ia*2. Ir*3. (1 +/In-I/)*4 In*6) (6.9)

and

O = Oe + Od (6.10)

where Oe + Od is evaded (or suppressed) output and Od is

declared output.

Then, we can show (as we do in Appendix 3) that

where I—-I gives the value of the ratio when Oe is zero,

that is, when there is no evasion.

Now Od is known and Pc can be estimated. If a graph of
Pc
^is plotted against time, then equation (6.11) can be used

to calculate evasion. The ratio ( -^- | can be used as a first
\ Od /o

approximation. This would bias downwards the results

obtained for output evasion in other years.

1. Estimation of evaded output1. We noted above that,

with certain assumptions, the ratio ■=?- can be examined to
Od

deduce the extent of output suppression in each year in our

sample period. Estimation of the annual values of Pc requires

knowledge of the eci parameters. To estimate the at an ordinary

least squares regression was run on the logarithmic form of

equation (6.7), with the approximation involved in using Od

in place of O, the latter being unobservable. It yielded the
following results:

log ( j-~ ) = 2.42 + 0.67 log Ia-0.37 log Ir
v h Od / (143)* ( _ 0 32)

- 0.28 log (1 + /In- 1/) + 0.25 log Ih, fA ,,
(-2.23)** / / (3.72)*** <6-U

where t - statistics are indicated in parentheses below the

coefficients10 and

R2 = 0.68; F = 10.43; DW = 1.77.
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The regression coefficients (the at s) have the expected

signs and are also significant, except for that of Ir. The esti

mates of ai from equation (6 11) were substituted in equation

(6.8), together with the observed values of the other variables

to yield an estimated time series for Pc. Knowing the annual
p

values of Od and Pc, and hence the ratio --— for each year,
Od

the percentage of sugar output suppression was calculated for

each year along the lines indicated in the preceding sub

section. The results are shown in Table 6.4.4 and Figure 6.2.

The estimates of output evasion obtained by the above

method relate to evasion during the financial year. Each

financial year spans two "sugar years" and the factors which

may cause or influence evasion—such as, prices, the market

situation, government policy and so forth—usually vary with

sugar years. So, the estimates of evasion by financial year

were converted to estimates of evasion by sugar years by

allocating the number of days of operation of factories over

the different financial years and by assuming uniform rates

of output suppression over the year. The results are shown in

Table 6.4.4. This conversion was also necessary to test whether

evasion of output was resorted to by underreporting of sugar

cane crushed or by suppression of the recovery percentage.

m. Interpretation oj the results. As noted earlier, evasion

of sugar output may be associated either with reporting the

correct amount of sugar-cane purchased for crushing and

suppressing the recovery percentage, or by underreporting the

amount of sugar-cane purchased and leaving unchanged the

figure for recovery percentage, or a combination of the two.

We indicated earlier that under Excise Department rules,

various registers have to be maintained at different stages of

production for checking the recovery percentages. Thus,

distortion of the data may involve active collusion with a

number of people. For underreporting of sugar-cane, only

the point of its weighment if crucial.

To investigate this issue, the implications of output

evasion for underreporting of sugar-cane was compared

with capacity utilisation data for industry.11 Table 6.4.5 and

Figure 6.3 show that in almost all cases the evasion-implied
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TABLE 6.4.4

Conversion of Evasion of Output from Fiscal Year to Sugar Year

Year Fiscal Sugar year Evasion in

year output fisical year

output (lakh (lakh

(lakh tones) tons) tons)

Number of

days of

running in

fiscal year

(1)

1961-62

1962-63

1963-64

1964-65

1965-66

19j6-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

(2)

28.35

25.67

25.05

29.00

33.99

27.43

22.40

27.19

^0.31

45.23

34.41

36.68

37.35

47.28

46.42

45.67

51.90

62.31

47.00

49.73

(3)

27.29

21.39

25.73

32.22

35.41

21.51

22.48

35.59

42.62

37.40

31.13

38.73

39.48

47.97

42.62

48.40

64.61

58.41

38.58

51.48

(4)

3.23

1.63

0.17

0.24

2.36

0.16

0.76

0.12

0.00

3.65

2.90

3.85

2.79

2.65

6.07

1.04

7.35

3.90

2.19

(5)

170

135

146

185

174

128

135

188

210

167

135

162

164

169

140

152

204

177

136

Source: Column (2), refer to Table 6.4.1.

Column (3), refer to Table 6 2.1.

Column (4), calculated from the regression analysis

mentioned in the text.

Column (5), refer to Table 6.4.2.

Columns (7), (8) and (9), refer to Table 6.4.3.

Column (10), calculated using columns (6), (8) and (9).
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Evasion

per day

(col.

4 4- col. 5

lakh tons)

(6)

0.019

0.012

0.001

0.001

0.0J4

0.001

0.106

0.001

0.000

0.022

0.021

0-024

0.017

0.016

0.043

0.007

0.036

0.022

0.016

Days of

running

sugar

year

(7)

178

127

146

185

189

120

128

188

210

170

132

162

164

169

140

152

204

111

136

146

Days upto

March 31

(8)

135

127

135

135

135

120

128

135

135

135

132

135

135

135

135

135

135

135

135

138

Days

after

March

31

(9)

43

0

11

50

54

0

0

53

75

35

0

27

29

34

5

17

69

42

1

11

Evasion

in the

sugar year

(lakh

tons)

(10)

—

2.413

1.631

0.185

0.891

1.680

0.128

0.863

0.135

0.770

2.904

3.483

3.733

2.839

2.375

5.924

3.429

5.784

2.986

—

Percentage

evasion in

the sugar

year (col.

10 as per

cent of

col. 3)

(11)

—

11.28

6.34

0.57

2.52

7.81

0.57

2.42

0.32

2.06

9.33

8.99

9.46

5.92

5.57

12.24

5.31

9.90

7.74

—
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Figure VI.2

Evasion : Relationship with Other Variables

1 X Evaded outputfnscal year)
Scale

X axis 1 division — 1 year

Y axis ' (a) 1 division = 2 lakh tons for Od

(b) 1 division = 1 lakh tons for

evaded output Oe

(c) 1 division = .005 for I«v

Output
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underreporting of cane purchased was less than or equal

to the unutilised capacity in that year. Thus, only in a few

years of unusually high output evasion is it necessary to in

voke suppression of the sugar recovery percentage. Then

too, the suppression of this ratio is never more than five per

cent in the period considered.

We turn now to a heuristic exploration of some of the

factors that might explain the time-profile of sugar output

evasion estimated by our method.12 Figure 6.2 plots against

time (financial years) the following variables: evaded sugar

output (Oe), declared sugar output (Oa) and the ratio of

indices of average sugar prices (Iav/Iac). Further, segmentat

ion of the horizontal axis indicates, broadly, different phases

of government control over marketing and prices of sugar.

Inspection of Figure 6.2 yields some tentative judgements.

First, there does not appear to be any clear-cut relationship

between the extent of control and the degree of output

evasion. Second, with the conspicuous exception of 1978-79,

evasion seems to be lower in periods of rapidly rising sugar

output. Third, until 1977-78, the time-path of evasion

appears to display a trend similar to that of (Iav/Iac). The

latter roughly indicates mark-up on prime costs and can be

viewed as a rough index of profitability. A possible inter

pretation of this result can be that when profitability in

creases, the industry is induced to skim off profits through

output suppression. But this relationship breaks down

completely after 1977-78. Fourth, the evasion results in Table

6.4.4 indicate that the average percentage of output suppres

sion seems to be significantly higher in the 1970s, averaging

nearly 8 per cent of the declared output, than in the 1960s,

when it averaged at about 4 per cent. But this observation

must be qualified by the presence of a higher amplitude of

fluctuations in the degree of evasion in the 1970s as compared

to the earlier decade.

Finally, we should emphasise that given the complex and

indirect methodology we adopted to estimate sugar output

suppression and the attendant range of uncertainty regarding

the results, we thought it best to eschew more "rigorous"

multivariate approaches to explaining the time-profile of

evasion.
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Figure 6.3

Evasion of Output and Implication for Recovery Percentage and

Cane Underreportion

Scale:

X axis : 1 division = 0.1 year

Y axis : 1 division -0.25 percent

Declared percentage recovery
as percentage of actual.

Percent evasion in the sugar
year

Percentage cane under
reporting

99

100- p--0-.-O-.-0 O-.-o 0—(X..

1961-43
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TABLE 6.4.5

Evasion: Implication For Underreporting of Sugar-cane Crushed and

Percentage Recovery (Partitioning)

Year

(1)

1961-62

1962-63

1963-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

\lnio • *

Available

crushing

capacity

(lakh tons)

(2)

304.76

226.93

260.47

364.74

398.45

235.97

240.96

411.31

498.68

416.60

338.27

412.73

460.94

526.31

456.50

532.50

734.48

651.57

425.96

563.14

42.62

Actual

sugar

cane

crushing

(lakh

tons)

(3)

279.46

207.99

257.16

334.54

365.12

216.37

226.38

376.99

457.01

382.05

310.15

404.07

422.78

484.35

418.80

488.19

673.29

597-17

390.50

515.84

imp.

Additional

capacity

available

(col.2-

col.3)

(lakh tons)

(4)

25.30

18.94

23.31

30.20

33.33

19.60

20.58

34.32

41.67

34.55

28.12

38.66

38.16

43.96

38.10

43.39

61.19

54.50

35.46

—

Additional

sugar-cane

implied by

evasion

(lakh tons)

(5)

—

23.46

16.30

1.91

9.20

16.90

1.29

9.12

1.46

7.87

28.94

36.33

39.99

28.67

23.33

59.75

35.75

59.12

30.22

—

Additional

sugar pro

duction

explained

by under

reporting

of cane

crushed

(lakh tons)

(6)

—

1.95

1.63

0.18

0.89

1.68

0.13

0.86

0.14

0.77

2.82

3.48

3.54

2.85

2.29

4.30

3.43

5.33

2.99

—

Jl""" 418.80

In the source (Table 6.2.1) the figure is given at 9.83% However,

the output of sugar is given as 42.62 lakh tons and sugarcane crushed

as 418.8 lakh tons. The recovery percentage has correspondingly been

changed to 10. 18. It may be noted that the figures have been cross

checked with those in other tables as well.

Source: 1. Col. (2), calculated using Table 6. 4.2 for crushing capa

city per day and Table 2.1 for average number of days of

operation of factories.



THE SUGAR INDUSTRY: A CASE STUDY 181

Reported

percentage

of sugar

recovery

(7)

9.76

10.29

10.01

9.63

9.70

9.94

9.92

9.44

9.33

9.79

10.03

9.57

9.34

9.94

10.10*

9.91

9.59

9.70

9.80

9.98

Actual sugar

cane crushed

implied by

reported +

undereported

cane [col. 3+

or = (col 4,

col.5)]

(lakh tons)

(8)

—

226.93

273.4*

336.45

374.32

233.27

227.67

386.11

458.47

389.92

338.27

440.40

460.91

513.02

442.13

531.58

709.04

651.67

420.72

—

Actual

sugar

output

(lakh

tons)

(9)

—

23.803

27.361

32.405

36.301

23.190

22.608

36.453

42.755

38.170

38.034

42.213

43.213

50.809

44.993

54.324

68.039

64.194

41.568

—

Actual

percentage

recovery

(col.9 as

% of col.8

(10)

—

10.41

10.04

9.63

9.70

9.94

9.93

9.44

9.33

9.79

10.06

9.56

9.30

9.90

10.18

10.22

9.60

9.83

9.00

—

percentage

sugar cane

under-

reported

(col.4)

Declared

percentage

recovery as

percentage

of actual

-^1x100 (col.7as%

(ID

—

8.38

5.96

0.57

2 46

7.25

0.57

2.36

0.32

2.02

0.31

0.25

8.20

5.59

5.20

0.16

5.04

8.36

7.18

—

of col.10)

(12)

—

98.00

100.00

100.00

100.00

100.00

100.00

100.00

100.00

100.00

99.70

100.00

99.57

100.00

100.00

96.97

100.00

99.29

100 00

—

2. Col. (3), refer to Table 6.2.1.

3. Col. (5), derived from evasion in the sugar year from Table

6.7 and reported percentage recovery from Table 6. 2.1

4. Col. (6), min. [Col.3, Col4] X Col.(7).

5. Col. (7), refer to Table 6.2.1

6. Col. (9), col.(9) + col.(2) of Table 6.4.4.

7. Col. (12), from Table 6.2.1.
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5. Underpayment for Sugar-cane

The Government fixes the minimum prices that sugar

factories are required to pay to farmers for their sugar-cane.1*

Farmers frequently complain that they are paid less. This is

more likely to be the case in those years when there is a

bumper crop of cane and prices of sugar and its substitutes

slump, with the gur and khandsari manufacturers paying cane

prices below the minimum fixed for the sugar factories. In

years when the manufacturers of sugar substitutes purchase

their cane at prices above the State-advised minima (for the

sugar factories), underpayment by sugar factories is unlikely,

since they would then not be able to secure the necessary

supplies.

We further assume that underpayment can only be

resorted to at the margin. Large farmers, who regularly

supply sugar-cane to their local mills, are likely to possess

sufficient economic clout to ensure receipt of the stipulated

minimum prices. It is the smaller farmers, particularly those

who switch in and out of cane cultivation, and who have

the weakest bargaining position with respect to the sugar

mills, that are most likely to be victims of underpayment.

It is, therefore, necessary to identify the quantum of

sugar-cane supplied by this category of farmers and to esti

mate the associated underpayment. The calculations and

results are shown in Table 6.5.1. Since the minimum price of

sugar-cane and the price of gur (taken as a proxy for substi

tutes of sugar) vary across regions, the country was treated

as comprising three major zones, namely, Northern, Western

and Southern. The zone-wise averages of the stipulated price

minima, the recorded cane prices and the average wholesale

price of gur at the mandis were obtained Assuming that for

gur the conversion and transportation charges can be taken

into account by a 20 per cent margin on the wholesale prices

and using a 10 per cent recovery percentage of gur horn

sugar-cane, the prices likely to be offered by gur manufact

urers to sugar-cane growers were estimated.14

The difference between this price and the recorded sugar

cane price paid by the factories was taken as an indicator

of underpayment. We further assumed that if the former
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was less than the latter then half the difference constituted

underpayment. To estimate the amount of sugar-cane subject
to such underpayment, we computed the region-wise totals

of sugar-cane crushed and compared these with the averages

for the preceding three years.15 The excess of cane crushed

over the preceding three year average was treated as an esti

mate of the amount on which underpayment occurred.

The total amount of underpayment on sugar-cane purch

ases by sugar factories was then computed, zone-wise, by

multiplying the relevant estimate of underpayment per unit

by the corresponding estimate of the amount of sugar-cane

as calculated above. Needless to say, the estimates presented

here are rough and reflect the crude assumption deployed. On

the whole, the estimates are likely to be biased downwards.16

6. Black Income Generation in Sugar:

A Summary of Estimates

The entire underpayment for sugar-cane constitutes blaek

income in the hands of the mill managers/agents.

Quantitatively more significant are the proceeds (black)

from the sale of sugar output suppressed from the formal

accounts. Since this sugar is sold in the free market an

estimate of the associated black incomes is obtained by

multiplying, in each year, the estimate of output evaded by

the average free market price of sugar (adjusted downwards

by 10 per cent to allow for transportation and marketing

charges). The results are shown in Table 6 6.1.

The amount of excise duty evaded by the sugar industry

is estimated by assuming that the effective average rate of

duty on the evaded output would have been the same as

that recorded for declared clearances of sugar.17 Table 6.6.1

shows the results.

The underweighment of cane implied by sugar output

evasion entails a loss to the cane growers. In Table 6.6.1 the

annual amount of this loss is estimated by multiplying the

estimated net under-weighment by the average minimum

price of sugar-cane in that year. The latter is taken as the

price the industry would have to pay as per the formula for

the State-advised minimum price.
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TABLE 6.5.1

Underpayment in Cane Purchase during Sugar Year

rear

(1)

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

Zone

(2)

Northern

Western

Southern

Northern

Western

Southern

Northern

Western

Southern

Northern

Western

Southern

Northern

Western

Southern

Northern

Western

Southern

Northern

Western

Southern

Northern

Western

Southern

Minimum

sugar

cane

price

(Rs/

qntl.)

(3)

9.21

9.87

8.80

9.25

10.75

9.66

9.65

10.82

10.08

9.56

11.01

10.10

9.84

10.70

9.48

11.46

12.70

11.30

14.12

16.26

14.15

15.20

16.08

14.37

Actual

average

cane

price

paid

(Rs/

qntl.)

(4)

12.64

11.76

11.32

14.10

12.75

12.83

13.01

14.55

12.70

13.02

12.93

11.80

13.17

12.16

12.60

11.21

10.61

10.97

14.54

14.08

14.11

23.25

19.30

29.54

Gur

price*

(Rs./

qntl)

(5)

139.63

181.25

143.75

150.88

185.00

147.25

129.25

133.76

147.50

144.13

189.25

147.50

122.63

135.25

97.52

104.00

111.00

97.00

256.88

266.25

212.00

274.38

342.50

258.50

Col. (5)-

20 per

cent

(6)

111.70

145.00

115.00

120.70

148.00

117.80

103.20

107.00

118.00

115.30

151.40

118.00

98.10

108.20

78.02

83.00

88.80

77.60

20550

213.00

169.60

219.50

274.00

206.80

• Calculated as average of wholesale prices at important mandis in the

region; the average wholesale prices were calculated by averaging

over the prices prevailing during the 4 important months of gur
production.

Source: 1. Columns 3,4 and 7, from Indian Sugar Mills Association,
India Sugar Year Book, Various issues.

2. Column 5, from National Federation of Co-operative Sugar
Factories (1982)
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Col. 4 -

col. 6/10)

(Rs/

qntl.)

(7)

1.47

—2.74

—0.18

2.03

—2.05

1.05

2.69

3.85

0.90

1.49

—2.21

0.00

3.36

1.34

4.80

2.89

1.73

3.21

-6.01

-7.22

-2.85

1,30

—8.10

—0.14

1/2 (Col. (7))

(Rs./

qntl.)

(8)

0.74

1.02

—

0.53

1.35

1.93

0.45

0.75

—

0.00

1.68

0.67

2.40

1.45

0.87

1.61

—

—

—

0.65

—

—

Sugar

cane

crushed

(lakh

tons)

(9)

189.72

107.18

114.16

197.53

151.44

118.92

162.92

153.36

88.28

193.28

166.62

113.36

266.68

224.06

161.64

212.08

221.68

143.32

135.04

152.46

93.24

168.40

222.20

116.72

3-year

past

moving

average

(10)

161.93

107.54

100.56

143.44

124.72

111.00

137.88

137.32

107.12

139.08

157.14

106.84

207.60

181.34

121.08

224.00

204.12

139.44

204.60

199.40

132.72

171.84

198.78

117.76

Excess cane

crushed

(Col. 9—

col. 10)

(lakh

tons)

(11)

27.79

0.00

—

64.09

—

7.92

26.04

16.04

— 14.84

54.20

—

-

59.08

42.72

40.56

—11.92

17.56

3.88

—

—

—

-3.44

—

—

Under

payment

(Col. 8 X

col. 11)

(Rs lakh)

(12)

205.65

—

....

55.72

41.98

338.04

309.57

0.00

406.50

—

—

992.54

286.22

973.44

0.00

152.77

62.47

-

—

—

0.00

—

—
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TABLE 6.6.1

Evasion of Excise, Income and Underpayment for Underweighed Cane

Year Evasion in Free market (Col.3)—,

fiscal price of 10 per

year sugar cent

(lakh tons) (Rs/ton) (Rs/tons)

Income

evaded

(Col.2x

col.4)

Price of

sugar-cane

in sugar

year

(Rs. lakh) (Rs/tons)

(1)

1961-62

1962-63

1953-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

197S-79

1979-80

1980-81

(2)

—

3.23

1.63

1.17

024

2.36

0.16

0.76

0.12

0.00

3.65

2.90

3.85

2.79

2.65

6.07

1.04

7.35

3.90

2.19

(3)

—

—

—

—

—

1775.87

1749.27

1740.85

2076.08

3213.10

3740.50

4487.50

4422 80

4551.40

3829.30

2378.40

3117.70

6190.10

(4)

—

—

—

1898.28

1574.34

1566.77

1868.47

2891 70

3366.45

4038.75

3980.52

4096.26

3446.37

2140.56

2805.93

5571.09

(5)

_

1214.69

188.92

0.00

6819.92

8385.93

12960.83

11268.11

10548.38

24864.30

3584.22

15633.12

10943.13

12200.69

(6)

_

__

73.00

73.70

76.30

77.90

90.10

87.90

99.00

98.30

99.10

95.90

100.10

145.30

—

Source: 1. Col. (2), refer Table 6.4 4.

2. Col. (3), from Ministry of Agriculture and Irrigation,

Directorate of Economics and Statistics (1980), Indian

Agriculture in Brief.

3. Col. (6) from National Federation of Co-operative Sugar

Factories Ltd. (1982), Co-operative Sugar Directory and

Year Book, 1981.

4. Col. (7), refer to Table 6.4.2 (Min. col.4, col.5).

5. Col. (9) and col. (10) from Central Excise and Customs,

Directorate of Statiatics and intelligence, Statistical Year

Book, Central Excise, Vol. 1, various issues from 1970-71 to

1980-81.
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Under

reporting

of cane

crushed

(lakh

tons)

(7)

18.94

16.72

2.01

2.56

18.61

1.58

10.56

1.37

0.00

28.12

31.92

38.16

28.58

23.87

43 39

1.35

54.50

32.41

Under-pay-

ment for

cane under

weighment

sugar year

(C0I.6X

col.7)

(Rs lakh)

(8)

780.39

100.97

0

2190.55

2876.00

3354.27

2829.42

2346.43

4299.95

129.47

5455.45

4709.18

Total

excise

duty

collected

from

VPS

(Rs lakh)

(9)

5842

7498

6617

6518

7500

1J012

7396

6655

10215

13801

16320

17540

19547

19050

22495

22745

20174

18580

—

Clea

rance

of sugar

(lakh

qtls.)

(10)

222.76

269.72

234.85

230.56

261.20

298.08

212.54

226.63

305.65

369.12

404.71

350.76

360.71

328.75

365.70

396.40

402.57

529.36

—

Average

excise

duty

(Rs/

qtls.)

(Col.9-^

col. 10)

(ID

26.23

27.80

28.18

28.27

28.71

36.94

34.80

29.37

33.42

37.39

40.33

50.01

54.19

57.95

61.51

61.57

50.11

35.10

—

Duty evaded

(Col.2 x

Col. 11)

(Rs lakh)

(12)

—

897.9

459.3

330.8

68.9

871.8

55.7

223,2

40.1

0.0

1472.0

1450.3

2086.3

1616.8

1630.0

3737.3

521.1

2579.9

—
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Perhaps the most interesting and intriguing result of our

analysis is the absence of any clear-cut relationship between

the estimated time-profile of sugar output evasion and the

varying extent of controls over sugar prices and marketing.

Notes

1. See the Report of the Committee on Controls and Subsidies,

(Government of India, Ministry of Finance, 1979) for a detailed

list of controls and regulations which have been applicable to the

sugar industry.

2. While a causal relationship between controls and black income

generation is widely believed to exist, good empirical studies of

the issue are notable by their absence. Such studies arc generally

not possible if the estimates of evasion and black income genera

tion are limited to one or two years, as in the case of the recent

research on excise evasion in copper (NIPFP, 1982), Plastics

(NIPFP, 1983b) and cotton fabrics (NIPFP, 1984a).

3. Bagchi (1975) points out that the technical advances were mainly

a product of government support in these countries.

4. See Investigation of Accounts, Volume II for instances of use of

these mechanisms, detected by the Income-tax Department (CBDT,
1981).

5. See National Federation of Cooperative Sugar Factories (1982), pp.
155-181.

6. Ibid.

7. See National Sugar Institute (1960) and the National Federation

of Cooperative Sugar Factories (1982), pp. 186-265.

8. The above discussion of efficiency in the sugar industry in India

has been confined to th. fieriod 1960-80. An account of the

changes in efficiency durin '..e 1930s, when the first major expan

sion of the industry occurred, may be found in Bagchi (1975).

9. A more complete treatment is given in Appendix 3.

10. '*', '**' and •***' indicated that the coefficient is significantly

different from zero at the 10 per cent, 5 per cent and 1 per cent

levels of significance respectively.

11. Capacity here is calculated by multiplying the number of factories

operating by the number of days (consolidated to 22 hours of

working) of running and the average crushing capacity in tons per

day.

12. We should emphasise that given our methodology the estimated

time-profile (or pattern) of evasion is more robust than the point

estimates for individual years.
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13. The Government of India passed the Sugar-cane Act in 1934 to

provide for a minimum price of cane, to be fixed by the provin

cial governments. Further, for the enforcement of the Sugar-cane

Rules, cane inspectors were appointed. However, Bagchi (1975)

reports that evidence before the Indian Tariff Board pointed to

continuing monopsonistic exploitation of cultivators by sugar

factories. Often the minimum price was treated as the maximum

price.

14. Recovery of 10 per cent of gur from sugar-cane does not mean 10

per cent of sugar content. The latter may not amount to more

than 5-6 per cent, the rest being composed of various forms of

organic matter.

15. A three-year period was chosen as this roughly covers one cycle of

sugar-cane cultivation.

16. The phenomenon of underpayment may be much more widespread

because of effective control exercised over the cane farmers by

traders and sugar mill managers. Kickbacks may be paid to

directors (and their agents) who can oblige farmers, in return,

through early harvesting, registration and payments.

17. Both the excise duty rates (which are ad valorem) and the tariff

values are changed from time to time. What is necessary is a

weighted average of the duty to be paid over the year. The average

rate based on clearances is one such weighted average.
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Black Income Generation

in Urban Real Estate

1. Introduction

The purpose of this chapter is to give some indication of the

forms and dimensions of black income generation in urban

real estate in India. The empirical analysis encompasses the

three metropolitan centres of Delhi, Bombay and Madras.

However, the extent and quality of the underlying infor

mation is far superior for Delhi as compared to the other two

cities.

Before we proceed to the substantive analysis we must be

clear about definitions. The concept of black income used in

this chapter is the one deployed by the Income Tax Depart,

ment. That is, in any transaction related to real estate the

entire unaccounted amount detected in a particular year is

treated as income for that year for the concerned assessee.

Thus, if a property is sold and part of the proceeds are un

recorded on the sale deed, then all of this unrecorded

portion is treated as black income for the seller. Note

that this may not correspond to a more economic con

cept of black income which would have to take account of

some of the costs "paid in black". For example, the seller

may have originally purchased the property by paying part

of the price in black and this would have to be netted out
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in arriving at an economic concept of his black earnings from

the current sale.

2. Black Income Generation: Forms and Causes

Even a cursory survey of the field of urban real estate

suggests that the principal form of black income is undeclar

ed capital gains, where this is defined to equal the black (or

undeclared) portion of the proceeds received from the sale

of a property.

Typically, both buyer and seller of real estate have incen

tives to declare a lower price on the sale deed than the one

at which the transaction actually occurs. For the seller,

these inducements include:

a. the evasion of capital gains taxation;

b. the continued evasion of wealth tax in so far as the

black portion of the sale proceeds can be held in unde

clared forms of wealth;

c. ready access to black funds for use in activities—in

cluding fresh purchases of real estate—where such

resources are necessary.

For the buyer, the incentives encompass:

a. the evasion of wealth tax;

b. the evasion of stamp duties and registration charges

on the transaction;

c. the evasion of income tax (corresponding to income

from house property);

d. the evasion of house property tax;

e. investment of black resources in a form in which its

detection is far more problematic and in which it

earns a higher return than is the case with some alter

natives such as undisclosed cash or 'benami' financial

assets.

While the effective taxation of urban property through a

variety of taxes is a prime reason motivating black trans

actions, it is by no means the only factor. In many urban

localities the operation of rent control spurs the generation

of black incomes, either in the form of black (that is, under
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the table) rents or "pugree" payments, which capitalise the

difference between the anticipated profile of market cleariug

rents and the stream of controlled, nominal payments2.

Another source of black income generation is the variety

of permits that are required from government agencies for

construction or transfer of urban properties. Any new build

ing requires sanction of a building plan, water connections,

electricity connections, a completion certificate and so forth.

For expeditious clearance each of these typically requires

payment of bribes. Even the simple registration of sale deeds

has often to be consummated through bribes. In the case of

Delhi a large portion of urban land is controlled by the Delhi

Development Authority (DDA) and the Land and Develop

ment Office (L&DO) of the Union Ministry of Works and

Housing. Transfer of such lands or the associated construc

tion requires prior sanction by the concerned authority. Fur

ther, 50 per cent of capital gains (the "unearned increment")

is required to be shared with these governmental agencies. All

this affords substantial opportunities for unscrupulous ele

ments in the staff of these agencies to extort bribes from the

concerned parties.

The law proscribes sale of many urban properties for a

stipulated period. Such restrictions apply, for example, to

DDA flats and leasehold land made available to many group

housing societies in Delhi. De facto circumvention of these

restrictions is often associated with substantial black income

generation. The burgeoning phenomenon ol "power of attor

ney sales" in Delhi is a case in point. Such transactions

avoid the need to obtain permission for transfer and evade

(or at least postpone) sharing of the capital gains and pay

ment of various stamp duties and transfer charges3.

Another form of black income generation in urban real

estate is associated with manipulation of changes in land use

patterns. Unauthorised occupation of land is frequently

"regularised" on payment of necessary bribes to appropriate

quarters. The same is true of many unauthorised construc

tions. Frequently, bribes are paid not so much to regularise

unauthorised encroachments and constructions, as to induce

the concerned authorities to turn a blind eye to offending
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transgressions. In some areas local politicians or "dadas"

manage the necessary "protection" of the encroachers from

the local authorities for a price and, in the process, consoli

date their respective political bases.

New construction of urban structure also provides

avenues for black income generation. "'Siphoning off" from

public sector construction projects is one method, which is

discussed at length in the next chaper. In the case of new

construction by private parties, undervaluation of buildings

affords substantial scope for relatively safe holding of black

wealth, possibly reaped in other lines of activity.

Fundamental to most forms of successful black income

generation in urban real estate is the enormous difficulty of

arriving at an objective, legally acceptaple valuation of a

piece of urban property4. Each property has an unique

location, with its own physical infrastructure and potential

for economic production and consumption. This is further

modified by legal provisions (and their interpretations) relat

ing to use, transferability and income flow. Quite apart from

the difficulty of accessing the potential profile of income

from a given piece of property, there are knotty questions

regarding the discount rate which should be employed to

capitalise the anticipated stream of income and/or consump

tion. All of this enormously complicates efforts at objective,

legally acceptable valuatious of property.

To counter the widespread understatement of property

values in sale deeds the Government added Chapter XXA

to the Income-tax Act in 1972, authorising, in certain circum

stances, public acquisition of a privately held immovable

property if there was adequate reason to believe that such

property was undervalued by more than 15 per cent in a sale.

The reasons for the limited efficacy of these provisions have

been widely commented upon and are briefly discussed in

Chapter 10. But, there is some evidence to suggest that these

provisions (together with the extension, through the 1981

Income-tax Amendment Act, of the threat of acquisition to

cases of transfer of flats and tenements) have had some effect

in moderating the extent of property undervaluation in trans

fers. Moreover, as we shall see, one consequence of this
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legislation is that it has provided us with an important source

of information for gauging the extent of black income gene

ration in urban real estate.

3. Sources of Data

The principal source of data for this chapter was the

Income Tax Department, in particular the Competent Auth

orities concerned with acquisition of properties under Chapter

XXA in the cities of Delhi, Bombay and Madras and the

Valuation Cells charged with the responsibility of valuing

properties referred to them from these cities.

In brief, legal transfer of an immovable property requires

registration under the Indian Registration Act of 1908. With

the advent of Chapter XXA of the Income-tax Act, the

Registrar's office is obliged to intimate details of each trans

action involving an immovable property with registered

value in excess of Rs 10,000 to the Competent Authority—

typically an Inspecting Assistant Commissioner (IAC), Acq

uisition—in a standard form 37G filled and verified by the

transferee5. Whenever the concerned IAC (Acquisition)

suspects undervaluation in excess of 15 per cent, a file is

opened on the property and a preliminary notice is sent to

the concerned buyer for appearance before the IAC to pro

vide additional information—hence these are called "notified

cases"6. This notice provides information additional to that

contained in the corresponding form 37G, including the

judgement value of the IAC.

This initial judgement value has no particular legal signi

ficance. But it can be taken as one indicator of the property's

market value, since it reflects the IAC's initial judgement in

this respect, before he has had a chance to be influenced by

the transferee or his agents or by subsequent legal proceed

ings. Moreover, discussions with the IACs (Acquisition) in

Delhi suggested that "notified cases" were selected more or

less at random from the inflow of 37G forms, and thus a

sample of notified cases may be representative of all 37G

cases. However, it is important to recognise that the IAC's

judgement values would be coloured (typically biased down

wards) by previous legal proceedings on property valuations,
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including judicial precedents on issues of valuation. Never
theless, the difference between the judgement value and the

registered (or declared) value provides one estimate of the

black element involved in a specific property transaction.

A subset of the notified cases is referred by the IACs to

the relevant Valuation Cell, though the extent to which this

occurs varies markedly across cities. The bulk of our data on

property values and all the data on judgement values came

from the offices of the IACs (Acquisition) and the valuation
Cells in the three metropolitan cities.

The basic sample on declared property values was aug

mented by data from other sources, such as the offices of the

Registrars, the L&DO in Delhi and the Survey Wards of the

Income Tax Department.

In addition, information on market values and the black

components of these values was obtained by interviewing

real estate brokers, builders, accountants and other sources.

4. Black Income Generation in Urban Real Estate: Delhi

Table 7.4.1 presents estimates of black income generated

through sale of real estate in registered transactions for the

five years 1978-79 to 1982-83. For the sample of property

sales in each year, column (4) records the average declared

value per property. Columns (5) and (6) present two different

estimates of the average ratio (as a percentage) of black pay

ments to white (or recorded) payments. The first of these

columns relies on data obtained from brokers, while the

second is based on the difference between "judgement values"

and registered values in the records of the Income Tax

Department. Invariably, the broker information indicates a

higher percentage of black payments than that shown by the

tax department's data. The reasons for downward bias in the

latter have already been noted. For that reason, we would

have preferred to rely on the data from brokers. But, for

each of the years, the size of the sample of information from

this source was too small to warrant full confidence. Accord

ingly, we have presented estimates based on both sets of

information. On balance, despite the small size of samples,

we attach more significance to the broker information.
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Columns (7) and (8) present estimates of black value per

property. These estimates are multiplied through by the

total number of 37G forms pertaining to each year [column

(9) ] to give alternative estimates of black incomes generated
in such registered sales in columns (10) and (11), respectively.

Thus, according to the valuation based on the broker sample,

black income generated in registered property sales in Delhi

in 1982-83 was in excess of Rs 240 crore. If we go by the

valuation implicit in the Income Tax Department's "judge

ment values" the estimated black income is barely half that

amount.

We now turn to some obvious limitations pertaining to

those estimates. First, our reliance on 37G forms excludes,

by definition, all sales of immovable properties with register

ed values less than Rs 10,000. On the basis of an analysis of

records at the offices of the Sub-Registrar we estimate that

in 1982-83 the number of registered sales of property with

declared value less than Rs 10,000 was about 8,200. This

means that the total value of such properties must have been

less than Rs 82 crore. Accordingly, the black income assso-

ciated with these sales should have been less than Rs 16 crore

(even if we use our higher, broker-based estimate of the ratio

of black to white).

Second, there is a question regarding the representative

ness of our basic sample with respect to properties of regis-

stered value greater than Rs 10.000. Since more than half the

ample is drawn from the offices of the Income Tax Depart

ment, there is a danger that the sample estimate of the aver

age declared value of a property may be biased upwards

(relative to the mean of the underlying population of trans

actions) because of the known tendency of the IACs to neg

lect low-valued properties, especially those below Rs 25,000

declared value. Analysis of an independent sample for 1982-83

(the only year for which data were made available) of pro

perties with registered value higher than Rs 10,000 from the

Office of the Collector of Stamps for Delhi confiims this

possibility, since the average declared value was closer to

one lakh than the 2.51 lakh estimate in our sample in Table

7.4.1 for 1982-83.
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However, the problem posed by this bias may be mitigated

by another finding revealed by our detailed analysis of

"judgement values" and declared values, namely, that pro

perties with lower absolute value tend to be under-valued

significantly and systematically more (in percentage terms)

than higher-valued properties. Of course, while these two

facts work in opposite directions, there is no guarantee that

they cancel out.

Third, our sample completely missas out black incomes

involved in "pugree" payments associated with transfers of

tenancies.

Fourth, the analysis in Table 7.4.1 excludes black incomes

associated with "power of attorney sales". We tried to make

some rough estimates of such black incomes using data from

the 150th Report of the Public Accounts Committee of the

Seventh Lok Sobha published in 19P3. This report gives

annual information on the total number ofgeneral powers of

attorney (GPA) registered in Delhi and the total number of

GPAs invoking DDA-controlled property. Two different

estimates of the number of "power of attorney sales" were

obtained by assuming, first, that half of all GPAs related to

such "sales" and second, that all DD\-property-related GPAs

pertain to "sales" of immovable property. On the basis of

these assumptions and the additional assumption that the

information on blrck values per property pertaining to regis

tered sales (Table 7.4 1) could be applied, as an approxi

mation, to GPA "sales" of property, we computed some

rough estimates which are presented in Table 7.4.2. Taking

the year 1980 81 as an example, the estimates of black in

come generated in GPA sales of immovable property range

from Rs 44 crore to Rs 146 crore. These are very substantial

sums and can be compared to estimates of black income

from registered property sales in that year ranging from Rs 69

crore to Rs 162 crore (Table 7.4.1).

Fifth, the estimates presented in Table 7.4.1 exclude black

incomes associated with the transfer of flats and tenemeuts,

since these gre not, by definition, included in the data 37G

forms.
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Finally, in addition to the estimates presented in Tables

7.4.1 and 7.4.2, we made some very rough estimates of the

amount of black income associated with undervaluation of

new private construction. These estimates were based on

information pertaining to carpet area constructed each year

in Delhi, estimates of costs of such construction obtained by

using information from the Central Public Works Department,

and the assumption (based on interviews with brokers and

valuers) that the average prevailing rate of undervaluation

was around 25 per cent. On this basis, the amount of black

income associated with undervaluation of new private con

struction was roughly estimated to range from 8 crorc in

1978-79 to Rs 13 crore in 1981-82. Clearly, though these are

sizeable amounts, they are of secondary significance when

compared to our earlier estimates of black income generated

from registered property sales and GPA "sales".

5. Black Income Generation in Urban Real Estate: Bombay

and Madras

a. Bombay. The information received from the Bombay

offices of the Income Tax Department and other sources was

incomplete, a fact which severely handicapped our analysis.

An especially important lacuna relates to the absence of sale

values for flats falling within the ambit of form 37EE after

the promulgation of the 1981 Income-Tax Amendment Act,

which extended the scope of Chapter XXA to include sales

of flats and tenements. Another important gap in the data

pertains to estimates of market values and the black com

ponents of such values—the sample information from market

sources was grossly inadequate, much more so than in the

case of Delhi.

Nevertheless we make bold to present some very rough

estimates in Table 7.5.1 on the basis of scanty data and a set

of assumptions. Colums (1) through (9) of the table are

obtained in the same way as for Table 7.4.1 for Delhi, with

one important exception. In the absence of an adequate

broker sample for Bombay we fell back to using the black/

white rates obtained from the Delhi data. In our judgement,
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TABLE 7.5.1

Estimates of Income Generated in Registered Sale of Immovable

Property in Bombay

201

Year

(1)

1978-79

1979-80

1980-81

1981-82

1982-83

Number

in

sample

(37G)

(2)

40

133

103

95

74

Total

value

declar

ed

Declared

value

per/pro

perty

(Rs thousand)

(3)

19695

108268

57788

41919

25195

(4)

492

814

561

441

340

Black as

cent of

per

white value

Broker

(Delhi

sam

ple

(5)

80

208

154

146

188

I-T

Dept.

sam

ple1

(6)

35

55

48

114

65

Black

value

Broker

sample

=(4)X(5)

100

(Rs)

(7)

393.6

1693.1

863.9

643.9

639.2

Note: 1 Refers to the excess of the judgement valve over the declared

value as per cent of the declared value.

Source: As described in the text.
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per

property

I-T. Deptt.

sample

=4X(6)

100

(Rs 000)

(8)

172.2

447.7

269.3

502.7

221.0

Total

number

of

Form

37G

(9)

682

489

418

569

Total

number

of

Form

37EE

(10)

9830

Estimated

From 37O

transactions

Broker

valua-

ation

-(9)X(7)

(Rs 000)

(11)

1154694

422447

269150

363705

i-r.

Deptt.

valua-

aion

= (9)x(8)

(Rs 000)

(12)

305331

131687

210128

125749

Black Income

From 37EE

transactions

Broker

valu

ation

(13)

216667

M

Deptt.

valu

ation

(Rs 00)

(14)

74111
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the use of the Delhi rates for Bombay should be seen as a part

of an attempt to obtain *'lower-bound" estimates. This is

because our scattered, market information on Bombay uni

formly indicated substantially higher black/white rates than

those prevailing in the corresponding year in our Delhi

sample.

Columns (11) and (12) present the alternative estimates of

black income generated in sales of registered property as re

corded in 37G forms. A quick comparison of the values in

these columns with the corresponding items in Table 7.4.1

reveals that the amounts in Bombay are much lower than

those estimated for Delhi. The principal reason for this

difference is simple: transactions recorded in 37G forms con

stitute a far smaller proportion of registered property sales

in Bombay than in Delhi. Given the character of urban deve

lopment in Bombay, the sales of flats are numerically far

more important than sales of buildings. The monthly totals

of 37EE forms were obtained from the Income Tax Depart

ment beginning with July 1982. On the basis of these data it

was estimated that the number of registered sales of flats

under the purview of 37EE forms was about 9,830 for the

full year 1982-83. This compares with the lotal of trans

actions recorded in 37G forms of only 569 for the same year.

However, as indicated earlier, we did not receive infor

mation relating to the declared (and "judgement") values of

transactions in 37EE cases, information which was necessary

to estimate the black income generated in these transactions.

Despite this crucial lacuna, we attempted a "lower-bound"

estimate of black income associated with 37EE transactions

in 1982-83 as follows.

Information from the District Deputy Registrar, Cooper

ative Societies, Bombay, indicates that the average number

of members per group housing society in the period 1978-1983

was 29. We used this as an estimate of the average number of

flats per building. We went on to assume that the 569 forms

for 1982-83 all relate to sales of buildings consisting of flats.

This permits us to estimate the average declared value of a

flat by dividing the figure in column (4) of Table 7.5.1 by 29.

Obviously, this estimate is biased downwards to the extent
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that some of the 37G form cases pertain to sales of single

unit structures, instead of buildings consisting of flats. Using

this lower-bound estimate, the black/white ratios in (5) and

(6), and the estimate of the total number of37EE transactions

in 1982-83, we obtain estimates of black income generated

in 37EE cases. These are shown in columns (13) and (14) of

Table 7.5.1. A comparison with columns (11) and (12) indi

cates that even using our "lower bound" estimate for the

average declared value of flats sold, the estimated amount of

black income generated in 37EE cases was quite substantial

in Bombay in 1982-S3.

b. Madras. As in the case of Bombay, our information

regarding real estate transactions in Madras was incomplete

in many respects. In particular, we had insufficient infor

mation on the relationship between market values and de

clared values for property sales. This may be a particularly

serious handicap because of the prevalence of "guideline"

values in the registration of property sales in Madras.

It was our understanding that the Registrar's office in

Madras calculates guidelines values for property in all areas.

These values are apparently based op. a survey carried out in

1970-71, with subsequent upward adjustments at the rate of 5

per cent per year. Apparently, registration of property at

values less than guideline values is not permitted. Though

the guideline values are secret (they were not provided for the

purposes of this study), touts in league with the staff of the

Registrar's office are believed to do a brisk trade in this infor

mation. Because property values in Madras have appreciated

much faster than the upward adjustments to the guideline

values, it is very much in the interest of a property transactor

to gain access to the relevant guideline value and register the

sale at that low price, even though the "black-inclusive",

actual market price would typically be much higher. Some

piecemeal information gathered by us indicated massive

differences between registered and market values for property

sales in Madras.

In the absence of adequate information, and following the

precedent of Bombay, we used the Delhi estimates of black/

white ratios as "lower-bound" proxy estimates for Madras.
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The results are shown in Table 7.5.2.7 These estimates should

be treated with extreme caution. The "broker valuations"

refer to information from Delhi and are, therefore, strictly

speaking, not applicable to Madras. On the other hand, the

"Income-Tax Department valuation" indicates a surprisingly

small spread between declared values and "judgement values",

a fact which sits awkwardly with what we learned about the

operation of guideline values in Madras. Clearly, the matter

requires deeper investigation. Furthermore, as in the case of

Bombay, we were unable to exercise supervision regarding

how the sample information was collected by the Income Tax

Department. So there may be serious questions regarding

how representative the sample is with respect to the underly

ing population of all Form 37G cases in a given year.

These strong caveats notwithstanding, Table 7.5.2 suggests

that large amounts black income are generated through the

registered sales of properties in Madras. For example, for

1982-83 our crude estimates of the total black income gene

rated in such sales range from Rs 172 crore to Rs 677 crore.

6. Some Other Results

Further analysis of the underlying information, especially

of the better data relating to Delhi, reveals some interesting

features.

First, we have already noted the systematic tendency for

lower-valued properties to be under-valued (in per cent terms)

significantly more than higher valued properties. This obser

vation can be marshalled in support of the view that the

deterrence implicit in the Acquisition provisions of the

Income-tax Act may be more potent than changes in the

effective rate of capital gains taxation in containing the extent

of undervaluation (that is the prevalence of black payments)

in property sales. If the effective rate of capital gains taxation

were the dominant factor, one might expect equal or higher

rates of undervaluation on properties with higher absolute

values as compared to low-valued properties. But given that

higher-valued properties attract greater scrutiny from tax

authorities it is not surprising to find that they display a lower

rate of undervaluation than low-valued properties.
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However, we should caution against inferring much from

the pattern of correlation noted above. Such a pattern is also

consistent with the hypothesis that the extent (in percentage

terms) of undervaluation is influenced more by taxes levied

on the declared value of property (such as stamp duties) than

on the effective rates of capital gains taxation.

The evidence on the efficacy of the capital gains taxation

concessions, introduced in the 197 / Finance Act and pertain

ing to 1978-79, in reducing undervaluation is mixed. On the

one hand, the data from the Income Tax Department (Table

7.6.1) reveal a marked and temporary dip for that year in the

average rate of undervaluation (as per cent of declared value)

TABLE 7.6.1

Uudervaluatlon of Immovable Properties Detected by valuation

Cells in Cases Referred by Acquisition Departments in Delhi,

Madras and Bombay

Year

(1)

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1978-80

1980-81

1981-82

1982-83

TOTAL

Delhi

Cases

recei

ved

(2)

—

116

221

622

372

206

295

305

255

272

263

2927

Undervalu

ation as

percent

age of

declared

value

(3)

—

41.05

32.07

26.04

24.55

40.08

11.47

31.19

26.30

31.41

22.45

26.45

Madras

Cases

rece

ived

(4)

11

49

85

106

120

123

141

202

166

70

107

1180

Underva

luation as

percent

age of

declared

value

(5)

9.06

16.72

31.41

17.60

18.44

18.57

12.94

15.95

19.13

15.81

16.38

17.20

Bombay

Cages

rece

ived

(6)

4

250

370

294

190

79

128

155

146

116

268

2000

Underva

luation as

percent

age of

declared

value

(7)

55.22

59.77

38.54

33.11

37.53

35.05

43.93

52.94

77.40

74.07

29.54

47.01

Source: Central Board of Direct Taxes.
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of immovable properties in Delhi detected by the Valuation

Cell in cases referred to by the IACs (Acquisition). On the

other hand, no such dip is observable for the comparable data

from Bombay and Madras. Furthermore, the time-profile of

the number of37G forms received annually by the IAC

(Acquisition) in Delhi does not show the temporary peak in

1978-79 that one might expect if property transactors rushed

to avail themselves of the capital gains tax concessions.

Instead, the data in Table 7.6.2 suggest that registered pro

perty sales fell sharply during the Emergency (perhaps reflec

ting the effect of heightened deterrence of tax evasion) and

then recovered gradually to levels far in excess of that achi

eved in 1978-79.

TABLE 7.6.2

Total Number of Forms No. 37G Received by the Office of IAC

(Acquisition), in the Union Territory of Delhi

Year Number of

No. 37G received

1973-74 3064

1974-75 2068

1975-76 1209

1976-77 796

1977-78 1308

1978-79 3013

1979-80 3302

1980-81 5467

1981-82 6171

1982-83 5202

1983-84 3058

Source: Office of the Inspecting Assistant Commissioner (Acquisition)

of Income Tax Department, New Delhi.

Of course, it may be unrealistic to expect that modifica

tions in only one form of taxation capital gains taxation-

would, by itself, have a pronounced impact on the volume

and character of sales of urban property. As we indicated in

the beginning of this chapter, undervaluation (in sale deeds)

of property sales helps both seller and buyer evade several

taxes. Effective rednction of one tax may be insufficient to

significantly alter the behaviour of transactors.
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Notes

1. The initial scope of this part of the study was more ambitious.

However, the exercise was dogged by a number of problems,

including prolonged delays (and sometimes failure) in obtaining

data requested from official sources. Asa consequence, this chapter

is best seen as a brief, preliminary account of a larger report which

may be separately prepared at a later stage, time and other

resources permitting.

2. Incidentally, rent control is not a prerequisite for the existence of

black (undeclared) elements in rental transactions. Even where

rents are free of control, landlords frequently require a substantial

portion of the payment to be paid "in black" in order to facilitate

evasion of various taxes pertaining to property.

3. The 150th Report of the Public Accounts Committee of theSeventh

Lok Sabha provides an illuminating account of such "power of

attorney" transactions.

4. For a lucid discussion of economic and legal issues in property

valuation and of alternative methods of valuation in the context

of property taxation, see NIPFP (1981b).

5. The 1981 Income-tax Amendment Act extended the scope of

Chapter XXA to flats and tenements; in their ca»e the standard

form is 37EE.

6. This der artmental notification has no statutory basis and is not to

be confused with any subsequent issue of a preliminary notice of

acquisition under Sectiou 269D of the Income-tax Act. Further

more, even the departmental notification is unlikely for cases

involving declared values less than Rs 25,000 since such properties

are not subject to acquisition (in 1984 this cut-off was legally

amended to Rs 50,000).

7. Given what we knew about the operation of guideline values, the

differences between the declared values and "judgement values"

in the sample from the Income Tax Department were surprisingly

small, ranging from 10 to 50 per cent. In the absence of opportuni

ties to seek explanations for these low figures, we present them with

considerable misgivings.

8. The higher is the absolute declared capital gain, the higher is the

effective rate of tax it invites, since the rate of taxation depends on

the assessed income of the seller.
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Black Incomes

from Public Expenditure

1. Introduction

The examples and estimates of black income generation dis

cussed in the preceding chapters have largely dealt with the

private sector of the economy. The operations of the public

sector also afford large (and perhaps growing) opportunities

for reaping black incomes. The nature of such opportunities

is extremely varied and diverse. Very broadly, we can distin

guish between black income generating opportunities created

by:

(i) public controls over private sector activity,

(ii) direct public sector participation in economic activity.

The first category encompasses the entire gamut of public

economic controls on private economic activity. At the

national level it includes all aspects of industrial licensing,

controls over foreign trade and payments, controls on price

and distribution of a wide range of commodities and services,

controls over the operation of the private capital markets

(e.g., through controls on interest rates, regulation of capital

issues, etc.) and a wide variety of requirements relating to

registration and conduct of various economic activities.

State and local governments also exercise discretionary
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control over economic activity through numerous depart

ments and inspectorates which issue and renew permits of

one kind or another. The sub-national levels of government

play an especially important role in regulating the use of

land, especially urban land, and all aspects of construction
activity.

We shall return to the role of economic controls in gene

rating black income in Chapter 9. Here we simply observe

that controls typically spawn scarcity premia for the licenses,

permits and quotas, through which they are exercised, and

both the pursuit and realisation of these premia (whether on

import licenses, building permits or cement allocations) often
involve black income generation.

In this chapter we are more concerned with the second

way in which the public sector spawns black incomes,

namely, in the context of direct public sector participation
in economic activity. In particular, we deal with the gene

ration of black incomes through public expenditure. The

reason for dwelling on this type of black income generation

is that there is increasing evidence, mostly of an anecdotal

nature, pointing to its growing importance in recent years.

2. Some Examples and an Unifying Concept

To concretise the subject it is useful to consider some

examples of black income generation through public expendi
tures;

(i) In the construction of an irrigation dam a significant
percentage of the expenditure takes the form of illicit

payments to contractors and officials. The mecha

nisms include substandard work and materials, in

flated bills, false muster rolls for labour and kickbacks

to the sanctioning officials. The net result is that the

actual materials used and work done is less in

quantity and quality than that billed for, with

the difference accruing—in the form of black

incomes—to contractors and officials of the irrigation

department. The same techniques are used to defraud

the government in the case of public funds allocated

tures;
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for operation and maintenance (O&M) of such public

projects.

(ii) In the purchase of major civil or defence equipment

from atroad the vending company makes payments—

usually into accounts held overseas —to key parti

cipants (or their agents) in the decision to award the

contract These participants can include both officials

and ministers. The amount of such payments is,

naturally, built into the price of the equipment in

question. Hence a part of the full price paid by the

government or public sector agency corresponds

to black incomes paid to those who colluded in the

award of the contract.

(iii) Substantial proportions of government expenditure

on various anti-poverty programmes, such as Inte

grated Rural Development Programme (IRDP), never

reach the designated beneficiaries. Collusion between

functionaries of the district administration and local

banks effectively siphons off these amounts in the

form of explicit or implicit "cuts". What is true for

special anti-poverty programmes is often also true for

regular government expenditure on social welfare:

for example, medical supplies for rural clinics often

do not reach their destination or are illegally sold off

by the compounder and shown as "dispensed".

Such examples can be readily multiplied. Nor is the

phenomenon new in India. Twenty years ago the Santhanam

Committee (Government of India, Ministry of Home Affairs,

1964, p.10) observed: "We were told by a large number of

witnesses that in all contracts of construction, purchases,

sales, and other regular business on behalf of the Govern

ment, a regular percentage is paid by the parties to the tran

saction, and this is shared in agreed proportions among the

various officials concerned. We were told that in the con

structions of the Public Works Department, seven to eleven

per cent was usually paid in this manner and this was shared

by persons of the rank of Executive Engineer and below

down to the Mistry, and occasionally even the Superintend

ing Engineer might have a share." The Committee's report
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did not add the obvious, that such payments by contractors

to officials in the form of cuts or kickbacks were, presumably,

built into the cost structure of the works executed.

The common features of these examples merit emphasis.

First, the illicit payments received clearly constitute black

income in the hands of the recipients.1 More importantly,

these payments can be characterised as illegal transfers from

the public account to individuals. They differ in one important

respect from bribes between individuals. In the latter case a

bribe by A to B reduces A's disposable income by the same

amount that B's increases. Hence the bribe does not, con

ceptually, alter the total of gross personal income in the

economy,2 But in the case of the illegal transfers that we are

considering here, that is those from public expenditure, the

total of gross personal incomes increases by the extent of the

illegal transfer.

Thus, in the context of the exercise conducted in Chapter

5 the full amount of such illegal transfers should be con

ceptually added to the total gross personal incomes computed

from national accounts data by considering only legal trans

fers. Of course, the extent to which this income is taxable

(and hence tax-evaded) depends on its distribution across

income classes.

3. The Scale of Black Incomes from Public Expenditure:

Some Piecemeal Evidence

It is widely believed that the scale of "leakage" from

public expenditures is substantial and growing (in propor

tionate terms) over time. Our own informal interview in

formation is consistent with this view. But, given the nature

of the subject, it is extremely difficult to marshall quantitative

support for these impressions.

The most persuasive empirical work on the subject that

we have come across is a remarkable article by Robert Wade

(1982), which delineates the character, extent and conse

quences of institutionalised corruption in the O&M divisions

of canal irrigation in a "South Indian stale". Before we

summarise his principal findings it may be salutary to quote
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some of his remarks on the basis of his evidence (p. 291):

"Obviously one cannot work towards an understanding of

the phenomena discussed here by the familiar methods of

random sample, the formal interview and structured quest

ionnaire. One has to use, rather, more informal, more

"anthropological" means. The material on which this paper

is based was collected in the course of six periods of field-

work in the same small area of south India between 1976

and 1981, each of between one and four months' duration."

Wade's primary objective was to understand the functioning

of canal irrigation system, s In the process he came to re

cognise the great importance of the corruption "system",

which permeated most aspects of canal operation and main

tenance. This realisation led him to conduct informal inter

views with dozens of irrigation engineers, other government

officials and farmers, which formed the basis for his findings.

As he emphasises, his findings are "based on prolonged

residence and repeated enquiry, on both sides of the farmer-

official transactions." Wade's main conclusions of particular

interest to us are summarised below.

First, irrigation officers in the O&M divisions could and

did raise enormous amounts of "illicit revenue" through

abuse of their offices. The two principal sources of illicit

revenue were the "works budget" from the "selling" of

water to the farmers. The former, representing as it does

leakage from government expenditure, is of direct relevance

to our concerns in this chapter.

Each canal Division (headed by an Executive Engineer

(EE) with Assistant Engineers (AE) in charge of Subdivisions,

and Supervisors in charge of Sections) gets a regular grant

for annual maintenance which is used to finance the necessary

maintenance work by private contractors. Apparently, "by

long established tradition" 8i per cent of each contract

is kicked back to the officers and clerks of the O&M

Division: 2\ per cent going to the EE (the tender-accepting

authority in n.ost cases), 1 per cent to clerical staff, and the

remaining 5 per cent being split between the AE and the

Supervisor.
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This 8| per cent is, however, the minimum kickback, on

the assumption that "work is actually done to specification".

In fact, of course, this is almost never the case; there is

plenty of opportunity to achieve 'savings on the ground'

through cheating on materials. Wade concludes that "such

'savings on the ground' are normally sufficient to bring the

total rake-off to the officers (including the 8i per cent to at

least 25 per cent of the value of what is meat to be put on

the ground, and sometimes to as much as 50 per cent." Even

taking his lower bound figure of 25 per cent, the extent of

leakage from expenditures on maintenance work is clearly

very substantial.

Wade estimates that in the late 1970s EEs were making

an additional, illicit (black) income of at least Rs 260,000

per year, compared to average official salary (including

allowances) of Rs 28,500 a year. As for the AE, Wade esti

mates that on average he probably made about Rs 80,000 in

illicit income (with perhaps Rs 30,000 being his share of

the works budget and Rs 50,000 being raised or extorted

from the farmers for allocation of water) compared to an

official average salary of about Rs 23,000 per year.

These large additional illicit revenues which can be

extracted in these O&M jobs clearly make them attractive

propositions within the State Irrigation Department,

especially in comparison with posts in inspection and design.

Aspirants for transfer to these posts are usually prepared to

pay handsomely to the transferring authority or his agent(s).

Wade estimates that EEs paid anywhere from Rs 50,000 to

Rs 400,000 for transfer to O&M posts (the transferring

authority being the Minister) with the price being correlated

with possbiilities for making illicit revenues, which differs

across divisions. For AE posts the going price ranged from

Rs 25,000 to Rs 50,000, with the remuneration being shared

by senior Departmental officers, and one or two local MLAs.

Wade's account is replete with a great deal of detailed

description of the complex links between the irrigation

officers, the private contractors and the politicians. He also

goes on to demonstrate the detrimental consequences of

corruption for the canal irrigation system. For our purposes,
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his most interesting conclusion remains the estimated

minimum rake-off of 25 per cent from the annual works

budget for canal maintenance.

Leakages of this order raise the obvious question: what

about audit and other forms of scrutiny of government

expenditures; why do these not work as effective checks on

the generation of black incomes from public expenditures?

There are several answers to this query. First, the audit

conducted by the State Accountant General's Office is a

financial audit, not a physical one. As Wade notes (p. 310)

it is "sufficiently effective to make correct charging for bad

structures, rather than over-charging for good structures,

the most promising strategy, since neither this office nor any

other independent body makes checks on physical quantiti

es." Second, while there is an elaborate machinery for

supervising, investigating and disciplining corrupt officers,

it can be too easily neutralised. In principle, adverse comments

in confidential reports (CRs) can trigger investigations by

the Irrigation Department's Vigilance Cell, or the State's

Anti-Corruption Bureau (ACB). In practice these deterrents

are far from effective. To begin with, the safeguards against

action against officers are strong (the original intent

was to protect their independence). Where a case is allowed

to be initiated under the Vigilance-ACB machinery, it can be

easily derailed by intervention from the Departmental

Secretary or the Minister. As Wade puts it (p. 310) "If the
Minister sold the EE his tenure and subsequently put the

screws on him for more money, he may be a bit ambivalent

about allowing an ACB investigation to proceed". Indeed,

the anti-corruption machinery is more likely to be mobilised

"as a part of the strug le for power and spoils", whether

between a senior officer and his Minister, or rival Ministers,

or when the State government changes and the new party in

power deploys the machinery of government to discredit its
predecessor.

Is this case of corruption in canal irrigation in "a South

Indian state" an aberrant, isolated example, or is it.sympto

matic of a more pervasive malaise? Wade cites the work by

Pant (1979) to suggest that such practices are common in
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other irrigation systems. In his study of the Kosi Canal

system in Bihar, Pant reported that only 40 to 50 per cent

of the recorded public expenditure was actually spent on

works, with the remainder lining the pockets of the irrigation

staff and bloating contractor's profits. Wade also draws

attention to the Santhanam Committee's reports of pervasive

corruption in government purchases and contracts.

Preliminary work by Talwar (1984) relating to public

sector construction projects (mostly in Delhi) also confirms

the existence of large discrepancies between the quanta of

public expenditure and the value of the corresponding works

actually built. Talwar distinguishes between "insti

tutionalised" and "collusive" corruption. The former

represents customary "cuts" to various levels of functionaries,

while the latter reflects more audacious conspiracies to

inflate project cost estimates in which only a handful of

people are directly involved and which usually requires the

explicit blessing of, if not initiation by, powerful politicians.

Like Wade, Talwar is obliged to rely mainly on interview

material gathered over many years of residence and public

service in Delhi. Based on these interviews Talwar estimates

that as much as 25 to30 per cent of the recorded cost of

public works in Delhi and neighbouring States may be

siphoned off as black income in the hands of government

functionaries, politicians and contractors For one public

sector agency his information suggests that the percentage

of "leakage" may be about 40 per cent for houses and

buildings, while it may climb as high as 80 per cent for

"land development and acquisition" and "minor works,

maintenance and beautification works".

Our own informal interviews confirm the view that

leakages from public expenditures are a pervasive, not an

isolated, phenomenon. Experienced civil servants indicated

that leakages from anti-poverty programmes (such as IRDP)

in the range of 10 to 30 per cent were quite common, while

in some cases they may be even higher. A great deal depend

ed on the quality and motivation of the district administrat

ion. According to a recent study by Jain et. al. (1984), the

cvtent of corruption leakage in anti-poverty programmes
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may be much higher, in the range of 50 to 80 per cent of

programme funds.

Our interviews also indicate that kickbacks on govern

ment contracts and purchases are common. Nor are they

limited to administrative departments such as the public

works departments, but extend to include public enterprises.

The impression we formed was that for most substantial

public sector contracts, whether placed at home or abroad,

significant cuts and kickbacks to key decision-makers has

become the rule rather than the exception. This impression

is also consistent with any number of press accounts.1.

Furthermore, most of our informants agreed that the relative

scale of this form of corruption—leakages from public

expenditure —has grown substantially over the past two

decades. In the latter part of this period it is believed to

have become an important source of unaccounted funds for

political finance of elections and inter-election political

manipulations.

4. The Scale of Black Incomes from Public

Expenditure: Some Speculations

The piecemeal evidence presented in the previous section

provokes the question: how much does all this leakage from

public expenditures add up to in any given year? It should be

readily apparent that, at present, there is little prospect of

any adequately grounded answer to this intriguing question.

Fiist, virtually all the piecemeal evidence summarised earlier

is ultimately based on "off the record" interview information

where the corroboration comes from other such interviews,

not documentary evidence. Given the nature of the beast,

this is hardly surprising—but it would be unwise to dismiss

such interview data too lightly. Nevertheless, doubts can be

legitimately raised. Second, as Wade's study indicates,

establishing the dimensions of institutionalised corruption

in public expenditure in a given sector and geographical area

with a reasonable degree of credibility requires close

familiarity and prolonged effort. Until such time that

comparable studies have been completed for other sectors
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and areas of public expenditure, the basis for estimating any

aggregate amount of leakage will remain very weak. After

all, there can be no presumption that the rate of leakage

found in one kind of public expenditure in one area is

applicable across the board of all public expenditure. For

some kinds of expenditure, such as Central and State govern

ment wage and salary payments to its permanent employees,

the amount of leakage may be nil or negligible. Third, many

instances of leakage may represent unique events (for example

the kickbacks associated with a particular, massive weapons

system contract), where question of customary or institutio

nalised rates of leakage simply does not arise.

For all these reasons, we are unable to offer any

reasonable basis for estimating the aggregate amount of

leakage (or illegal transfer) from public expenditures in any

given year. Nevertheless, it may be instructive to obtain

some idea about the dimensions which might be involved.

We do this by simply taking a relevant subtotal of capital

and current expenditure by the public sector and applying

alternative percentages of 5, 10 and 20 per cent to this

subtotal to see, for illustrative purposes, the scale of leakage

which maybe involved. Table 8-4.1 presents the results for

1975-76, 1980-81 and 1981-82.

For each year, Table 8.4.1 presents two columns. The

first simply reflects the application of the specified percentag

es to the specified subtotal of expenditures, while the second

column reports numbers which are 75 per cent of the first

column. The second column is based on the assumption

that three-quarters of the illegal transfers from these public

expenditures accrue to beneficiaries who are in taxable

brackets of income. Thus the latter set of columns contain

speculative guestimates of amounts by which illegal transfers

from public expenditures could augment the totals of

tax-evaded income estimated in Chapter 5.

Table 8.4.1 suggests, that even if we make crude, but

perhaps reasonable, assumptions regarding the average

proportion of leakage from public expenditures, the amounts

involved are quite substantial. Thus, if in 1975-76 the average

leakage proportion was 10 per cent, it meant that black
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incomes (tax evaded) from public expenditures might have

been in the order of Rs 900 crore, a sum which may be

compared to the estimates of tax-evaded (legal) income in

Chapter 5 ranging from Rs 2,46 7 crore to Rs 3,741 crore.

The corresponding tax-evaded leakage in 1980-81 may have

been Rs 1,638 crore, which compares with our earlier

estimates of tax-evaded (legal) income ranging from Rs 4,813

crore.

We should reiterate that these numbers are purely specul

ative. They are presented only to drive home the point that

even if the average proportion of leakage from public

expenditures is quite modest, the amounts involved can be

substantial.

Notes

While most of such income usually accrues to those who are in tax

paying brackets, some goes to those below the effective income

tax exemption limit. In such cases the incomes are 'black' in the

sense of being illicit, but they are not black if a strict definition

of tax-evaded income is used.

Strictly speaking, taxable income may increase since A's income

(from all sources) is augmented by the bribe, while A cannot,

legitimately, treat the bribe as a deductible expense.

As one example, see the article on the Delhi Development Authority

in India Today, April 30, 1984. Another well-publicised example,

of the "Kuo deal", is described in Shourie (1983).
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Underlying Causes of the Black

Economy: A Qualitative

Review of the Principal

Factors

1. Introduction

Much has been wtitten on the causes of black income genera

tion.1 For the most part we shall draw on the existing literature

and our extensive interviews. In one relatively neglected area—

the effectiveness of deterrence (of tax evasion) — we have

marshalled a considerable body of fresh information to which

we devote a separate chapter.

We find it convenient to group the causes of black income

generation under the following heads:

i. the level and structure of taxation;

ii. the effectiveness of tax administration;

iii. controls on economic activity;

iv. general laws and regulations;

v. political finance;

vi. government spending: its scale and accountability;

vii. standards of public morality;

viii. inflation.

Before turning to an item-wise discussion of these causes,

we begin with a few general observations. First, we should
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emphasise that the causes itemised above operate together, not

as isolated elements. When an economic agent or enterprise

undertakes its decisions on product, finance, sale, investment,

accounting, etc., which lead to black income generation, it does

so in a context where all (or at least some) of those factors are

operating simultaneously, not in isolation, or seriatim. It is im

portant to emphasise this since, for ease of exposition, our

discussion of the causal factors is organised sequentially. Se

cond, and quite obviously, the range of causal factors influences

different sets of economic agents to different degrees. Third,

given the complexity of the context in which black income is

generated, it is quite beyond the scope of this study to quanti

tatively isolate the relative influence of different causal factors,

an exercise which would also require much firmer estimates of

the extent of black income and over an extended time period,

than it has been possible to make. Finally (and this harks back

to the first point), the causal factors can and do act to reinforce

each other. For example, the need for financing election poli

tics through illegal contribution from (or levies on) trade and

industry bolsters a system of economic controls and inter

ventions within which black incames can be readily generated.

2. The Level and Structure of Taxation

a. Some lessons from theory. We begin with a brief review

of the theoretical literature on tax evasion and its determinants.

In a series of papers published in the early 1970s, Allingham

and Sandmo (1972), Singh (1973) and Srinivasan(1973)1 develo

ped a model based on the analysis of choice under uncertainty.

In essence the model perceives an individual taxpayer as maxi

mising his expected income, which is depicted as a sum, weigh

ted by probabilities, of two possible states of affairs, one in

which he conceals a part of legally taxable income and success

fully evades tax and another in which such evasion is detected

through the administrative efforts of the tax system and a

monetary penalty imposed.

While different authors have advanced alternative variants

of the model, its spirit can be captured by the following equa

tion:
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E(Y) = k [Y—T(Y)—P(m)mY] + (1-k) [Y-T(l—m)Y]

where,

Y = the individual's true income,

T(Y) = the tax function,

m = the proportion by which true income is under

stated,

P(m) = the penalty function,

k = the probability that evasion is detected.

Thus, the first expression on the right hand side depicts the

situation when evasion has been detected and the second

expression represents successful evasion.

On the assumption that individuals maximise expected in

come, E(Y), this model has been used to generate a number of

qualitative conclusions, including:

i. The "optimal" extent of evasion depends simultaneou

sly on the rate structure of taxation, the probability of detection

through administrative efforts and the rate structure of mone

tary penalties;

ii. Other things equal, and assuming a progressive tax

structure, the optimal proportion of income understatement

(that is, the degree of evasion) increases with the individual's

income;

iii. Other things equal, the optimal degree of evasion

decreases as the probability of detection increases;

iv. If the probability of detection increases with income,

then, for a constant marginal rate of tax, the optimal degree

of evasion declines as income increases;

v. Penalty rates and tax administration efforts (the latter

modelled by k) both act to deter evasion and to some degree

one can act as a substitute for the other; that is, the same op

timal degree of evasion can be secured through higher penalty

rates and lower detection efforts — and vice versa.3

vi Other things equal, when the overall structure of taxa

tion is raised, the optimum degree of evasion for individuals

at any given income level will increase, that is, total evasion

will increase.

As with any theoretical model, these qualitative conclusions

depend, to some extent, on "reasonable" tax functions, penalty
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functions and so forth. Broadly speaking, the qualitative con

clusions are also in harmony with common sense; indeed, the

underlying model(s) may be characterised as formalisations of

common sense. That said, we must recognise that these models

suffer from some severe limitations.

First, the models do not provide policymakers with any

empirical guidance regarding the responses of tax evasion to

alternative instruments such as tax rates, detection efforts and

penalty rates Second, by confining the analysis to the paradigm

of an individual subject to a single tax (on income), the models

do rough justice to the real world where an individual or

enterprise may be subject to several taxes as well as a number

of other influences that we have indicated above, all of which

will jointly determine the extent to which income is underre-

ported to tax authorities. For one thing, each of these other

taxes may have a quite separate battery of detection and

penalty procedures. For another, the approach abstracts from

the larger social environment, which may have a lot to do with

evasion and compliance. Surveys conducted in Sweden (Vogel,

1974) and the United States (Spicer and Lundstedt, 1976)

emphasise the significance of social norms on tax compliance

and people's perceptions about the equity (or inequity) of the

prevailing tax system.

Third, by representing tax administration efforts through a

single variable, k, the models oversimplify — to the point of

misrepresentation — the real world, where the probability of

detection is likely to vary enormously across types of economic

activity and where detection can, in effect, be nullified through

bribery. Corruption apart, the "fact" of detection (of evasion)

becomes somewhat nebulous when we take account of the

numerous appellate stages in which the prima facie finding of

income concealment can, and is, challenged. Similarly, the

idea that penalty rates are well-specified and automatic

must appear extremely naive to anyone familiar with the Indian

scene, where numerous appellate and judicial procedures inter

vene to dilute the relevance of a given structure of penalties.

And, in the case of illegal source incomes, the deterrence/incen

tive effects of tax rates and tax evasion penalties are likely to
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be secondary to those implicit in the laws broken in making

the illegal source incomes.

b. Empirical evidi-nc:. Other things equal, a higher effective

rate of tax clearly increases the incentive to evade. And, as

virtually every official committee of enquiry on tax issues in

India has observed, evasion of taxes is rampant with respect to

every major tax, a view whic * is supported by our estimates for

tax-evaded income presented in Chapter 5.4 But studies which

quaiitify the nature of the links between the level and structure

of taxation and the extent of evasion are virtually nonexistent

in India. Given the enormous difficulty of arriving at any

reliable estimates of evasion and the uncertainty whichattaches

to these estimates, this is hardly surprising.

In discussing the role of ths ievel and structure of taxation

in encouraging tax evasion, it is important to distinguish

between:

i. the aggregate level of taxation in the economy;

ii. the composition of the tax structure;

iii. the rate structure and other relevant characteristics of

the important taxes that make up the tax system.

With respect to the aggregate level or rate oi taxation,

defined as the ratio of total tax revenues to GNP, we have

already advanced some indirect evidence in Chapter 4, which

suggests that the increase in the economy's tax ratio from 7

per cent in the early 1950s to 15 per cent in 1980-81 has been

associated with an increase in incomes, outputs and trans

actions not reported to the tax authorities.

A priori, we would expect the composition of taxes to have

a bearing on the extent of evasion. It is generally believed

that indirect taxes on commodities are more difficult to evade

than direct taxes on income and wealth. That is why countries

at earlier stages of development (that is, with low per capita

GNP) normally rely much more heavily on indirect taxes than

more developed nations, where the more abundant availability

of administrative skills and information systems facilitates

much greater reliance on direct taxes. Thus, there is some

presumption that as a country develops over time the composi

tion of its tax revenue would gradually shift in favour of direct

taxes. Over the past three decades the trend in India has been
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in the opposite direction. In 1950-51 direct taxes accounted
for 37 per cent of total tax revenues of the Centre, States and
Union Territories. By 1982-83, this share had declined to 17
per cent, Such an atypical trend suggests that the problems of

evasion of direct taxes have been unusually severe in India and

have militated against the "normal" growth in the share of
these taxes in total tax revenues5.

Among major taxes, the evasion aspects of Union excise

duties were seriously studied by the Venkatappiah Committee
(Government of India, 1974). Though the Committee refrained
from offering quantitative estimates, it concluded (p.:>5) that
'evasion is considerable and in some sectors pervasive". The
Committee attributed the widespread evasion to a number of
factors:

i. "Slack, non-existent or dishonest supervision",

ii. "unnecessarily complicated tariff items", particularly

"the differential rates for different categories and sub-

categories of the same tariff item or of allied products

in different items".

iii. "unrealistically designed exemptions", which offer enor

mous scope for abuse,

iv. "high tax rates".

Of these, the last three clearly relate to the level and structure

of excise duties. Similar conclusions have been arrived at in the

detailed, commodity-wise studies of excise evasion in copper

(NIPFP, 1982), plastics (NIPFP, 1983b) and cotton fabrics

(NIPFP, 1984) carried out by the National Institute of Public

Finance and Policy. Chapter 6 of this report presents a

somewhat different view in the case of sugar.

However, most of the debate regarding the relationship bet

ween th* level and structure of tax rates and evasion relates to

taxes on income, and especially, non-corporate income. And the

focus is on tax rates, to the exclusion of other characteristics

of the tax, such as provisions for exemptions and deductions.

The claim that high rates of personal income tax are a prime

cause of evasion is almost invariably based on a priori argu

ments, which link evasion to the high marginal rates of tax

ation, especially when such rates are viewed in combination
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with the structure of wealth tax rates. For example, the

Wanchoo Committee Report pointed out when "the margi

nal rate of taxation is as high as 97.75 per cent, the net profit

on concealment can be as much as 4,300 per cent of the after

tax income . . . We will not be surprised that placed in such a

situation, it would be difficult for a person to resist the temp

tation to evade taxes."

Rates of personal income taxation have been reduced

since the early 1970s, once in 1974-75 and again in 1976-77,

and, most recently, in the 1984-85 budget. These reductions

refer to nominal rates. As Bagchi (1982) has shown, when

inflation is allowed for, the effect has been to reduce the aver

age burden of taxation (over the period 1971-72 to 1981-82)for

the lowest and highest levels and increase it for those in the

"middle", that is, those earning gross income between Rs

29,950 and Rs 2,34,000 per annum in 1981-82 prices (see

Table 9.2.1). Given the rather ample span of the "middle"

we would be excused from concluding that the reductions in

nominal rates have been more than nullified by inflation for

most categories of income tax payers. So, if the rate structure

of the personal income tax was regarded as a significant cause

of evasion in 1971-72, logically, it would be inconsistent to

resile from this view in 1981-82. And since the rate of infla

tion between 1981-82 and 1934-85 has been greater than the

percentage-wise, across-the-board rate reliefs offered in the

budget for 1984-85, the same argument applies to the position

in 1984-85.

Furthermore, the EARC's Report No. 22 has highlighted

the high tax burden imposed on individuals through a combi

nation of taxes on income and wealth. Table 9.2.2, which is

based on a table in the EARC report, displays the combined

effect of income and wealth taxes at different levels of wealth

and assuming a pre-tax rate of return of 10 per cent per

annum. A glance at column (10) of the table indicates that

though the highest marginal rate of income tax (inclusive of

surcharge) was 67.5 per cent in assessment year 1984-85,

when this was combined with the wealth tax, the combined

marginal rate of tax on income from wealth reached 97.5
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per cent for net wealth of 12 lakhs and exceeded 100 per cent
for net wealth of 18 laKus and above.

The key empirical question is how significant is the rate

structure of personal income taxation in inducing evasion.

The one good study in this area is by Bagchi and Rao (1282).

They set out to estimate the elasticity of the non-corporate
income tax in India. In the process they noted that the
budgets for 1974-75 a;.d 1976-77, in which personal income

tax rates were reduced, made no estimates for revenue

loss from these reductions, on the assumption that such losses
would be exactly offset by revenue gains from improved com

pliance. They proceeded to challenge this assumption by

making independent estimates of assessable incomes over the

years 1974-75 to 1977-78, based on regressions of assessable

income on GDP for the period 1962-63 to 1973-74, when

changes in the tax were minor and could be adjusted for.

Based on their regression equation forecasts for assessable

incomes in 1974-75 to 1977-1978, Bagchi and Rao concluded

that assessable incomes and tax yields would have been signi
ficantly greater in these years but for the rate reductions. In

other words, the tax compliance effects of rate reductions

were much lower than had been presumed in the Budgets.

From this Bagchi and Rao moved to a broader conclusion:

"The results . . . raise doubt about the validity of the widely
held presumption that a reduction in tax rates leads to a

higher yield of income tax because of better compliance"
(p. 1452).

Though the Bagchi and Rao paper is the best available,
their analysis and conclusion can be subject to several criti

cisms. First, there is the usual problem with AIIFS annual
data on assessed incomes, namely that each year's data relate

to several assessment years; any conclusions based on this

data have to be treated with some circumspection. Second,

their key regressions link assessable incomes to only one

variable, GDP at factor cost, if we leave aside a dummy vari

able for certain tax structure changes in the sample period.

Yet theory would suggest that the total of reported and

assessed incomes should also be influenced by a number of

other factors, such as the rate of inflation (which influences
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the effective burden of taxation), trends in other taxes, the

climate for enforcement, detection and penalties, and so on.

True, the statistical attributes of the Bagchi-Rao equations

are good, but unless they are seriously tested against more

complete formulations, it may be unwise to accept them un

critically for the purposes at hand.

Third, it is one thing to use the analysis to challenge (and

revise) the budget assumptions regarding revenue loss attri

butable to discretionary rate reductions; it is quite another to

arrive at broad conclusions about the links between tax rates

and compliance (or evasion). The latter is a complex subject,

where the influence of tax rate reductions may reasonably be

expected to take some time to work, especially after a long

history of tax hikes. Those concealing income cannot be

expected to turn honest overnight, if for no other reason than

this could lead to dangerous anomalies in their histories of

tax returns! Yet, over time, a lower structure of rates could

have a significant positive effect on compliance, both by exist

ing tax dodgers and, perhaps more importantly, by new

potential assessees, especially once the populace is convinced

that the rate reductions are not temporary gimmicks.

To sum up, while the Bagchi-Rao paper provides a strong

precaution against making unrealistically rosy estimates of

improved revenues from better compliance in the short run,

its wider doubts about a policy of combating evasion through

reduced rates are not so securely founded. So where does

this leave us? Essentially with our judgements and prejudices.

And to put those on the table, we side with those who believe

that high effective rates of taxation are a major contributory

factor to tax evasion and black income generation in India.

Improved tax compliance can result from significant and

sustained reductions in the effective tax burdens of those who

are liable to tax.

3. Controls on Economic Activities

The range and complexity of controls over economic acti

vity in India is awesome. This is the principal impression that

strikes the reader of the Dagli Committee's unique and
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valiant attempt (Government of India, Ministry of Finance,

1979) to compile and analyse the consequences of controls

on the Indian economy. And this impression is strengthened

when the reader absorbs the full import of the Committee's

admission that it 'has been able to make only a beginning in

the matter of the study of the extant controls in the Indian

economy, as it has been able to examine only a sample of the

existing controls..." (p.(ii) ). The Committee's testament to

the complexity of the control system is also worthy of quot

ation : "The control system today has become so complex

that even the executive authorities responsible for implement

ing the controls are unaware at senior levels of the exact

control system which they have to implement".

The main contours of the control system as described in

the Dagli Committee Report have remained in place, though

individual components have been modified from time to time.

There is little point in repeating, or even summarising, the

description of the control system provided by the Dagli

Committee Report. However, we should take note of the

principal components. These are:

i. Controls on industrial activity;

ii. Controls on imports through licensing and canali

sation procedures;

iii. Foreign exchange controls;

iv. Controls over prices and distribution of a wide range

of commodities;

v. Controls on rents and on use of urban land.

In each of these areas knowledge of the control system re

quires knowledge of the relevant economic law such as the

Industries (Development and Regulation) Act or the Essential

Commodities Act, the statutory Control Orders, the numer

ous notifications issued under each statutory Control Order,

and the array of administrative and informal controls and

procedures which often buttress (and sometimes substiture

for) statutory controls.

There are several dimensions to the manner in which con

trols contribute to the generation of black incomes. First, and

most obviously, in areas such as import licensing, foreign
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exchange control, rent control and commodity price controls,

the institution and operation of controls spawns scarcity

premia over and above the official or controlled prices, and

these are usually reaped by operators in the black market for

the relevant item As the Wanchoo Committee Report noted

(p.9), since "the transactions in violation of statutory rest

rictions had to be entered secretively, these had necessarily

to be kept back from the tax authorities. In consequence,

evasion of tax on incomes thus made illegally follow inevi

tably".

The dimensions of such scarcity premia have fluctuated

over time with the nature of the controls and the underlying

conditions of supply and demand in the relevant markets.

Comprehensive estimates are hard to come by. Mohammad

and Whalley (1983) provide an estimate for 1980-81. Accord

ing to them the total scarcity premia or ''rents" associated

with four major sets of controls (import licenses, capital

market controls, commodity price controls and labour market

controls) was in the order of 32,500 crore to 45,000 crore, or

between 30 and 45 per cent of GNP. The basis for their

estimates is somewhat rough and ready. For example, Moham

mad and Whalley assume that the differential between cont

rolled and black market prices for all non-agricultural price

controlled items (including steel, cement, fertiliser, automo

biles, chemicals, Pharmaceuticals, sugar, paper, petroleum

products and tractors) was 100 per cent. They apply this

premium to the estimated value of production of those com

modities to obtain an estimate of Rs 17,000 crore of scarcity

premia attributable to price controls on the specified non-agri

cultural commodities. Similarly, they conclude that the real

rate of return on investment was at least two to three times

higher than the real rate of return accruing to savers, with the

difference being attributed to controls on credit and interest

rates. By multiplying this "premium" by the annual flow of

household financial savings, they estimate that the scarcity

premia in this area were in the order of Rs 8,500 crore to

Rs 17,000 crore.

Quite clearly, these estimates are based on rather weak

foundations. Perhaps more important, it is difficult to know
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what proportion of the scarcity premia are actually realised

in the form of illegal black incbmes and what proportion is

implicitly (but legally) enjoyed by recipients of the controlled

allocations. Nevertheless, informed sources attribute great

significance to controls as a cause of black incomes. For

example, Pendse (1983) considers them so important as to

come to the judgement that the aggregate of illegal source

black incomes (principally the illicit premia spawned by

controls) is larger than that of legal source, tax-evaded

incomes in India.

Second, the present system of controls typically require

anyone setting up a new activity to get de facto approval

from a number of different agencies and departments; one

might pass judgement on the foreign exchange implications,

another on the project's consonance with Plan priorities,

and still another on the foreign collaboration proposed.

And obtaining the industrial license may only be the begin

ning. Further approvals may be required from the relevant

State government (on land use, on environmental implicat

ions, etc.), term lending institutions, suppliers of infra

structure such as power and transport, and so on. At each

stage of approval there is potential for graft, and that too

at different levels. As an experienced Union Cabinet Minister

puts it, "we have allowed a huge bureaucratic network to

develop as a constraint on them (trade and industry).

This apparatus exists only to say 'yes' or 'no' to a project

whose file has to pass from the lowest section officer to the

highest ministerial office. . .This merry-go-round goes on

not only for months but for years. The only way to expedite

matters and to obtain a 'no objection' certificate is to resort

to the lubricant of unaccounted money which is used at

every decision-making point, fom the lowest to the highest

level. This is how corruption becomes the rule rather than

the exception." (Sathe, 1984, p. 154).

Third, once an economic activity has been established, it

continues to interface with many elements of the coutrol

system. Import licenses may have to be negotiated, access

to credit, coutrolled inputs and infrastructure (such as power,

telecommunications and transport), secured. The enterprise
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may become subject to monitoring by a whole new set of

government departments such as labour, health, environment

and so on. Once again, in each case, the regulators have to be

propitiated, typically through some form of graft.6

Fourth, the operation of a complex and discretionary

system of controls invites corruption and lobbying of another

form. Economic agents do not rest content to confining their

bribery to speeding up the processing of their various appli

cations or to securing advantangeous intepretations when

the regulations are ambiguous. They can also use their money

power to change the scope and content of the controls.

For example, there have been cases where the zoning of

urban land has been altered to suit individual developers in

return for appropriate considerations. In effect, changes in

public policy are purchased, thus further vitiating the original

rationale of the controls. Conversely, the design of the

control system, and not just its administration can be used

as a powerful instrument for conferring windfall gains (or

promising to do so) and inflicting unforeseen costs (or threat

ening to do so) in a highly selective manner, which facilitates

its use for raising money for political or private purposes.

In all of these cases the bribes themselves constitute black

incomes in the hands of the recipients. What is perhaps even

more significant is that the need to pay regular bribes to

different elements of the control apparatus provides product

ive enterprises with a good reason to generate black income

in their operations. "Greasing the wheels of business" is a

significant rationale for enterprises to keep some of their

income "off the books"- And this need is high because the

spread, complexity and discretionary content of the control

system is great.7

A couple of general points merit emphasis. First, the

system of economic controls and permits is not limited to

the Central government; it extends to State and local levels.

We were frequently told that though recent years had wit

nessed some relaxation in Central government controls (e.g..

with respect to imports, price controls on cement and steel),

the operation of the "license-permit raj" at the State and

local levels had become more burdensome and corrupt, for
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example, with regard to the distribution of liquor license

and use of urban land. Second, as we already hinted above,

the culture of corruption which is spawned (or at least, nur

tured) by a system of complex discretionary controls on

economic activity does not remain confined strictly economic

controls.

General Laws and Regulations

The giving and taking of bribes goes well beyond strictly

economic controls For example, it is common practice for

traders to give general purpose "haftahs" to local policemen

and various municipal inspectors as well as special considerat

ions to overlook unauthorised pavement retailing or other

specific transgressions. Unauthorised constructions are fre

quently "regularised" through appropriate pay-offs. Corrup

tion is, reportedly, rampant in the lower echelons of the

general administration and the judiciary. Simple registrations

of documents frequently require petty bribes. Placements of

students in schools and colleges can often be secured only at

a price. In some States the power to transfer officials is

abused to extort bribes from the victims. In others, appoint

ments to public jobs are "sold". These examples can be

multiplied readily. It is their general characteristics which

may be more interesting.

Laws and regulations grant a certain amount of monopoly

power and capacity for harassment to those responsible for

interpreting and administering them. The discretion is inten

ded to serve the public interest. All too often in India it is

used to enhance private (and illegal) profit. In effect, in the

hands of the unscrupulous, regulatory authority becomes

transformed into levers of "private taxation" through which

tolls are levied on the public. As in the case of economic

controls, the actual bribes received constitute black incomes

in the hands of the recipients, though from a national in

come accounting perspective they are in the nature of transfer

payments. However, to the extent such bribes are predictable,

they encourage the donors to generate black incomes,

typically by concealing legal source incomes and turnover

from tax authorities.
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Another noteworthy, general point is that when

public offices are systematically abused to enrich the incum

bents, the posts themselves frequently come to command a

monetary price. In Chapter 8 we cited the work by Wade

indicating that posts of engineers in canal irrigation systems

fetch high prices. In our interviews, we were told that it

was quite common for police postings to "fetch a going

price", depending on their location and "revenue-earning"

potential. Indeed, we were informed that recruitment to

public services, in general, and especially at the lower levels,

was becoming increasingly "monetised". Even jobs of public

school teachers were often "on sale", though they were asso

ciated with little regulatory authority (such posts do however

have earning potential in excess of salaries, to the extent that

permanent teaching jobs provide both a certification and a

clientele for remunerative—and tax-evading—private tuition).

Of course, such "sales" of jobs are more likely to fetch high

prices when they carry significant regulatory authority over

lucrative economic activities.8

5. The Scale of Government Spending

We have noted how a regime of detailed and discretionary

controls provides opportunities to those who design and

administer the system to selectively confer benefits and inflict

costs on different groups of economic agents. Similarly,

government spending can be a potent source of economic

patronage. As far back as 1964, the Santhanam Committee

Report had warned about the "unprecedented opportunities

for acquiring wealth by dubious methods" that was afforded

by rapid increases in government expenditure. Even then

the Committee received complaints about a virtually uni

versal practice of cuts and kickbacks in "all contracts of

construction, purchases and sales".

In the past three decades, government spending has in

creased nearly fifty times in absolute nominal terms; even as

a ratio of GNP, government spending has increased from 9

per cent in 1950-51 to 27 per cent in 1982-83. There is no

reason to believe that the accountability of expenditure has

improved over time. In fact, our information suggests that
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matters have worsened considerably, especially with the

reported growth of political fund raising through govern

ment contracts. Furthermore, this period also saw a very

rapid increase in the operations and turnover of public

sector enterprises, some of which also offer substantial

opportunities for making illicit commissions. Thus, it is

difficult to resist the conclusion that rapid increase in public

spending has been a significant factor behind the growth of

black incomes.

The most common method of making black incomes from

government spending is to "siphon off" a chunk of the report

ed expenditure and diminish the actual materials supplied and

work done (in quantity or quality) by a corresponding

amount. In effect, the "siphoning off" can be viewed as an

illegal transfer from the public treasury to the recipients of

the cuts, kickbacks and commissions. This set of issues and

practices was discussed in Chapter 8.

6. Political Funding

Back in 1971 the Wanchoo Committee Report (p.9) had

identified political finance as a significant factor in black

income generation. Many of those we interviewed singled

out (illegal) political fund-raising as a prime cause of black

income generation. Under the present law no candidate to a

Lok Sabha election is permitted to spend more than Rs 35,000

towards his election, and, since 1969, companies are dis

allowed from contributing towards the election expenditure

of parties and candidates. It is common knowledge that these

legal limitations are not taken seriously. Chief Election

Commissioner R.K. Trivedi is reported (Advaci, 1983) to

have commented on the role of money power in elections in

the following terms:

"This malady, I am afraid, during the last decade, has

assumed alarming proportions. The huge expenditures incurred

by candidates and political parties have no relationship to the

ceiling prescribed under the law. The candidates and their

political parties look to big money-bags for their funds to

contest elections, thereby adopting i formula which establishes
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the chances of winning in direct proportion to the money

spent. That in course of time this triggers chain reaction lea

ding to corruption at various decision-making levels, does not

seem to bother them." Similar views are expressed by Union

Cabinet Minister Sathe in his recent book (Sathe, 1984, p. 156).

Some attempts have been made to gaug; the dimensions of

the expenditure involved Based on some rough norms, Pendse

(J983) estimates that Rs 170 crore of "black money" was

spent in the 1980 Lok Sabha elections. Allowing for leakages

en route, he suggests that something like Rs 400 crore of black

income would have had to be generated to assure that Rs 170

crore became available for actual election expenditure. And

this is for Lok Sabha elections alone. v\ hen we take account

of elections to State Assemblies and to various local bodies,

as well as the inter-election requirements for political campaig

ning and manipulation, it is quite clear that the demand for

political funds could easily average several hundred crores per

year.9

Such funds are in the nature of transfers, but the greater

the demand for such transfers the greater is the inducement

for generation of black incomes. Political contribution are

raised from a wide range of sources of which industry and

trade are believed to be the principal ones. Black incomes

made through tax evasion of legal source incomes along with

black incomes from all manner of illegal sources provide the

"base" for the political "contributions". Political domination

over the apparatus for licenses and permits and over public

expenditures ensures means by which this base can be enhanced

at will and individual enterprises induced to contribute. As

numerous commentators have pointed out [e.g., Trivedi (1983),

Kabra (1982) and Jha( 1980)1, such a close nexus between poli

tical funding and black incomes is extremely dangerous as it

places public policy on the auctioneer's block. And, if the black

incomes in question have been made through outright illegal

activities, such as smuggling, then the prospect for effective

and impartial administration of laws and regulations is that

much weaker [see, for example, Jha (1981) and the cover

feature in Business India of July 30-August 12, 1984].
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What is especially pertinent to the generation of black

incomes is that the growth of linkages between the black

economy and political authority at all levels of government

can severely weaken voluntary compliance with tax laws and

other economic regulations. We have npted earlier that there

is some evidence from other countries linking tax compliance

with social norms and people's perceptions about equity. If

people come to believe that their political masters are direct

or indirect beneficiaries of black incomes, their motivation to

wards voluntary compliance is likely to suffer. Furthermore,

political dependence on black incomes weakens the effecti

veness of the government's administrative machinery for

deterring evasion of tax laws and other economic regulations.

When special leniency has to be frequently shown towards

politically well-connected transgressors, the chances of achie

ving fair administration and effective deterrence are slim.

7. Standards of Public Morality

The Wanchoo Committee Report (p. 10) pointed "to the

general deterioration in moral standards of our people" as a

significant factor fuelling the growth of tax evasion. That such

a decline has occurred seems beyond doubt. Everyone we inter

viewed agreed that standards in public life had declined over

the last three decades, perhaps more rapidly in the years since

the Wanchoo Report. B.K. Nehru (1982) observes, "Corrup

tion is rampant in every sector of our society ... A large

number of politicians and ministers are corrupt, corruption

is universal in the lower ranks of the public services, it has

affected the middle ranks as well and is now infecting the

apex of our administrative structure, the All-India Services. . ."

Nor does Nehru believe that this was always the case but

rather that we have "degenerated, in one single generation,

from being an honest society into a dishonest one . . ."

Among the reasons cited by Nehru and others for this preci

pitous drop in public morality are: the relative decline of old

elites and their established values and the rise of new, mone

yed elites with little to offer except their example of material

success; the example set by the political rulers in using public
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office to advance party and private interest and their appar

ent ability to flout the rule of law with substantial impunity;10

the sharp decline in real incomes of government servants

coupled with growing opportunities for deploying their dis

cretionary authority for personal profit; the cumulative chara

cter of corruption; and the growing wtakness of established

institutions and sources of authority.

Whatever the reason, the effects on tax compliance cannot

be anything but adverse. The moral inhibitions against tax

evasion and participation in other black transactions have

clearly weakened. The process has been hastened by two orher

factors: the growing role of specialised middlemen who inter

mediate between the citizen and the revenue (or other) autho

rity; and the virtual universality of black transactions in certain

markets (such as urban real estate) which obliges otherwise

honest citizens to flout tax statutes if they are to participate

in these markets at all. The Wanchoo Report had pointed out

(p. 10) that "some tax advisers do not hesitate to lead their

support in shielding, and even assisting tax dodgers" By all

account, this practice has become far more prevalent. The

assessee/client does not himself directly bribe the revenue

official to get his assessment reduced, or a false return accepted.

He shifts the burden of the act (and the associated guilt) to the

intermediary tax consultant. Since reports indicate that revenue

officials frequently harass even honest taxpayers, it is hardly

surprising that the use of intermediary consultants and accoun

tants has become virtually universal. A similar role is played

by clearing agents with respect to customs authorities. In either

case ihe intermediary may provide genuine professional

services; but he also eases the process by which irregular tax

returns are tendered and accepted and revenue lost to the

State.

8. Inflation

There are several ways in which inflation enhances the

incentives and opportunities for making black incomes: First,

with a progressive income (and wealth) tax structure, denned

with respect to nominal values, inflation results in ''bracket

creep" which increases the effective burden of taxation at any
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given level of real income (and wealth), and hence the incen

tive to evade. Second, general inflation is usually accompanied

by pronounced scarcities and windfall gains in certain sectors

which are unlikely to be fully declared to the revenue authori

ties. Third, in a system where some prices are fixed by legal or

executive fiat, adjustments in these prices are likely to lag

behind the changes in market-clearing prices. The likely

consequence is increases in the illegal scarcity premia, at least

temporarily. Fourth, inflation reduces the real incomes of those

whose nominal incomes do not keep pace with rate of change

in prices. This includes government servants, many of whom

have access to various forms of discretionary authority which

can be bartered for money. Thus inflation, especially when it

is prolonged and severe, increases the incentive to succumb
to such temptations.

Notes

1. For a sampJing of the general literature on the causes of black income

generation in India, see the Wanchoo Committee Report (Govern

ment of India, Ministry of Finance, (1971). Sundaram and Pandit

(1976),Chugh (1^78), Kabra 1982), Pendse (1983), Sandesara (1983a)
and Monga and Sanctis (1984).

2. These and subsequent papers have been surveyed by Sisson (1981).
3. For qualifications to this view see Sisson (1981).

4. The Wanchoo Committee Report is the most cited document on

direct taxes. For Union excise duties the Venkatappiah Committee
Report (Government of India, Ministry of Finance, 1974) found

that evasion was widespread, although they were unwilling to venture

quantitative estimates. Similar conclusions have been arrived at for

State level taxes. See the references cited in Chapter 2.

5. Other reasons may also have been at work, such as differing requi-

lements for sharing taxes collected by the Central Government
with the States.

6. Informal estimates by Raj Krishna indicate that a going concern

may have to keep functionaries from 25 to 30 public agencies
happy.

7. Complexity of provisions and discretionary procedures also breed
corruption in the case of other instruments of government policy,

such as subsidies. Minnas (1977), p. 229) comments on India's

export subsidy system as it operated in 4the mid-1970s in the
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terms, "The infinite layers of contacts which exporters have to

maintain with the bureaucracy, lead to colossal corruption."

8. In part, the illicit premia for such jobs also reflect excess supply

of qualified candidates at the going rate of salary or wages.

9. In Raj Krishna's words "Indian politics has been becoming increa

singly capital-intensive".

10. Nehru (1982) estimates that in one State at least thirty per cent of

the legislators were involved in criminal cases of one type or

another.



10

Deterrence of Tax Evasion :

Theory and Practice

1. Introduction

We noted in the previous chapter that the effectiveness

of deterrence is an important factor in explaining the extent

of tax evasion, and, hence, black income generation, at least

from legal source incomes. If the potential benefits from tax

evasion (to the tax evader) are embedded in the tax structure,

the potential costs of tax evasion are determined by the

effectiveness of deterrence measures. In this chapter we

attempt to assess the extent to which the Income-tax Act, its

administration and the various appellate procedures have

succeeded in generating effective deterrence to tax evasion.

As we observed in the preceding chapter, public finance

theorists find it convenient to disaggregate deterence into

two constituent elements:

i. the probability of detection in cases of tax evasion,

and

ii. the degree of punishment meted out in detected cases.

A strong tax administration, it is argued, with a high

probability of detecting evasion will not by itself be an effec

tive deterrent, if the penalties levied are nominal. Conversely,

high penalties, whether in the form of monetary fines or

imprisonment, may be of limited consequence if ineffective
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administration of tax statutes leads to very low probabilities

for detection of evasion.

This two-part breakdown of deterrence is conceptually

appealing. But it is difficult to sustain in practice, at least

in India, because the establishment of detection (of concealed

income) is usually inextricably linked to the outcome of

penalty proceedings or prosecutions. For the purposes of

this chapter we may, somewhat arbitrarily, consider prima

facie detection to have occurred when penalty orders are

issued for concealment of income. We will assess the effet-

iveness of deterrence under three broad heads: factors which

influence the rate of detection of evasion, the efficacy of

punishment through (monetary) penalties and the effective

ness of punishment through prosecutions.

2. Factors Influencing the Rate of Detection

Broadly speaking, the probability of detecting tax evasion

can be increased either by expanding the statutory obligations

of the tax payers or by enhancing the effective powers—and

the quality of administration—of the tax enforcement autho

rities. The object of both is the same, namely, the proper

determination of taxable income and the collection of the full

taxes due. Of course, some measures entail both aspects:

they impose fresh obligations on assessees at the same time

that they augment the powers of the enforcement authorities.

a. Statutory obligations of the taxpayers. The current legal

position is quite clear: everyone with taxable income is

legally obliged to file a return. Failure to do so invites pay

ment of interest for th^ period of default, penalty under

Section 271 (1) (a) of the Income-tax Act and, in certain

circumstances, prosecution under Section 275CC.

Where pertinent, the return of income has to be accom

panied by a statement of account as per books, if maintained,

or a statement estimated on the basis of materials available

with the assessee. In its report the VVanchoo Committee noted

that miny professionals and other non-corporate assessees

carrying on business, with substantial turnover, did not

maintain books of accounts (or claimed they did not), there

by making it very difficult to estimate true taxable income
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and the associated tax dues. Based on the Committee's re

commendations, the 1975 income-tax Amendment *\ct

plugged this loophole, at least partly, by providing for com

pulsory maintenance of accounts by certain specified

as well as other notified professionals irrespective of their

income and by businessmen, other than the above profes

sionals, with income and/or turnover above certain specified

minima, during any one of three years preceding the previous

year in the case of an existing business and in the previous

year itself, in the case of a new business. The ) 984 Finance

Act carried this logic further by requiring compulsory audit

wherever (income or) turnover of professionals and business

men exceeded specified limits.

(i) The system of permanent account numbers. The 1975

Income-tax Amendment Act also enjoined on all assessees

the requirement to seek allotment of a Permanent Account

Number (PAN), which was to be quoted in all corres

pondence with the tax authorities as well as in all documents

(especially relating to commercial and financial transactions)

as may be prescribed by the Central Board of Direct Taxes

(CBDT). The potential for using a PAN-based system to

check assessees' income returns against other sources of

information is obviously great, especially if the entire in

formation system can be computerised.

Regrettably, the most recent official evaluation of the

PAN system casts doubt on its current effectiveness In its

Report No. 26. the Economic Administration Reforms Com

mission (EARC) observes (EARC, 1983, p. 184):

"Unfortunately, it appears that the system is not operated

effectively. In fact not only is the valuable information recei

ved not being utilised properly, but even the process of

allotment of permanent account numbers to all taxpayers

has not been completed, yet ... At present, when the PAN

system has not really begun to operate effectively, there is

not much point in adding to the categories of transactions in

which the PAN should be quoted."

(ii) Canalising transactions through banks. Transactions

in cash clearly facilitate successful evasion of taxes. To

make evasion difficult, Section 40A(3) of the Income-tax Act
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provides for disallowance of any payment exceeding Rs 2,500

if it is not made by account payee cheque or bank draft.

However, a proviso to a subsection waives this rule in

certain circumstances. As the EARC has pointed out in its

Report No. 26 (p. 184), "the CBDT has framed Rule 6DD

which enumerates more than thirty items of cases and cir

cumstances in which no disallow mces shall be made under

Section 40 A (3). . ." together with a residuary clause 6DD

(j), which is open to extremely liberal interpretation. Under

the circumstances, it is doubtful if this particular statutory

obligation on taxpayers has been effective in curbing evasion

or facilitating its detection.

To discourage circulation of black funds in the form of

deposits with banks, companies, firms and cooperative

societies and to check the growth of "hawala" transactions.

Section 269T was enacted in 198*1. It prohibits the repayment

of deposits (or deposits plus interest) to any person, or to

the depositor in certain cases, by any of the above assessees,

in any form other than account payee cheques or drafts,

whenever the amount in question exceeds Rs 10,000. A new

provision in the 1984 Finance Act seeks to restrict any person

other than those specifically excluded from accepting deposits

and loans above Rs 10,000 each except in the form of account

payee drafts. While this sort of provision undoubtedly creates

a hurdle for tax evaders it can be circumvented through

fragmenting deposits in "benami" accounts.

(Hi) "Benami" provisions. Under Section 281 A, as it stood
earlier, any person holding property valued at more than

Rs 2,000 in the name of another, that is, benami, was

required to include the income therefrom, or the value there

of, in his tax returns. Unless he. did so, or gave due notice of

such assets to his ITO, he was debarred from instituting any

suit in any court to enforce any right in respect of such

property. To enable the ITO to take timely action under the

law, the 1984 Finance Act has sought to provide that such

notice has to be given to the Commissioner within a period

of one year from the date of acquisition of the property

except where the value of such property does not exceed

Rs 50,000. Simultaneously, the then existing requirement of
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making a disclosure in the return of income or net wealth or

giving a notice to the ITO was discontinued.

(iv) Some other provisions. Other provisions exist which

cast obligations on different types of assessees; the goal of

all these provisions is to discourage evasion of tax, or make

such evasion easier to detect. For example, under Section

285A a contractor entering into a contract for carrying out

any work or the supply of goods and services in connection

therewith, valued in excess of Rs 50,000 is required to furnish,

within a month of making the contract, the particulars

relating to the contract to the ITO having jurisdiction over

him. Section 285B casts somewhat similar obligations on

film producers.

The purpose of these and other provisions is clear enough:

to make it legally necessary for assessees to supply detailed

information about their transactions and transactors with

the hope that such information can be used to track down

tax evaders. What is less clear is how effectively these provi

sions are actually enforced and how much actual use is made

of the resulting information to combat tax evasion.

b. Powers of the tax authorities. The legal powers of the

income tax authorities are wide-ranging and include the

authority;

i. To call for any accounts and other documents in

support of returns filed: failure to comply can invite ex

parte assessment, and/or penalty under Section 271 (1)

(b) and prosecution under Section 276D;

ii. To impound books of accounts and documents for 15

days under the ITO's authority and for longer with

the Commissioner's approval;

iii- To compel the assessee to get his accounts audited (or

re-audited) at his expense by an accountant nominated

by the Commissioner;

iv. To compel outsiders to furnish information in respect

of an assessee (for this purpose the ITO exercises the

powers of a court under the Civil Procedure Code

when trying a suit under specified matters);

v. To carry out statutory survey of assessees in the ITO's
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jurisdiction to gather information on ostentatious ex

penditure in connection with any function, ceremony

or event;

vi. To acquire undervalued properties;

vii. To conduct search and seizure operations.

In addition to these and other statutory powers, income

tax authorities can engage in general survey and intelligence-

gathering activities of various kinds.

A thorough review of the effectiveness of each and every

power of the income tax authorities is quite beyond the

scope of this report. We shall limit outselves to general

comments in a few cases and somewhat more detailed reviews

in a few others.

(i) Scrutiny assessments. Many of the powers noted

above [(especially items (i) through (iv)] are designed to assist

income tax authorities with detecting evasion through scru

tiny assessments. But the basic system of scrutiny assessments

suffers from grave weaknesses. The growth in the number

of income tax assessments has far exceeded the Income Tax

Department's resources to carry out effective scrutiny.

An attempt to solve the problem through the introduc

tion of a scheme of summary assessments had not, until

recently, achieved much success. According to the EARC

(Report No. 24, p. 166), the summary assessment "appears to

have failed to achieve its intended purposes . . . Such guide

lines have been set out for classifying cases as 'summary*

or 'scrutiny', that the classification itself has become time-

consuming, defeating the very purpose of the summary assess

ment scheme". Quite apart from some serious problems with

the way in which summary assessments are conducted, the

EARC concludes that "far too many cases are earmarked for

scrutiny which are beyond the manpower and material re

sources of the Income Tax Department. Unduly heavy

disposal targets have been fixed for scrutiny cases, with the

result that officers shy away from making any worthwhile

investigation or even detailed scrutiny. It would not be an

exaggeration to say that the entire assessment system has
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virturlly broken down. There is an uncontrollable accumul

ation of arrears leading to ever-increasing demands for addi

tional manpower which simply cannot be met". The summary

scheme has, of course, since been drastically modified and

detailed classification has been eliminated. All returns show

ing total income upto Rs 50,000 in salary cases are now to be

accepted right away. In other cases, all returns showing

income upto Rs 25,000 are to be similarly accepted without

scrutiny

Table 10.2.1 highlights the large number of scrutiny cases

both in absolute terms as well as in relation to the number of

assessments completed. Column (5) of the table records the

total number of penalty orders passed for concealment. If

we make the reasonable assumption that all of these arose

from scrutiny assessments, the proportion of penalty orders

to scrutiny assessments is far from impressive. It has rarely

exceeded 3 per cent and in certain years has been less than 1

per cent. Furthermore, the amounts of concealed income

associated with penalty orders in each of the years is very

modest, averaging less than Rs 20 crore a year in the five years

1978-79 to 1982-83. If our estimates (Chapter 5) of tax-

evaded income at several thousand crores of rupees per year

are, at least, in the correct order of magnitude, we are

obliged to conclude that the entire procedure of scrutiny

assessments leads to the detection of a very small proportion

of total concealed income. For example, even in relation to

the lowest estimate of tax-evaded income for 1975-76

(assessment year 1976-77), the amount of concealment

associated with penalty orders issued in that year was

well under 1 per cent. Furthermore, we should reiterate

that "detection" here refers to prima facie detection, which

may not be sustained in appeal.

(ii) General survey. General or non-statutory survey may

be internal or external. Internal survey denotes collection of

information from internal sources such as assessment records.

External survey comprises door-to-door surveys as well as

collection of information form external sources such as govern

ment departments, financial institutions and commercial
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Financial

Year

(1)

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

1981-82

1982-83

TABLE 10. 2.1

Assessment and Penalty

Number of

assessments

completed

(2)

3492163

3844219

3598057

3436003

3840846

4007644

3948879

4043813

3310327

3489790

4035213

4547716

4435114

Number of

scrutiny

assessments

out of (2)

(3)

3492163

1531872

944599

930108

1210809

1527025

1344873

1055886

898162

917776

953757

1089620

1136817

Number of

scrutiny

assessments

as percenta

ge of num

ber of asse

ssments co

mpleted

(4)

100.00

39.85

26.25

27.07

31.52

38.10

34.06

26.11

27.13

26.30

23.64

23.96

25.63

Number of

penalty

orders

passed

(5)

23625

18051

12544

12407

8216

8234

6986

8613

28776

28851

11977

28142

31184

Note: Column (2) has been arrived at by deducting the number of

summary assessments from the total number of assessments

completed in the respective years.

Source: Report of the Comptroller and Auditor General of India

(C&AG), 1970-71 to 1982-83.
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Number of

penalty

orders

passed as

percentage

of number

of assess

ments com

pleted

(6)

068

0.47

0.35

0.36

0.21

0.21

0.18

0.21

0.87

0.83

0.30

0.62

0.70

Number of

penalty

orders

passed as

percentage

of number

of scrutiny

assessments

in (3)

(7)

0.68

1.18

1.33

1.33

0.68

0.54

0.52

0.82

320

3.14

1.26

2.58

2.74

Amount of

concealment

involved in

(5)

(in Rs crore)

(8)

70.69

33.93

25.48

23.65

19.45

16.35

13.21

13.84

14.96

31.48

10.15

11.62

16.09

Amount of

penalty

levied in

(5)

(Rs crorc)

(9)

14.08

9.57

12.19

16.22

15.48

13.67

12.57

13.06

11.96

22.30

9.29

8.29

13.11

Amount of

penalty

levied in

(9) as per

centage of

amount of

conceal

ment invol

ved in (8)

(10)

19.92

28.21

47.84

65.88

79.59

83.61

90.82

94.36

79.95

70.84

91.53

71.34

81.48
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organisations. Here we shall limit ourselves to considering

external survey in two of its forms:

i. Information gathering from outside agencies;

ii. Door-to-door survey.

The goal of both forms of survey is to bring new assessees

into the tax net and strengthen the information base for

detecting evasion by existing assessees.

i. Information gathering, dissemination and matching. Since

the restructuring of the survey organisation at the end of

1979, the responsibility for gathering, collating and dissemi

nation of information from external sources rests with the

Central Information Branch (CIB), which is attached to each

Commissioner's charge [(in multi-commissioner charges the

CiB unit reports to a designated AIAC (Survey)]. The working

of these CIB units has also been revamped. They are now

required to collect information, in a phased manner, from

some 85 specified sources including government departments,

autonomous bodies and private organisations. This information

is then required to be properly organised and disseminated

to lTOs in the relevant charges.

We could not compile any independent information with

which to evaluate the effectiveness of such information gathe

ring and its use. The EARC, in its Report No. 26, notes

(p. 187): "The collection, dissemination and matching of

information in general is a crucial aspect of income tax investi

gation, but it appears that this has been sadly neglected. Either

the information is not called for systematically, or the infor

mation obtained is not properly utilised in the assessments."

On a related issue, information pertaining to income tax

evasion can often emerge from the enforcement of other taxes

such as excise, customs and sales. This is so because evasion of

one tax usually entails evasion of other taxes. In principal,

the necessary coordination of information is effected through

the CIB units as well as various zonal and central coordination

committees composed of respresentativesfrom different investi

gation agencies under the Department of Revenue. While the

machinery for coordination clearly exists, our discussions

with senior officers of the Revenue Department left the impre

ssion that the quality of coordination left much to be desired*
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ii. Door-to-door survey. Until the late 1970s the conduct

of door-to-door surveys occurred in a somewhat fitful and ad

hoc manner. For example, after the Public Accounts Comm

ittee (PAC) noted, in its 70th Report to the Fourth Lok Sabha

(1967-69), the stagnation in the number of assessments relating

to property income in Delhi during the first half of the 1960s,

the C1T Delhi allocated 15 inspectors to enquire into new

constructions. The immediate result was some 2,500 new

wealth tax returns.

During most of the 1970s, survey activity continued at a

reasonable tempo (see Table 10.2.2). But it was only in 1977

that the Income Tax Department launched systematic door-

to-door surveys which were planned to cover all the potential

areas in the country within a specified time frame and then to

repeat the process periodically. In 1979, some 500 new

inspectors (survey) were appointed and the organisation of

survey activity was restructured.

In multi-commissioner charges, responsibility for survey

work is now centralised under the CIT (Investigation), with

one or more IACs (Survey) and ITOs (Survey) under his

jurisdiction. In single-commissoner charges, survey work is

the responsibility of the Commissioner, though he may be

assisted by an IAC (Survey) and ITOs (Survey). The inspectors

(Survey) are given newly designed standard proformae for

survey work and are required to submit fortnightly reports to

their respective ITOs who, in turn, are expected to conduct

random follow-up visits of premises to check the correctness

of reports submitted by the inspectors. At the all-India level,

a new Directorate of Survey was created, headed by a Director

of Inspection (Survey) for coordination and supervision of all

survey work, collection/compilation of data and the formula

tion of annual and long-term plans for all survey activities,

including door-to-door survey, other external survey, interna/

survey and statutory survey.

The results achieved thus far under this revamped structure

are summarised in Table 10.2.3. Compared to Table 10.2.2 it

is quite clear that the new organisation and programme has

resulted in the survey of many more premises annually and
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has substantially increased the number of new assessees falling

into the tax net each year as a result of survey activity.

However, a careful look at Table 10.2.3 reveals some dis

quieting features:

i. The number of premises surveyed to detect one new

assessee is rather high in 1982-83 and 1983-84 compared

to earlier years. This may reflect a decline in efficiency

of inspectors, growth of corruption/collusion with

potential assessees, lack of proper supervision or poor

choice of potential areas for external survey, or all of

the above.

ii. While the number of assessments conducted in survey

circles has increased steadily, the percentage of non-

taxable assessments for income tax cases has grown

alarmingly from 12 per cent in 1980-81 to 59 percent in

1983-84. Such a high proportion of infructuous cases

points to serious weaknesses in the manner in which

survey work is being conducted.

The weaknesses in the quality of survey work at the level

of the circle or the Commissioner's charge cannot be easily

corrected by any initiatives from the central Directorate of

Survey. The DI (Survey) lacks any staff to conduct indepen

dent supervision through surprise checks of the field staff.

Indeed, despite the onerous responsibilities of this Directorate,

the only staff available to the DI (Survey) is one IAC and one

lower division clerk.

To sum up, while the potential for detecting evasion

through systematic survey work is very great, and significant

achievements have been recorded in recent years, much re

mains to be done.

(iii) Acquisition of properties. Under-valuation of proper

ties in registered sale deeds leads to substantial evasion of

taxes and provides an important medium for the accumulation

of black wealth. The State governments lose revenue in the

form of registration fees and stamp duties, while the Central

government loses tax on capital gains in the hands of the seller

and taxes on income and wealth in the hands of the buyei>

Following the recommendations of the Wanchoo Committee,
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a new chapter XXA was added to the Income-tax Act in 1972,

empowering income tax authorities to acquire properties at 15

per cent above the declared sale price whenever the market

value of the asset exceded the declared price by more than 15

per cent of the latter. The purpose was to deter evasion

through undervaluation and to strengthen the means for

detecting tax evasion.

In fact, the Annual Report of the Ministry of Finance

for 1983-84 records that up through the end of November

1983, only 16 properties had been acquired through proceed

ings under Chapter XXA, though as many as 59,243 acquisi

tion notices had been issued.

There are several reasons for this dismal record, but the

principal one appears to be the virtual impossibility of fulfil

ling, to the satisfaction of the courts, the conditions neces

sary to issue preliminary notices for acquisition. According

to Section 269C(1). the competent income tax authority

can only assume jurisdiction to issue the preliminary notices

under Section 269D(1) if he has reason to believe, on the

basis of material or evidence in his possession, that the

market value of the impugned property exceeds the conside

ration declared by more than 15 per cent and that such

understatement has been resorted to with a view to facilitat

ing evasion of tax either by the transferor or the transferee.

In practice, the courts have interpreted these provisions

in such a way that the income tax authorities have found it

virtually impossible to fulfil these conditions to the satis

faction of the courts. As a result, the overwhelming majority

of preliminary notices issued have been struck down by the

courts in writ petitions. In effect, judical interpretations of

Chapter XXA provisions have severely emasculated their

potential for detecting and curbing tax evasion.

(iv) Search and seizure. Search and seizure is a drastic

and extraordinary power given to income tax authorities to

root out concealed income and assets. The relevant Section

132 of the Income-tax Act authorises empowered officers of

the department to, inter alia, enter, forcibly if necessary,

any building, place or vessel; to break open any safes, lockers,

almirahs, etc., to search any person entering or leaving the
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premises; to seize any books of accounts, documents and

assets considered pertinent to the objective of establishing

tax evasion; and to retain the seized material for a specified

period.

After the search is over, the authorised officer, if he is not

the assessing officer, has to hand over the seized materials to

the assessing officer within 15 days of the search. Where

valuable assets have been seized, the assessing officer is

required within 90 days to make a summary estimate of the

undisclosed income, determine the tax, interest and penalty

payable, add this amount to any existing liability under

direct tax Acts, retain the portion of seized assets necessary

to discharge the total of such liabilities and return the rest to

the person(s) from whom they were seized. And, depending

on the material seized during the search, prosecutions may

may also be launched. Indeed, the CBDT has repeatedly

pointed out that a successful search should invariably lead to

prosecution.

Search and seizure of incriminating documents and un-

aeeounted assets is not an end in itself but only a means to

an end, namely, laying hands on definitive evidence of tax

evasion to be utilised in prompt assessment, swift imposition

of penalty, followed by prosecution wherever called for.

What has been the result of search and seizure operations?

Table 10.2.4 draws together some summary information

from the annual Reports of the Comptroller and Auditor

General of India (Civil). A perusal of the table reveals some

disquieting features. First, assessments arising from search

cases do not appear to be completed with*pecial dispatch.

As column (7) indicates, the number of assessments pending

at the end of each year has grown rapidly from 4,100 in 1978-

79 to 10,495 in 1982-83. Moreover, as shown in column (8)

a good number of these assessments have been pending for

more than two years from the date of the search. Second, it is

surprising to find that in the case of completed assessments

for three reeent years, 1980-81, 1981-82 and 1982-83, well

over half the assessees involved are found not to have any

concealed income [see eolumns (9) and (12)]. This suggests

that a high proportion of search cases are infructuous in
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rooting out concealed income—not a happy conclusion for

the most powerful and direct weapon for detecting evasion

in che armoury of the income tax authorities.1 Third, the

number of eonvictions obtained on the basis of search cases

is alarmingly low; in several years not a single conviction can

be attributed to search and seizure. This is particularly dis

quieting given the enor nous powers conferred on income tax

authorities, in search cases, to seize and retain potentially

incriminating material.

To further assess the effectiveness of search cases, we

sought the coopeiation of the Income Tax Department to

obtain data on a sample of search cases carried out during

the three calendar years 1976-78 and involving seizure of

assets of more than Rs 5 lakh in each case. We chose 1976

as the initial year in order to exclude the effects of the 1975

Voluntary Disclosure Scheme. And, given the lags in assess

ments, penalty proceedings and prosecutions, there was little

point in going beyond 1978. Standard proformae were circu

lated to the relevant income tax charges through the good

offices of the CBDT. Apart from long delays, many charges

(including important ones, such as Calcutta) failed to com

plete and return the proformae despite repeated reminders.

Table 10.2.5 records information based on the partial returns

received.

Out of a total of 425 assessments involved in the sample,

concealment was determined in 310 cases, that is, in about

two-thirds of the cases. But out of these 310 assessments in

only 66 cases (that is, in a little over a fifth of the cases) was

penalty levied. As for prosecutions, the results are even more

disquieting. While a total of 60 prosecutions had been

launched, 58 of these related to 10 assessees involved in just

two cases of search and seizure involving companies in

Madras. And of these, 29 had been discharged, dismissed or

acquitted, while in the remaining 29 (plus two other cases

from other jurisdictions), the cases were still pending. What

is truly alarming is that out of all the search and seizure

cases covered in our sample, not a single conviction had been

obtained some five to seven years after the searches were

originally conducted.



T
A
B
L
E

1
0
.
2
.
5

Re
su

lt
s
of

S
a
m
p
l
e
S
t
u
d
y
of

S
e
a
r
c
h
C
a
s
e
s
In

vo
lv

in
g
S
e
i
z
u
r
e

o
f

A
s
s
e
t
s

of
M
o
r
e
T
h
a
n
R
u
p
e
e
s

Fi
ve

L
a
k
h

in
E
a
c
h

C
a
s
e
C
a
r
r
i
e
d
O
u
t
D
u
r
i
n
g

t
h
e
C
a
l
e
n
d
e
r
Y
e
a
r
s

1
9
7
6

t
o
1
9
7
8

1
.

2. 3. 4
. 5. 6
.

7
. 8. 9.

1
0
.

1
1
.

1
2
.

1
3
.

1
4
.

N
a
m
e

o
f

t
h
e

c
h
a
r
g
e

0
)

R
a
n
c
h
i

K
a
n
p
u
r

C
o
c
h
i
n

K
o
l
h
a
p
u
r

A
l
l
a
h
a
b
a
d

N
a
s
i
k

R
a
j
k
o
t

J
o
d
h
p
u
r

N
u
m
b
e
r

o
f
a
s
s
e
s
-

s
e
e
s
i
n

v
o
l
v
e
d

i
n

s
e
a
r
c
h
a
n
d

s
e
i
z
u
r
e

(2
) 2 9 9 3 2 4 1 4

K
a
r
n
a
i
a
k
a
-
I

6

A
g
r
a

K
a
r
n
a
t
a
k
a

(
C
e
n
t
r
a
l
)

J
a
l
a
n
d
h
a
r

G
u
j
a
r
a
t

(
C
e
n
t
r
a
l
)

L
u
c
k
n
o
w

4 1 1 2 1

N
u
m
b
e
r

o
f
a
s
s
e
s
s

m
e
n
t
s

i
n
v
o
l
v
e
d

(3
)

4 1
9

1
4 6 2

2
0 1 4

1
3

1
1 5 6

!
'

N
u
m
b
e
r

o
f
a
s
s
e
s
s
-

e
e
s

i
n

r
e
s

p
e
c
t
o
f

w
h
o
m

c
o
n
c
e
a
l
e
d

i
n
c
o
m
e

w
a
s
d
e
t
e
r

m
i
n
e
d

(
4) 2 9 5 1 1 2 1 4 3 3 1 1 1

♦

7

N
u
m
b
e
r

o
f
a
s
s
e
s
-

s
e
e
s
i
n
(
4
)

a
s
p
e
r
c
e
n

t
a
g
e
o
f

n
u
m
b
e
r

o
f
a
s
s
e
s
-

s
e
e
s
i
n

(2
) (5
)

1
0
0
.
0
0

1
0
0
.
0
0

6
2
.
5

5
0
.
0
0

5
0
.
0
0

5
0
.
0
0

1
0
0
.
0
0

1
0
0
.
0
0

5
0
.
0
0

7
5
.
0
0

1
0
0
.
0
0

1
0
0
.
0
0

5
0
.
0
0

1
0
0
.
0
0

N
u
m
b
e
r

o
f
a
s
s
e
s
s

m
e
n
t
s

w
h
e
r
e
c
o
n

c
e
a
l
m
e
n
t

h
a
s

b
e
e
n

d
e
t
e
r
m
i
n

e
d

(6
) 3

1
9

1
1 4 1

1
4 1 4 8

1
0 5 6 7 7

N
u
m
b
e
r

o
f
a
s
s
e
s
s

m
e
n
t
s

i
n

(
6
)
w
h
e
r
e

p
e
n
a
l
t
y

h
a
s
b
e
e
n

l
e
v
i
e
d

(7
)

N
i
l

4

N
i
l

2 N
i
l

7

N
i
l 1

N
i
l

N
i
l

N
i
l

N
i
l

6 2

N
u
m
b
e
r

o
f
a
s
s
e
s
s
-

m
e
n
t
s
i
n

(
7
)
a
s
p
e
r
.

c
e
n
t
a
g
e
o
f

a
s
s
e
s
s
m
e
n
t
s

i
n

(
6
) (
8
)

N
i
l

2
2
2
2

N
i
l

5
0
.
0
0

N
i
l

5
0
.
0
0

N
i
l

2
5
.
0
0

N
i
l

N
i
l

N
i
l

N
i
l

8
5
.
7
1

2
8
.
5
7

If
n
o

p
e
n
a
l
t
y

l
e
v
i
e

N
o
t

i
n
i

t
i
a
t
e
d

2 5

1
0 2

N
i
l 1 1

N
i
l 7

N
i
l 5 6

N
i
l

N
i
l

Q
u
a
n
t
u
d

a
p
p
e
a
l
m

p
e
n
d
i
n
g

N
i
l 3

N
i
l

N
i
l

N
i
l 3

N
i
l 2

N
i
l

1
0

N
i
l

N
l
i 1 1

C
/
3 s Vi o -
a a m r o e
n

O § o 2 z z



T
A
B
L
E

1
0
.
2
.
5
(
C
o
n
t
d
.
)

1
5.

G
u
j
a
r
a
t
-
I
I

2
2

16
.

M
e
e
r
u
t

1
5

1
7
.

S
u
r
a
t

l
6

18
.
M
a
d
r
a
s

(
I
n
v
.
)

1
2

19
.
M
a
d
u
r
a
i

9
1
9

2
0
.

P
a
t
n
a

2
1
0

2
1
.

J
a
b
a
l
p
u
r

2
2

22
.

P
a
t
i
a
l
a

1
l

2
3
.

V
i
s
a
k
h
a
p
a
t
n
a
m

1
1

2
4
.

L
u
d
h
i
a
n
a

2
3

2
5
.
K
a
n
p
u
r

4
1
8

(
C
e
n
t
r
a
l
)

26
.

V
i
d
a
r
b
h
a

3
3

27
.

A
m
r
i
t
s
a
r

1
2

2
8
.

D
e
l
h
i

3
1
3

2
9
.
B
o
m
b
a
y
-
I

1
2

5
4

3
0
.
B
o
m
b
a
y
-
X

3
6

3
1
.

T
a
m
i
l
n
a
d
u
-
1

1
9

8
4

3
2
.

M
a
d
r
a
s

1
0

6
8

(
C
e
n
t
r
a
l
)

T
O
T
A
L

13
1

4
2
T

N
i
l

1 1 1 8 2 2 1 1 2 4 1 1 3 9

N
i
l
*
*

1
1

1
0

N
i
l

1
0
0
.
0
0

1
0
0
.
0
0

1
0
0
.
0
0

8
8
.
8
9

1
0
0
.
0
0

1
0
0
.
0
0

1
0
0
.
0
0

1
0
0
.
0
0

1
0
0
.
0
0

1
0
0
.
0
0

3
3
.
3
3

1
0
0
.
0
0

1
0
0
.
0
0

7
5
.
0
0

N
i
l

5
7
.
8
9

1
0
0
.
0
0

N
i
l

5 1 2 2
1 9 2 1 1 3

1
2 1 2

1
3

2
9

N
i
l

4
0

6
8

N
i
l

N
i
l

N
i
l

N
i
l 1
2

N
i
l

N
i
l 1

N
i
l

N
i
l

3

N
i
l 2 9

1
0

N
i
l

6 1

N
i
l

N
i
l

N
i
l

N
i
l

5
7
.
1
4

N
i
l

N
i
l

1
0
0
.
0
0

N
i
l

N
i
l

2
5
.
0
0

N
i
l

1
0
0
.
0
0

6
9
.
2
3

3
4
.
4
8

N
i
l

1
5
.
0
0

1
.
4
7

N
i
l

N
i
l 1 2 9

N
i
l

N
i
l

N
i
l 1

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

1
2

N
i
l

2
9

6
7

9
9

7
5
.
5
7

3
1
0

5
6

2
1
.
9
9

1
6
0

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l 6

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

2
6



T
A
B
L
E

1
0
.
2
.
5
(
C
o
n
t
d
.
)

N
a
m
e

o
f

t
h
e

C
h
a
r
g
e

t
h
e

r
e
a
s
o
n
s
t
h
e
r
e
f
o
r

P
e
n
a
l
t
y

D
r
o
p
p
e
d

C
o
n
c
e
-

p
r
o
c
e
e
d
-

i
n
g
p
e
n
d

i
n
g

a
l
m
e
n
t

a
d
d
i
t
i
o
n

d
e
l
e
t
e
d
/

r
e
d
u
c
e
d

i
n a
p
p
e
a
l

N
u
m
b
e
r

o
f
p
r
o
s
e
"

c
u
t
i
o
n
s

l
a
u
n
c
h
e
d

P
r
e
s
e
n
t

p
o
s
i
t
i
o
n

o
f

p
r
o
s
e
c
u
t
i
o
n

C
o
m
p
o
u
n

d
e
d

C
o
n
v
i
c
t
e
d

(
1
0
)

(
I
D

1.
R
a
n
c
h
i

2
.
K
a
n
p
u
r

3.
C
o
c
h
i
n

4.
K
o
l
h
a
p
u
r

5.
A
l
l
a
h
a
b
a
d

6.
N
a
s
i
k

7.
R
a
j
k
o
t

8.
J
o
d
h
p
u
r

9.
K
a
r
n
a
t
a
k
a

10
.
A
g
r
a

1
1
.
K
a
r
n
a
t
k
a

(
C
e
n
t
r
a
l
)

1
2
.
J
a
l
a
n
d
h
a
r

1
3
.
G
u
j
a
r
a
t

(
C
e
n
t
r
a
l
)

N
i
l

1

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l 1 1

N
i
l

N
i
l 3

N
i
l 1 1

N
i
l

N
i
l

N
i
l

N
i
l

1 5

N
i
l

N
i
l 1

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
i

N
i
l

N
i
l

I1
2!

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

D
i
s
c
-

P
e
n
d
-

h
a
r
g
e
d
-

i
n
g

/
d
i
s
m
i
s

s
e
d
/

a
c
q
u
i
t
t
e
d

N
i
i

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
t
l

N
i
l

N
i
l

N
i
l

N
u
m
b
e
r

o
f
a
s
s
e
s
s

m
e
n
t
s

p
e
n
d
i
n
g

w
i
t
h

d
e
c
i
d
e
d

b
y
t
h
e

s
e
t
t
l
e

c
o
m
m
i
-

s
i
o
n
s

(
1
4
)

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
[

N
i
l

N
i
l

N
i
l

N
i
l 7

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l 6

N
i
l

5 6 4



14
.
L
u
c
k
n
o
w

N
i
l

N
i
l

4

15
.

G
u
j
a
i
a
t
-
I
I

N
i
l

N
i
l

N
i
l

16
.
M
e
e
r
u
t

N
i
l

N
i
l

5

17
.

S
u
r
a
t

N
l
i

N
i
l

N
i
i

18
.
M
a
d
r
a
s

(I
n
v.

)
N
i
l

N
i
l

N
i
l

19
.
M
a
d
u
r
a
i

N
i
l

N
i
l

N
i
l

2
0
.
P
a
t
n
a

8
1

N
i
l

21
.

J
a
b
a
l
p
u
r

N
i
l

N
i
l

2
22

.
P
a
t
i
a
l
a

N
i
l

N
i
l

N
i
l

23
.
V
i
s
a
h
a
p
a
t
n
a
m

N
i
l

N
i
l

N
i
l

24
.
L
u
d
h
i
a
n
a

2
N
i
l

1
2
5
.
K
a
n
p
u
r

(
C
e
n
t
r
a
l
)

1
N
i
l

2
26
.
V
i
d
a
r
b
h
a

N
i
l

1
N
i
l

27
.

A
m
r
i
t
s
a
r

N
i
l

N
i
l

N
i
l

7
Ni
]

Sg
N
i
l

N
i
l

N
i
l

7
N
i
l

N
i
J

T
A
B
L
E

1
0
.
2
.
5
(
C
o
n
t
d
.
)

3
0
.
B
o
m
b
a
y
X

31
.
T
a
m
i
l
n
a
d
u
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

2

N
i
l

N
i
l

Si N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N N

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l
2
9

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

n
il

N
i
l

2

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

2
9

N
i
l

N
i
l

N
i
l

N
i
l

N
i
l

2

N
i
l

N
i
l

N
i
l

N
i
l

2

N N4i
!

25
21

6
0

N
i
l

N
i
l

No
te

s:
*

2
9

3
1

3
0

P
"
e

of
th

e
t
w
o

as
se

ss
ee

s
ha
s

g
o
n
e

to
th

e
Se
tt
le
me
nt

C
o
m
m
i
s
s
i
o
n

N
o

a
s
s
e
s
s
m
e
n
t
c
o
m
p
l
e
t
e
d

s
o

fa
r.

w
e
n
t
y

as
s.
es
ts
n?
cn
ts

co
ve

re
d

b
y

i
m
m
u
n
i
t
y

gr
an

te
d

by
Se
tt
le
me
nt

C
o
m
m
i
s
s
i
o
n
.
Tw

el
ve

as
se
ss
me
nt

h
a
v
e

be
en

co
mp
le
te
d

as
pe

r
ag

re
em

en
t
wi
th
ou
t
le

vy
in

g
pe

na
lt

y.
In

th
ir
te
en

as
se
ss
me
nt
s
co
nc
ea
le
d
in

co
me

ha
s

be
en

de
cl

ar
ed

in
he

re
tu

rn
.
As

se
ss

me
nt

s
ar
e
pe

nd
in

g
fo

r
se

ve
nt

y
on

e
ca

se
s.

In
ei
gh
t
as
se
ss
me
nt
s

as
se

ss
ee

s
di

ed
be

fo
re

pe
na

lt
y
co

ul
d
be

le
vi
ed
.
Th
e

pe
ri

od
st
ip
ul
at
ed

fo
r
in

ti
ma

ti
on

of
pe
Ll
ty

ex
pi

re
d
no
ne

ca
se

^
^
^
S
Z
Z
S
^
™
^
"
*
"
™
*
*
s
—
t

No
in
fo
rm
at
io
n^
,^
i
T
S

S
o
u
r
c
e
:

C
o
n
c
e
r
n
e
d
C
o
m
m
i
s
s
i
o
n
e
r
s
o
f
I
n
c
o
m
e
T
a
x
.

N
o



268 ASPECTS OF THE BLACK ECONOMY IN INDIA

In view of this brief analysis, we are obliged to concur

with the EARC's judgement (Report No. 26, p.185): "Search

and seizure is among the most important of measures in the

income tax statute for unearthing concealment. Unfortuna

tely, the provisions do not seem to have been effective in

practice."

The EARC (p. 185) attributes the apparent ineffectiveness

of search operations to three main factors: "First, the

numbers of such cases are large and beyond the capacity of

the available manpower to cope with. As a result, enormous

delays occur in the processing of cases after search and

seizure. This gives plenty of time to parties concerned to

invent explanations, fabricate evidence, etc . . . Secondly,

ineffectiveness in handling such cases is also the result of

divided responsibility. While one set of officers conduct the

search and seizure, another group have the responsibility of

follow-up . . . The third factor involved is the non-exclusive-

ness of the responsibility for search and seizure. The officers

concerned are saddled with other assessments as well, and

also have to meet high quotas of disposal."

Two other factors may dilute the effectiveness of search

and seizure. First, we were told of instances where leaks of

information from the tax authorities tipped off the targeted

assessees, thus allowing the latter to dispose of incriminating

evidence. Second, it appears that in recent years the Settle

ment Commission has acted as an escape route in the case

of search cases (this aspect will be elaborated in a subsequent

section dealing with prosecution).

(v) Factors influencing the rate of Detection: A summing

up. Our summary review of these issues suggests some broad

conclusions. First, the ability of the enforcement machinery

to detect evasion appears to be rather weak. Second, this

weakness cannot really be attributed to inadequacy of legal

provisions; these seem to be quite ample both in regard to

casting obligations on the taxpayers and in respect of confer

ring powers on the income tax authorities. Third, the real

reasons for inadequate detection would seem to lie with

weakness in implementation of the legal provisions and, in

some cases, with constraints imposed by judicial decisions."
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The weaknesses in implementation stem from a number

of factors including inappropriate and outdated methods of
work, lack of trained staff and insufficient equipment and

facilities at the disposal of the tax authorities. In its Reports

No. 24 and 26, the EARC has examined these issues and

made a series of recommendations with which we broadly

agree. The EARC has also (p. 189) highlighted the need for

promoting integrity among revenue officials. This is not an

issue that we could examine in depth. However, we should

record that the numerous chartered accountants, businessmen

and individual assessses whom we interviewed were virtually

unanimous on two points: first, that corruption in tax

administration was widespread (especially in the lower rungs

of the administration); and second, that the extent of corrup

tion had increased dramatically in the last two decades.

Even allowing for the self-serving motives behind these

responses, the universality of these opinions is disturbing,

especially since they were echoed by some serving, and

retired, senior revenue officials in informal discussions.

3. Punishment through Penalties

The purpose of monetary penalties is to deter tax evasion.

Their effectiveness in doing so rests partly on the scale of

penalties and partly on the likelihood of having to pay a

penalty in the case of tax evasion. It is on the latter aspect

that we shall concentrate here.

Section 271 (1) (c) of the Income-tax Act provides for the

levy of monetary penalties for the concealment of income.

Penalty orders issued under this section are subject to appeal,

first to departmental appellate officials and then to the Income

Tax Appellate Tribunal, which is the highest fact-finding

authority on penalty cases. However, cases can be referred

on points of law to the High Courts and the Supreme Court.

As we shall see, the difficulties of sustaining penalties in

appeal are immense, a fact which seriously dilutes the

deterrent effect of penalties.

In this section we briefly review the record on penalties

and seek explanations for the apparently unsatisfactory

outcome.
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a. The record on penalties. In Table 10.2.1. we have

already pointed to the relatively small number of assessments

for which penalty orders are issued. Furthermore, we have

observed that the amount of concealment associated with

these orders (what we might term prima facie detection of

concealed income) is very small in relation to the range of

estimates of tax-evaded income presented in Chapter 5. This

suggests that the effectiveness of prima facie detection of

evasion is very weak—for reasons which we have already

reviewed in previous sections.

What happens to those relatively few cases where penalty

orders are actually issued? To find out, we used the good

offices of the CBDT in creating a sample of penalty cases

where penalties above Rs 10,000 each were imposed in the

years 1974-77 to 1978-79. As in the case of our search-seizure

sample, many of the distributed proformae were not returned,

and many that were, came after long delays and with incomp

lete or inconsistent information. Nevertheless, based on such

data as were received, we constructed Table 10.3 1. What is

shown is that out of a sample of 384 penalty cases, where

full information was received, in 42 per cent the penalties

were fully deleted at different levels of appeal within the

Income Tax Department. In another 7 per cent of cases

departmental appeals led to reductions in penalty, though in

about 40 per cent of these cases the entire penalty was sub

sequently deleted by the Income Tax Appellate Tribunal. Of

the 51 per cent (of total) cases where departmental appeals

lead to no reduction in penalty, the Tribunal deleted the

penalty in over 60 per cent of cases and reduced it in another

11 per cent. After allowing for all the stages of appeal, the

original penalty levied was finally confirmed in less than 20

per cent of the cases in our sample.

Thanks to the cooperation of the Income Tax Appellate

Tribunal, we were able to get a much clearer idea of what

happened to penalty cases that were appealed to the Tribunal.

At our request, the Tribunal collected information, in a pres

cribed proforma, on results of appeals decided by the various

benches of the Tribunal during the five years 1973-79 to

1982-83 in cases where the penalties levied or sustained bv
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the lower authorities exceeded Rs 5,000. The information is

summarised in Table 10.3.2. The results are revealing. Out

of a total of 4,752 "effective" cases, in 74 per cent (or nearly

three-quarters) of cases the penalties were deleted. In another

8 per cent of cases the penalties were reduced. The Tribunal

confirmed the judgement of earlier appellate levels in only

18 per cent of cases, that is, in less than a fifth of the cases.

We can combine the information from our two samples
somewhat crudely, relying on our own sample for knowledge

of what happens in departmental appeals and on the much

larger sample from the Tribunal for the results of appeals at

that stage. Then, it would appear that if we start with a 100

penalty cases, departmental appeals delete penalty in 42

cases. Of the remaining 58, the Tribunal deletes penalty in

43 cases (74 per cent) and reduces it in 5 cases (8 per cent).
Thus, if we combine the information in this way, it would

appear that out of the original 100 penalty cases, some

penalty is paid in only 15 cases, while the original penalty is

fully confirmed in only 10 cases. In other words, the chances

of a penalty being even partially sustained are only 15 per
cent. None of these figures is reassuring about the deterrence

effect of penalty provisions.

b. Why do penalty proceedings fail? The extremely high

rate of deletion of penalties levied calls for some explanation.

The key problems appear to stem from the judicial in terpre-

tations of the relevant sections of the Income-tax Act. In a

scries of decisions, beginning with the judgement in 1970 on

Anwar Ali vs. CIT West Bengal I (76 1TR 696), the Supreme

Court established two principles for penalty cases:

i. Because penalty proceedings were quasi-criminal in

nature, the onus lay with the Income Tax Department

to prove that the impugned amount was indeed income
of the assessee; and

ii. The Department had to show that the income had been

intentionally concealed by the assessee (the doctrine

of "mens rca", which requires not just the proof of a
fact but also of a state of mind).

The first requirement contrasts with the situation in

assessment proceedings. Here the governing principle is
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TABLE 10.3.2

273

Statement Showing Results of Appeals Decided by the Benches of

the Tribunal During the Period from 1978-79 to 1982-83 where

the Penalty Levied or Sustained by the Lower Authorities

Exceeded Rs 5,000/-

SI.

No.

1.

2.

3,

4.

5.

6.

7.

8.

9.

10.

11.

12.

13.

14.

Name of

the bench

(1)

Bombay

Total Num-

number ber of

of cases cases

report

ed

(2)

255

Ahmedabad 322

Nagpur

Pune

Indore

Madras

Cochin

Bangalore

Cuttack

Gauhati

Allahabad

129

141

227

187

114

108

93

53

600

Chandigarh 106

Jaipur

Jabalpur

349

163

with no

positive

result as

yet and

cases

Total Result of cases mentioned in (4)

num

ber of

effective

cases

(2)-(3)

transferred

(3)

128

—

—

20

—

—

—

—

—

3

—

—

37

—

(4)

127

322

129

121

227

187

114

108

93

50

600

106

312

163

Penalty

confirm

ed

(A)

24

(18.90)

59

(18.32)

17

(13.18)

51

(42.15)

37

(16.30)

39

(20.86)

23

(20.18)

17

(15.74)

34

(36.56)

9

(18.00)

140

(23.33)

18

(16.98)

67

(21.47)

23

(14.11)

Penalty

deleted

(B)

(5)*

91

(71.65)

238

(73.91)

109

(84.50)

61

(50.41)

180

(79.30)

141

(75.40)

72

(63.16)

80

(74.07)

42

(45.16)

38

(76.00)

398

(66.33)

88

(83.02)

236

(75.64)

127

(77.91)

Penalty

reduced

(C)

12

(9.45)

25

(7.76)

3

(2.33)

9

(7.44)

10

(4.41)

7

(3.74)

19

(16.67)

11

(10.19)

17

(18.28)

3

(6.00)

62

(10.33)

0

(0.00)

9

(2.88)

13

(7.98)
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15. Amritsar 347 — 347 40 295 12

(11.53) (85.01) (3.46)

16. Patna 168 - 168 20 141 7

(11.90) (83.93) (4.17)

17. Delhi 1137 103 1034 129 830 75

(12.48) (80.27) (7.25)

18. Calcutta 34J 1 340 102 201 37

(30.00) (59.12) (10.88)

19. Hyderabad 204 — 204 26 149 '29

(12.75) (73.04) (14.22)

TOTAL 5044 292 4752 875 3517 360

(18 41) (74.01) (7.58)

Note: Figures in parentheses in column (5) represent the percentage

with reference to the total number of effective cases.

Source: Statements furnished by Benches of the Income Tax Appellate

Tribunal.

embodied in Sections 106 and 110 of the Indian Evidence

Act. Section 106 provides that when any fact is specifically

within the knowledge of any person (which is the position

for an assessee with regard to his income, assets and

expenditure), the burden of proving that fact is upon him.

Similarly, Section 110 lays down that when a person is shown

to be in possession of anything, the burden of proving that

he is not the owner is on the person who affirms that he is

not the owner. Thus an assessee's failure to explain certain

assets and expenditures allows the tax authorities to treat

these as concealed income for purposes of assessment under

the Income-tax Act. But when it comes to penalty proceed

ings, the deeming of income for assessment proceedings is not

sufficient; the Department has to build a stronger case to

prove that the disputed amount represents the income of the

assessee.

Furthermore, the Department has to prove that such

income was intentionally concealed by the assessee; mere

falsity of the assessee's explanations is not enough.

These requirements, which have governed the decisions

of the appellate authorities for many years, have made it

extremely difficult to sustain penalties in appeal. The 1964
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Finance Act contained an attempt to improve matters by

amending the wording of Section 271 (1) (c) and adding an

"Explanation". The gist of the Explanation was that where

the income returned by an assessee was less than 80 per cent

of the income finally assessed, such a person shall be deemed

to have concealed his income unless he can prove that the

difference does not arise from any fraud or gross or wilful

neglect on his part. Basically, the Explanation attempted,

in certain circumstances, to shift the onus of proof to the

assessee.

The Explanation confirmed and highlighted the dichotomy

between assessment proceedings and penalty proceedings.

More important, it does not appear to have succeeded in

shifting the burden of proving the concealment of income

from the Department. Though there has been no decision

of the Supreme Court yet, a number of High Court decisions,

especially the Gujarat High Court's decision (1974) in the

case of CIT vs. S.P. Bhatt (97 ITR 440) have established

that:

i. the standard of proof to be applied to the assessee in

his proving the negative fact that his failure to return

the correct income was not the result of fraud or gross

or wilful neglect is far lower—and can be easily dis

charged than when the Department has to positively

prove concealment beyond reasonable doubt; and

ii. once the assessee proves the negative fact, the onus of

proving the opposite shifts back to the Department

together with higher standards of proof.

The weakness of the Explanation led to its substitution,

through the 1975 Income-tax Amendment Act, by four new

Explanations. There has, as yet, been no decision of any

High Court on this amended Section 271 (1) (c). Yet a number

of commentators have doubted their efficacy. For example,

the EARC, in its Report No. 26 (p. 186) takes the following

view:

"There is a provision which seeks to shift the onus of

proof to the taxpayer in certain circumstances, but it is so

hedged in with conditions that the onus ultimately shifts

back to the tax authorities."
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Furthermore, the continued dichotomy between assess

ment proceedings and penalty proceedings, and the need to

complete the former before proceeding with the latter places

another handicap on the tax authorities. While the Depart

ment has to support concealment only on the basis of

materials collected till the completion of assessment, the

assessee can rely upon evidence, fabricated or genuine,

collected after the completion of assessment proceedings.

Finally, the sequential nature of the entire legal process

for arriving at a final decision on contested cases of penalties

can result in a particular penalty case being drawn out for

many years. Such delay, in itself, further dilutes the deterrent

force of penalty provisions.

4. Punishment through Prosecution

Prosecution and conviction can be an extremely powerful

deterrent against tax evasion, provided conviction leads to

imprisonment. The legal provisions with respect to prosecu

tion have been tightened over the years. For example, the

1964 Finance Act made imprisonment mandatory on convic

tion, an important change which was motivated by the

realisation that the prospect of landing in jail had much

greater deterrent force than any monetary penalties. The

Wanchoo Committee held the same view and, as a result of

its recommendations, the 1975 Income-tax Amendment Act

incorporated substantial changes aimed at widening the ambit

of prosecutable offences to include, for example, wilful

attempts to evade tax.

a. Prosecution: the record. The record with regard to

successful prosecutions has, thus far, remained unimpressive.

Table 10.4.1 summarises the information available over the

period 1971-72 to 1982-83. The number of prosecutions

launched for concealment has been very few, especially when

compared with the number of penalty orders issued for

concealment of income. Until 1979-80, and with the excep

tion of the Emergency year of 1976-77, the absolute number

of prosecutions launched in a year across the entire country

never exceeded 150. In the three most recent years there has
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TABLE 10.4.1

Total Number of Prosecutions Launched, Convictions Obtained, Cases

Acquitted by the Court & Compounded during the Years 1971-72

Onwards Relating to Non-Technical (Concealment) Offences

Year

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

1980-81

1981-82

1982-83

Number

of prose

cutions

launched

(1)

13

30

108

61

111

283

132

118

116

200

390

748

Number

of convic

tions

obtained

(2)

10

7

7

10

15

13

13

17

29

23

29

23**

Number

of cases

acquitted/

dismissed/

discharged

by courts

(3)

4

2

4

3

6

10

13

12

26

18

31

66* •

Number

of cases

compoun

ded after

launching

(4)

—

—

—

—

8

23

16

18

11

32

30

23

Number

of cases

pending

at the

end of

the year

(5)

—

—

—

—

82

319

409

480

530

657

927

1593

Notes: 'Column (5) has been estimated on the assumption that no

cases were pending at the end of 1974-75.

**These figures are provisional.

(-) Indicates 'not available'.

Source: Central Board of Direct Taxes (CBDT).

been a marked step-up in the number of prosecutions

launched.

The data on convictions are, perhaps, even more depress

ing. Given the long time lags involved, it is not possible to

relate the number of convictions in a given year with the

number of prosecutions launched in that year. However, the

fact that the number of convictions obtained in a year has

remained in the range of 10 to 30 for almost a decade, in a

country where the number of assessees has ranged from 35 to

45 lakhs over the same period, constitutes eloquent testimony

to the ineffectiveness of prosecution as a deterrent against tax

evasion.

It is, of course, possible that the recent acceleration in

the tempo of prosecutions, combined with the substantive
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strengthening of the legal provisions in 1975, will yield a

richer harvest of convictions in future years. But the avai

lable data are sufficiently disquieting to merit some explora

tion of the factors which have thus far constrained the deter
rent potential.

b Prosecution: reasons for weakness.

(i) Legal (Substantive) problems with prosecutions. A
major hurdle to the success of prosecution continues to be

the doctrine of "mens rea", which is built into the substan

tive provisions of the. Income-tax Act relating to prosecution,
though the degree of "mens rea" to be proved varies from
section to section according to the gravity of the offence.

Basically, the doctrine of "mens rea" requires that for pur
poses of conviction there must be proof of not only an overt

act but also a guilty mind. The doctrine places a burden of

proof on the Income Tax Department, which it is rarely able

to fulfil. As a result there have been many instances where

even after the finding that there has been suppression of

income, the courts have quashed the prosecution on the plea

that the Department has not succeeded in proving that the
assessee was conscious of the offence he was charged with.

The desiiabibility of retaining "mens rea" in statutes

dealing with social and economic offences has been extensively
analysed in the 29th and 47th Reports of the Law Commi

ssion. In essence, the Law Commission concluded in favour

of elimination or substantial dilution of "mens rea" in the
case of most social and economic offences. Indeed, the

Commission observed that there was no requirement of

"mens rea" in certain Acts relating to economic offences,
such as the Prevention of Food Adulteration Act (1954),'
the Essential Commodities Act (1955) and the Foreign
Exchange Regulation Act (1947). The Commission went on

to recommend provisions for elimination or dilution of "mens

rea" in the case of the Central Excise Act (1944), the Customs

Act (1962) and the Gold Control Act (1968). Unfortunately,
in its 47th Report the Commission shied away from making

recommendations relating to the Direct Taxes Acts on the

grounds that these were too complicated and changed too
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frequently. And in the case of its 7th Report, the Law

Commission specifically refrained from commenting on the

Direct Taxes Acts, on the grounds that the Wanchoo Commi

ttee had already been charged with a fullscale review of

these Laws. But since the Wanchoo Committee omitted to

consider the issue of "mens rea" and its viability in Direct

Taxes Laws, the doctrine continues to be a serious obstacle

to securing convictions for tax evasion.

Another weakness in the substantive law in deterring tax

evasion through prosecution and conviction stems from a

loophole (and its liberal judicial use) in the provisions in the

1964 Act, which introduced mandatory imprisonment after

conviction for tax evasion. Though the Act specified a mini

mum period, it explicitly permitted waiver of this minimum

by the trial magistrate for "special" circumstances. In

practice, trial magistrates have frequently interpreted this

loophole in the law in favour of convicted assessees. Table

10.4.2 presents data on the details of punishment on convic

tion for a sample of cases in three recent years. A quick

look at the table reveals that in only half the cases (23 out

of 46) the punishment exceeded imprisonment by more than

one day! In most of the remaining cases punishment took

the form of "imprisonment till the rising of the court" and

"release on probation", neither of which constitutes parti

cularly fearsome penalties to tax evaders.

TABLE 10.4.2

Data on the Details of Punishment on Conviction for the Years

1980-81 to 1982-83

Finan

cial

year

Release

on pro

bation

Fine

only

Impri

sonment

till the.

rising of

the court

Impri

sonment

for one

day

Impri- Total

sonment

exceeding

one day

(J)

1980-81

1981-82

1982-83

(2)

4

2

1

(3)

2

—

(4)

7

—

5

(5)

1

1

—

(6)

6

11

6

(7)

18

16

12

Source: Central Board of Direct Taxes (CBDT).
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(ii). Legal (procedural) problems with prosecutions. While

the substantive law relating to various offences is contained

in the Income-tax Act, the procedure for trial in tax evasion

cases, is, barring certain exceptions specified in the Act,

governed by the Criminal Procedure Code (1973). The details

of the procedure vary, depending on whether the case in
question is a "Summons" case or a "Warrant" case.

Without going into the details of the procedures, two
consequences can be highlighted. First, both in summons and

warrant cases (and more so in the latter) pertaining to con

cealment of income, the accused (assessee) is called upon for

the first time to enter his defence and produce evidence only

after he has had time and opportunity to be fully conversant
with the prosecution's case, including all the relevant docu

ments and evidence of prosecution witnesses and after getting

the opportunity to cross-examine such witnesses. Naturally,

this places the Department at a substantial disadvantage as

it gives the assessee ample opportunity to plan his strategy
and, if necessary, fabricate evidence.

Second, the procedure entails long delays. It is now

generally acknowledged that if prosecution is to be an effec

tive deterrent, then the trial must be speedy-not just because

"justice delayed is justice denied", but also to reduce the risk

of manipulation by the accused, who are often wealthy and

influential individuals. Unfortunately, the partial data present
ed in Table 10.4.1 point to a mounting backlog of prosecu

tions which are pending. The numbers given in column (6)

are underestimates, since, in the absence of full information

prior to 1975-76 we were obliged to make the conservative

assumption that the number of prosecutions pending at the
beginning of year was zero.

These problems are not unique to prosecutions under the
Direct Taxes Laws. Indeed, with respect to the gamut of laws

relating to economic and social offences (but excluding the

Direct Taxes Laws) the Law Commission, in its 47th Report,
had, inter alia, recommended:

i. Constitution of Special Courts, with special procedures

and rules of evidence, to exclusively try economic
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offences, with provision for appeal only to the High

Court2;

ii. Need for provisions calling upon the accused to make

a statement of his case after the charge is framed and

copies of documents and statements supplied.

These recommendations of the Law Commission have not

been implemented. Instead, the Central Government has

accepted one of the Wanchoo Committee's recommendations

and requested the Governments of Andhra Pradesh, Bihar,

Delhi, Gujarat, Kerala, Karnataka, Maharashtra, Madhya

Pradesh, Orissa, Rajasthan, Tamil Nadu, Uttar Pradesh and

West Bengal to earmark/set up courts for dealing exclusively

with economic offences falling under specific Central Acts

(including the Direct Taxes Laws—except the Estate Duty

Act), for the speedy trial of these offences. Many of these

governments have, since, earmarked existing courts for these

offences.

While such specialisation may produce judges who are

better equipped with the necessary aptitude, expertise and

awareness to deal with economic offences, it is doubtful

whether the procedural handicaps noted earlier will be over

come without undertaking the more radical reforms suggest

ed by the Law Commission. The idea of creating Special

Courts for trying economic offences has been enthusiastically

supported also by the EARC (p. 189).

(in) Administrative problems with prosecutions. Successful

use of prosecution as a deterrent weapon does not depend

solely on legal provisions and procedures. There also has to

be systematic identification, and vigorous pursuit, of poten

tial prosecution cases by the Income Tax Department. The

available evidence suggests that prosecutions have not, until

recently, been given the priority they deserve within the

Department.

For example, there was, until recently, no proper check

mechanism for identifying potential cases for prosecution.

While, legally, prosecutions can be sanctioned by Commis

sioners, they have been administratively required to obtain

prior approval from the CBDT. But the initiative for send

ing prosecution proposals rested with the field offices. It was
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only in the late 1970s that beginnings were made with insti
tuting systematic, nation-wide procedures for selecting cases

for prosecution. In 1978, Commissioners were made directly

responsible for scrutinising Penalty Registers in their charge

to assess the potential for prosecution. These administrative

improvements, together with the inclusion of the fight against

tax evasion as one of the elements in the revised 20-point

program me, may account for the sharp increase in the

number of prosecutions launched after 1980-31 (see Table

10.4.1).

Administrative weaknesses in pursuing prosecutions are

also reflected in the long delays in completing assessments

arising out of search cases, the mounting totals of pending

assessments and the very small number of prosecutions

launched on the basis of searches and seizures, all of which

was described in a previous section. The poor yield of

prosecutions from search cases is especially disappointing

given the enormous powers bestowed on the Department to

search und seize incriminating material. Another disquieting

feature of search cases came to light during our discussions

with officials of the CBDT. Apparently, in some charges

Commissioners were settling the tax liabilities of assessees

subject to search and seizure without reference to the CBDT.

Aside from denying the Department the chance to levy penal

ties and launch prosecutions, such a practice is also open to

abuse. We understand that the Board intends to issue specific

instructions to curb such practices.

To gauge the nature of administrative weaknesses relating

to the conduct of prosecution cases, we carried out a test

check of 25 orders where the accused have been discharged

by the trial court or acquitted on appeal, or the complaint

dismissed by the trial court or the High Court. Though our

causal analysis is subjective, it may be of some interest and

is presented below:

Description of the causes Number of case
where found

Failure to

a. Carry out proper enquiry and appraise the facts pro

perly before launching prosecution 11
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Description of the causes Number of cases

where found

Failure to

b. Produce documentary evidence in court due to:

i. Inadvertence though the

document was otherwise

available;

ii. The document in question

not having been impounded

either during assessment

or appellate proceedings;

iii. The document having got lost.

c. Produce vital witnesses in Court

or to incorporate their names in

the list of witnesses

d. Appear either personally or through

a lawyer on the date fixed for

hearing

e. Launch prosecution against the

proper person

f. Take steps to prove certain

documents required to be proved

for successful prosecution

g. Conduct the case properly before

the magistrate

h. Get the complaint filed by the

proper person

The analysis suggests that failure to carry out proper

enquiry and assessment of the facts prior to launching pro

secutions is an important reason behind their lack of success

in court. This view is supported by a month-wise profile of

the prosecutions launched in the financial years 1978-79 to

1982-83. Table 10.4.3 shows that the overwhelming majority

of prosecutions are launched in March, the final month of the

fiscal year. This suggests that there may be pressure to boost

year-wise totals, which, in turn, leads to the filing of ill-pre

pared cases by the year-end deadline.
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(iv) Voluntary disclosure schemes. Thus far there have

been four such schemes, one in 1951, two in 1965 and

one in 1975. Basically, these schemes seek to coax errant tax

evaders to disclose their concealed income and wealth in

return for taxation at concessional rates and immunity from

penalties and prosecution.

By offering defacto amnesty for tax evasion, such schemes

blunt the deterrent provisions of the tax laws, including the

provisions for prosecution Voluntary disclosure schemes

have been severely criticised by a number of reports of the

Lok Sabha's Public Accounts Committee (PAC)8 and the

Wanchoo Committee.

The main criticisms appear to be as follows:

i. The quantitative results are disappointing in relation

to even the lowest estimates of tax evasion;

ii. Much of the income "disclosed" had already been

"detected" through surveys or searches and seizures;

so the disclosure schemes served to protect "detected"

cases from the deterrent provisions of penalties and

prosecutions, thus undermining their effectiveness;

iii. The view that such schemes permit errant taxpayers to

forswear their wayward paths is not supported by the

large number of "repeat" beneficiaries of these

schemes;

iv. When such schemes are launched every few years, they

reduce the incentives for voluntary compliance in the

first place and weaken the morale of both honest tax

payers and the tax administration.

We find these criticisms persuasive and can readily appre

ciate how such schemes dilute the effectiveness of prosecution

as a deterrent.

(v) The Settlement Commission. Following a recommend

ation of the Wanchoo Committee, the Settlement Commission

was established in 1976. The objective was to provide a

mechanism for quick and final disposal of those cases where a

tax evader was willing to make a "confession" and take the

consequences. The leniency (or harshness) of the settlement

would depend on the assessee's cooperation and truthfulness.



286 ASPECTS OF THE BLACK ECONOMY IN INDIA

To prevent such a body from becoming a convenient escape

route for "detected" tax evaders, the Wanchoo Committee

was explicitly against proceeding with settlement of a case

over the objection cf the Income Tax Department.

Up until 1979, the Settlement Commission could not admit

an application if the relevant CIT objected on the grounds

that concealment of income had been established or was likely

to be established. The 1979 Finance Act removed this crucial

safeguard and left the Income Tax Department with no veto

over applications for settlement.

This fact gains significance when one appreciates that an

assessee can apply for settlement at any stage and that the

Commission has wide powers to grant immunity from prose

cution, not only under the Income-tax Act, but also under

the Indian Penal Code and any other Central Act. The

possibility of the Settlement Commission becoming an escape

route for tax-evaders was also warned against by the Supreme

Court in its only decision, thus far, on this Chapter XIXA

of the Income-tax Act, namely in the case of CIT {Central),

Calcutta, vs. B.N. Bhattacharya and Another (1979, 118 ITR

461).

The Supreme Court's warning was delivered in dramatic

language:

"Secret understandings between high tax officials and big

assessee businessmen are potential pollutants and convert

Settlement Commissions into cover-ups—a consummation

farthest from the Wanchoo Committee's intentions and

Parliament's expectations . . ."

In this passage the Court was taking the Department to

task for improperly exercising its de facto right to veto appli

cations to the Settlement Commission in cases where conceal

ment had been established or was likely to be established.

Since then the situation has worsened, as the veto itself has

been abolished by the 1979 Finance Act.

Has the Settlement Commission become an escape hatch

for "detected" tax evaders? There are some indications which

point in this direction. First, several senior revenue officials

expressed this concern to us. Second, and more concretely
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the Income Tax Department had, by the end of 1983-84, filed

a dozen or so Special Leave Petitions to the Supreme Court

to plead against improper admission of applications to the

Settlement Commission. These are, presumably, cases where

the Department felt it had very strong possibilities for bring

ing the assessee to book for concealment. In other words,

this indicates a difference in perception between the Depart

ment and the Commission as to what constitutes detection of

evasion or likelihood of such detection. Third, CBDT officials

estimated that nearly 80 per cent of applications filed before

the Settlement Commission related to search/seizure cases.

Apparently, the Commission has taken the view that mere

seizure (of potentially incriminating evidence) proves nothing

unless the Department has acted on the matter by completing

assessments and sustaining its position in the normal

channels of appeal. But, if this really is the Commission's

view, there is a "Catch-22" element to it, since once the

Commission admits a case, the Department has no further

jurisdiction; and what can the Department do if the Commis

sion admits cases shortly after searches and seizures, before

the Department has had time to process the incriminating

material?

To further pursue the workings of the Settlement Com

mission, we sought information according to the proforma

reproduced in Tables 10.4.4, 10.4.4 (A) and 10.4.4 (B). Un

fortunately, neither the Commission nor the Department

were able to provide the information requested. Thus we

were severely handicapped in assessing the efficacy of the

Settlement Commission. Such data as were available from

other sources are reproduced in Table 10.4.5. A couple of

comments are merited. First, the number of cases where

penalty has been levied has been very small. This supports

the concern that once applications are admitted the pro

bability of lenient treatment with respect to penalty and

prosecution is extremely high. Second, the mounting

backlog of cases awaiting disposal has belied the Wanchoo

Committee's hopes for rapid disposal.

The Taxation (Amend nent) 1984 has very recently amen

ded the provisions of Chapter XIXA in certain desirable
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TABLE 10.4.5

Statement giving Details of Receipt and Disposal of Applications by the
Settlement Commission (IT + WT)

Financial

year

0)

1976-77

1977-78

1978-79

1979-80

1980-81

1981-82

1982-83

1983-84*

Number

of app

lications

pending

admiss-

sion at

the beg

inning

of the

vear

(2)

—

222

335

676

734

562

547

474

Number

of app

lications

received

during

the year

(3)

448

550

823

434

366

327

489

548

Total

number

of app

lications

awaiting

admiss

ion

(2+3)

(4)

448

772

1158

1110

1100

889

1036

1022

Number

of app

lications

admitted

(5)

165

288

406

227

354

234

519

381

Number

of app

lications

admitted

as a per

centage

of total

number

of appli

cations

awaiting

admission

t(5) as per

centage

(4)/]

(6)

36.83

37.31

35.06

24 95

32.18

26.32

50 10

37.28

Number

of app

lications

rejected

'7)

61

149

76

99

184

108

43

62

Note: ( - ) indicates 'not available'

@ Covers both the years 1976-77 and 1977-78.

* Up to December 1983.

Source; (i) Government of India, Ministry of Finance, Report for
1983-84, pp 218-219.

(ii) Columns (9) and (10) are from the Annual Reports of the
C&AG from 1976-77 to 1982-83.
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Number Number Number Amount Number of balance applicat-

of appli- of ass- of penalty of pen- ions pending disposal at the
alty levi- end of the year

ed (in Pending

Rs. lakh) for

cations essments orders

disposed involved levied

of by in Col. for

final (8) conceal-

order ment

Admitted Total

admis

sion

(8)

14

96

181

172

179

137

190

236

(9)

54

411

1184

664

612

336

574

913

(10)

3@

3

4

7

Nil

—

—

(ID

2 45@

0.43

1.39

40.08

Nil

—

222

335

676

734

562

547

474

579

(12)

151

343

568

673

848

945

1274

1419

373

678

1244

1407

1410

1492

1758

1998



DETERRENCE OF T*X EVASION ". THEORY AND PRACTICE 293

directions. Under one amendment, an assessee approaching

the Commission is required to mention in the application

form the extenr of undisclosed income and how it was made,

and no application can be filed unless the undisclosed income

exceeds Rs 50,000. Under another amendment, no applica

tion can be filed for settlement in a search and seizure case

before the expiry of 120 days from the date of seizure.4

Under another amendment, the previous option of with

drawing an appeal from the Tribunal and then approaching

the Commission has been deleted.

While the intention behind the amendments is no doubt

laudable, the logic behind barring assessees with undisclosed

income of less than Rs 50,000 from approaching the Com

mission is not self-evident. It may even smack of reserving

the benefit of exemption from penalty and prosecution to

only assessees suspected of evading substantial taxes. It is

also not clear why assessees in search and seizure cases,

especially where summary estimate of concealed income has

been made under Section 132 (5), should at all bs allowed to

approach the Commission, when they have ample remedies

under other provisions of the Act. Alter all, these are poten

tial cases for prosecution and it can be argued that the Settle

ment Commission should not peimitted to frustrate the

Department's efforts at successful prosecution and consequent

imprisonment.

Finally, it is worth emphasising that even after the recent

amendment, the basic question of the difference in perception

between the Department and the Commission as t > what

constitutes detection (or the more amorphous condition,

"likelihood of detection"), remains unresolved.

This review suggests that the Settlement Commission may

indeed have provided a safe haven to tax evaders who might

otherwise face severe penalties and prosecution. It is, at

least, necessary to review the working of the Commission, a

suggestion which was, incidentally, advanced by the Supreme

Court in the decision referred to above

5. A Summing Up

This review of the principal factors determining the effi

cacy of deterrence (of tax evasion) permits some conclusions.
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The most important, and inescapable, conclusion is that,

in practice, deterrence is weak. For the tax evader the

chances of detection are low and so is the likelihood of his

paying a monetary penalty or undergoing imprisonment,

when he is "caught".

With respect to the factors influencing the rate of detect

ion (of evasion), the legal provisions appear to be quite ade

quate, both with respect to imposing statutory obligations

on taxpayers and in conferring investigative powers on the

tax authorities. The crux of the problem seems to be else

where, in weaknesses in implementation and administration.

Such weaknesses undermine quality of regular scrutiny assess

ments as well as of special powers such as search and seizure.

While there are some areas such as general survey, where

improvements in administration have been recently instituted,

the overall picture is quite unsatisfactory.

When we turn to the punishments for tax evasion, the

evidence is compelling that in the overwhelming majority of

cases where prima facie detection has occurred, the assessees

neither pay penalty nor undergo imprisonment. With regard

to penalty, a great part of the difficulty can be attributed to

the doctrine of "mens rea" and its interpretation in judicial

decisions. Repeated attempts to strengthen penalty provis

ions have been frustrated on these counts. As a result of this,

and other factors, only in about 15 per cent of penalty cases

are some penalties sustained on final appeal.

The problem of "mens rea" also undercuts efforts to

prosecute tax evaders. It is compounded by other weaknesses

in the law (both susbtantive and procedural), weaknesses in

the administration of prosecution and special problems

created by Voluntary Disclosure Schemes and the Settlement

Commission. The cumulative impact of these handicaps is

highlighted by the fact that the number of convictions (for

tax evasion) obtained in a year has remained in the range

of 10 to 30 for almost a decade, in a country where the

number of assessees has ranged from 35 to 45 lakhs over the

same period.
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Notes

1. While it is possible that a search may involve a group consisting
of a number of assessees and proceedings may have to be started
against all of them (in view of the difficulty in pinpointing to whom

an unaccounted and/or undisclosed asset belongs) and many of the

proceedings started may turn out to be infructuous, it. difficult

to account for the high percentage of infructuous cases.

2. As a model, the Law Commission recommended adopting the

pattern and the provisions of the West Bengal Special Courts Act,

1950 with such changes as may be considered necessary.

3. See, for example, the 17th and 76th Reports of the Fourth Lok
Sabha.

4. This is perhaps to maintain consistency with the simultaneous

amendment of Section 132(5).



11

The Black Economy :

Some Aspects

1. Introduction

In this chapter we briefly consider some aspects relating to

the working of the black economy. The principal questions

addressed are:

i. which are the main sectors of activities where black

income is generated?

ii. what are the principal methods of black income

generation?

iii. which are the important forms in which black wealth

is held?

iv. which are the most common methods for converting

income and wealth into white?

Initially we pursued these questions through a large

number of informal interviews with businessmen, chartered

accountants, tax officials, civil servants and othtr knowled

geable people. Two things soon become clear as we pro

gressed with our interviews. First, there was every danger of

our becoming buried in a mass of fascinating anecdotal detail,

which highlighted the ubiquity of black economic transact

ions, but did not bring us all that much closer towards

answering the specific questions at hand. Second, it also

became apparent that there was little hope of achieving
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definitive answers to our questions through any rigorous,

quantitative procedures. All that we could reasonably aspire

to was a set of impressions.

But to improve the basis for these impressions we decided

to tap the enormous wealth of experience and knowledge of

senior revenue officials. Accordingly, in consultation with

revenue officials, we designed a simple questionnaire and

distributed it to all Commissioners of Income Tax. The

questionnaire, which is reproduced as an annex to this

chapter, outlined alternative answers to each of the four basic

questions and requested respondents to rank these alternat

ives in order of importance. We restricted the circulation of

the questionnaire to senior revenue officials for several

reasons: first, the respondents could be clearly expected to be

knowledgeable about the subject; second, we could enlist tha

support of the CBDT in lecuring responses; and third, the

sample was of manageable size. Of course, the restriction of

the questionnaire to a relatively homogenous clientele has its

obvious limitations.1 Nevertheless, we feel the responses are

informative—and, incidentally, are fairly consistent with the

information gathered through our unstructured interviews.

2. important Sectors for Black Income Generation

Our questionnaire listed some twenty sectors and acti

vities in which black income is generated. Respondents were

asked to rank the five sectors/activities which they regarded

as most important for black income generation and for the

others they were merely asked to indicate "very significant",

"significant" or "minor". In fact, many of the 72 respon

dents attempted to rank all the sectors numerically, while

others followed our instructions. We have amalgamated

these differing classes of response* by treating ranks of 6 to

10 as "very significant", ranks 11 to 15 as "significant" and

the rest as "minor". Though almost everybody gave numeri

cal rankings for the top five sectors, we have combined them

into one group called "most important".

Table 11.2.1 presents a tabulation of the responses

according to this fourfold classification. The sectors/activities

falling into the "most important" category are, on the whole,
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TABLE 11.2.1

Sector/Attivities Generating Black Income: Percentage Breakdown

of Questionnaire Responses

Sectors/activities Most Very Signi- Minor Total

impor- Signi- ficant

tant ficant

(1)

A. Capital gains on real

estate (both land and

buildings) transactions

B. Income from professions:

doctors, lawyers, account

ants, architects

C. Income in construction

sector

D. Retail income from com

mercial and residential

property

E. Wholesale trade

F. Retail trade

G. Film industry (producers.

directors, film stars,

theatre owners, etc.)

H. Hotels, restaurants and

other entertainments

I. Large-scale manufacturing

J. Small-scale manufacturing

K. Mining and quarrying

L. Road transport

M. Financial services

N. Smuggling; under/over

invoicing of foreign trade

HO. Gambling

P. Prostitution

Q. Selling of posts and transfers

R. Selling of licences and

permits

S. Cuts and kickbacks on

contracts, bribes and

other financial malpractices

T. Any other

(2)

83.3

50.0

49.2

13.1

32.3

17.7

67.2

19.4

77.6

14.8

12.1

16.1

19.7

63.3

3.6

3.0

3.7

25.8

32.8

53.9

(3)

9.1

27.9

28.4

14.8

36.9

27.4

23.9

24.2

11.9

31.5

10.3

33.9

24.6

27.5

5.4

0.0

3.7

22.6

24.6

7.7

(4)

6.1

20.6

22.4

47.5

27.7

43.6

8.9

53.2

10.5

51.9

67 2

46.8

50.8

8.7

64.3

52.2

64.8

43.5

32.8

0.0

(5)

1.5

1.5

0.0

24.6

3.1

11.3

0.0

3.2

0.0

1.9

10.3

3.2

4.9

0.0

26.8

44.3

27.8

8.1

9.8

38.5

(6)

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0
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unsurprising. Some 83 per cent of respondents ranked capital

gains from real estate transactions in the "most important"

category (that is, made up the top five numerical ranks) for

black income generation. This was followed by "large scale

manufacturing" (78 per cent), the "film industry" (67 per

cent), "smuggling, under/over invoicing of foreign trade" (64

per cent), "income from professions: doctors, lawyers,

accountants, architects" (50 per cent) and "income from

construction" (49 per cent). Also significant were "wholesale

trade" (32 per cent), "cuts and kickbacks on contracts, bribes

and other financial malpractices" (33 per cent) and "selling of

licenses and permits" (26 per cent). Perhaps surprisingly, less

than 20 per cent of respondents regarded black income gener

ation in "retail trade" and "small scale-manufacturing" to be

important enough to be placed in the "most important"

category.

However, both of these latter two sectors figured prom

inently in the next category of "very significant" sectors for

black income generation. So do some of the activities (such

as "income from professions", "smuggling...", "selling of

licenses and permits", "cuts and kickbacks..." and "whole

sale trade") which had figured prominently in the "most

important" category. What this suggests is that if we aggre

gate the groups of "most important" and "very significant",

then the prominence of these sectors/activities (in the inter-

sectoral comparison) would be accentuated.

We should reiterate that these "results" are no more than

a summary of the qualitative impressions of a certain group

of people. Their principal value lies in the accumulated

knowledge and experience of people who are professionally

concerned with black income and tax evasion.

3. Methods of Black Income Generation

Before we turn to our questionnaire responses, it is im

portant to emphasise that the methods of black income

generation are enormously diverse and vary tremendously

across income-generating activities. This is borne out both

by our numerous unstructured interviews and by the detailed
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efforts at quantification of black income generation in selected

sectors, which were described in Chapters 6, 7 and 8.

It is also supported by the detailed studies of excise tax

evasion in cotton fabrics (NIPFP, 1984a), copper (NIPFP,

1982) and plastics (NIPFP, 1983b). This recognition of diver

sity has two important implications. First, since the methods

of black income generation vary across different income-

generating activities, any operationally relevant effort at

understanding the relative importance of alternative methods,

should, ideally, be carried out at the disaggregated level of

the sector or activity in question. Second, in an important

sense, the alternative answers sketched in our questionnaire

are, per force, pitched at a level of generality which cannot

do justice to the underlying diversity in methods of black

income generation.

With these important caveats, we turn to our questionna

ire responses, which are summarised in Table 11.3.1. To

avoid the impression of spurious precision, the first two

numerical ranks have been grouped into the category "Very

significant", the next two into the category "significant" and

TABLE 11.3 1

Methods of Black Income Generation : Percentage Breakdown of

Questionnaire Responses

Sectors/activities

(1)

Very

Signi

ficant

(2)

Signi

ficant

(3)

Minor

(4)

Total

(5)

A. Complete supression of

gross receipts

B. Understatement of gross

receipts

C. Exaggeration of expenses

D. Undervaluation of assets

(including property and

investment)

E. Benami business

F. Others

69.6

61.8

34.3

26.5

16.7

0-0

26.1

32.3

49.3

57.3

34.8

10.0

4.3

5.9

16.4

16.2

48.5

90.0

100.0

100.0

100.0

100.0

100.0

100.0
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the rest have been clubbed as "minor". Table 11. 3.1.

Suggests that the most widely prevalent method of generat

ing black income is to completely suppress (from tax authori

ties) the gross receipts earned from an income-generating

activity. This is closely followed, in importance, by "under

statement of gross receipts". Actually, since the distinction

between these two was not highlighted in the questionnaire,

it may be prudent to simply conclude that the questionnaire

responses point to the complete or partial suppression of

gross receipts as the commonest method of generating tax-

evaded income. "Exaggeration of expenses" is considered to

be a "very significant" method of black income generation by

"only" a third of the respondents; in comparison about two-

thirds of the respondents accorded such importance to the

suppression of gross receipts.

4. Forms in which Black Wealth is Held

When we turn to the uses of black income, it is important

to appreciate that a very substantial proportion is spent on

consumption of goods and services. If our informal interviews

arc any guide, the proportion of consumption out of black

income is probably in the range of half to two-thirds. The pro

portion clearly varies enormously with the characteristics of

the economic agents. Thus, we were told, that salary earners

(that is, earners whose principal declared source of income is

salary) and even self-employed professionals are much more

likely to have a high propensity to consume out of tax-evaded

income than businessmen, who, typically, have greater access

to methods of reinvesting black income in forms where the

fear of detection is limited and returns are attractive.

As for the forms in which black wealth is held, Table

11.4.1 summarises our questionnaire responses. The column

"very significant" represents clubbing of the first three

numerical ranks, "significant" aggregates the next three,

while "minor" includes the rest. The table suggests that the

most important vehicle for holding black wealth is provided

by undervalued real estate, both residential and commercial.

Next in significance is "undervalued stocks in business",
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followed by "gold, silver and other precious metals", "benami

financial investments", "undisclosed holdings of foreign
assets" and "diamonds and other gems".

Table 11.4.1 points up two other interesting features.

First, less than 7 per cent of the respondents considered cash

to be a "very significant" form for holding black wealth;

indeed, two-thirds of. respondents put it in the category

"minor". This is consonant with both our interview infor
mation and common sense. Unlike all the other asset forms,

cash yields no return. Furthermore, large quantities of cash

are vulnerable to detection in the raids by tax authorities,

whereas in the case of most of the other assests problems of
establishing ownership and of valuation serve as effective

lines of defence. Second, it is interesting to note that less

than a fifth of our respondents considered "undervalued (or
undeclared) equipment in business" to be a "very significant"
form for holding black wealth. This too is in conformity

TABLE 11.4.1

Forms in Which Black Wealth is Held : Percentage Breakdown of

Questionnaire Responses

A,

B

C.

D.

E,

F

G.

H.

I.

T

Sectors/activities

(1)

. Undervalued commercial

real estate (land and buildings)

. Undervalued residential real

estate (land and buildings)

Gold, silver and other precious

metals

Diamonds and other gems

. Cash

. Benami financial investment

Undervalued (or undeclared)

equipments in business

Undervalued stocks in business

Undisclosed holdings of foreign

assets

Others

Very

signi

ficant

(2)

65.2

69.6

40.0

28.8

6.8

33.9

18.0

58.8

29.5

11.1

Signi

ficant

(3)

31.8

26.1

47.7

45.8

27.1

47.7

32.8

27.9

21.3

22.2

Minor

(4)

3.0

4.3

12.3

25.4

66.1

18.5

49.2

13.2

49.2

66.7

Total

(5)

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0
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with our informal interview information and common sense.

Though one did hear of some cases of factories operating

(unlawfully) outside the tax net, most of our interviewees
pointed out that except for very small-scale operations (typ

ically carried out in households), the risks of discovery were

high. Furthermore, given the various tax incentives related

to fixed investment, undervaluation of equipment was usually

a far less attractive pi oposition than alternative vehicles for
holding black wealth.

Finally, although this is not revealed by our questionnaire

responses, the portfolio distribution of black wealth is believed

to vary significantly with categories of economic agents.

Thus, professionals and salary earners are likely to hold a

higher proportion of their black wealth as cash or precious

metals and stones, than businessmen who have easy access

to alternatives such as "undervalued stocks in business" and

"benami financial investments" in their own enterprises or in
those of interlinked business concerns.

5. Methods of Converting Black Income and Wealth into

"White"

There is, apparently, a bewildering array of methods for

converting "black" into "white", with the different techniques

catering1 to the varied situations and needs of individuals.

Just to give one example, we were told of one case where a

person sold a property for Rs 40 lakh, of which Rs 20 lakh

was in the form of undeclared capital gain. To "whiten"

this black income the person enlisted the assistance of ex

perienced tax consultants. The latter "created" a series of

H.U. Fs and dummy companies (complete with fictitious

receipts for transactions) which, in effect, spawned a large

number of "profit centres", where small amounts of profit

were shown in each and declared for taxation.

A more widespread technique is through the use of "ficti

tious bills". The seller (allegedly of goods or services) sells

only the bill to a buyer, there being no corresponding delivery

of goods or services. The net result is that the buyer obtains

a receipt for a deductible expense (which is used to artificially

reduce taxable profits,)* while the seller, by showing (fictitious)
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sales brings revenue and profits onto his books and thus

"whitens" his black income. In this way, the interests of both

buyer and seller are served and the latter successfully trans

forms some of his black money into white. Manipulations of

stock market transactions constitute another significant avenue

for converting black into white. More generally, anyone with

business or professional income can always inflate sales and

profits (against fictitious receipts, where necessary) to bring

more income "onto the books", that is, to convert black to

white. The trick lies in doing it in a manner which minimises

the resulting, incremental tax liability.

Table 11.5.1 summarises our questionnaire responses regar

ding the methods of converting black income and wealth into

white. As in the case of the previous question, the category

"very significant" encompasses the top three numerical ranks,

"significant" comprises the next three, while "minor" clubs

the remainder. The table suggests that "hawala" loans are

the most popular technique for converting black into white.

In its simplest form, a "hawala" loan is simply a loan shown

on the liabilities side of the balance sheet where the lender is

either a fictitious person or a friend or relative. The important

point is that no funds are actually loaned; the loan on the

books is simply a method by which the owner of black resou

rces brings them on to the books and thus converts black to

white. On the asset side the corresponding entries can take

the form of "cash" or other assets. There are more compli

cated variations of the "hawala" loan which involve brokers

who lend their name to the essentially fictious transaction.

The other methods of converting black to white shown in

Table 11.5.1 are self-explanatory, and so is their relative signi

ficance in terms of our questionnaire responses. We should

note that the transformation of black to white via foreign

exchange (sometimes described as the "black to green to

white" route) is believed to be growing rapidly in importance,

in tandem with some of the recent schemes to attract invest

ments and remittances from non-resident Indians.

Finally, we should not lose sight of one obvious method

by which affective conversion of black to white occurs, namely

through the medium of consumption. As was pointed out in
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TABLE 11.5.1

Methods of Converting Black Income and Wealth into 'White' :

Percentage Breakdown of Questionnaire Responses

Sectors/activities

(1)

A. Show black income as income

earned from agricultural acti

vities

B. Arrange to receive a large num

ber of monetary "gifts" from

"friends" and relatives

C. Convert black money into foreign

exchange through the black mar

ket in foreign exchange and have

it remitted as "gifts" from abroad

D. Buy lottery tickets from the

real winners

E. Arrange to 'distribute' money to

friends and relatives with little

or no ineome, have them pay in

come tax on these incomes and

have them return the remaining

in the form of white loans

F. Arrange for 'Hawala' loans

G. Bearer Bonds

H. Others

Very Signi-

signi- ficant

ficant

(2) (3)

52.4 41.3

52.2 47.8

36.9 53.9

15.1 50.9

Minor Total

(4) (5)

6.3 100.0

0.0 100.0

9.2 100.0

34.0 100.0

66.2

86.6

16.9

41.7

27.7

11.9

44.1

41.7

6.1

1.5

39.0

16.7

100.0

100.0

100.0

100.0

Chapter 2, any earner of black income can effectively launder

it through high levels of consumption and then declare low

levels of consumption against declared income, thus substan

tially augmenting his white wealth.

Notes

1. Another obvious limitation is that of nature of the questionnaire.

If the itemised alternatives exclude important possibilities, then

the responses are likely to be correspondingly defective.



ANNEXURE

Questionnaire on Black Money

The purpose of this brief questionnaire is to obtain the

benefit of the enormous wealth of experience and knowledge

of senior officers of the Revenue Department on a few key

points regarding Black Money. The questionnaire contains

only four questions. Some possible answers to each question

are suggested but these are not meant to be exhaustive. Each

question asks the respondent to rank the possible answers in

order of importance (1 for most important, 2 for next most

important and so on). Where the suggested answers are

deemed to be an inadequate list, the respondent is encouraged

to expand it; but a full ranking of the possible alternative

answers is resquested whenever possible.

Question 1: In recent years which are the sectors or activi

ties of the economy in which most black income is generated?

(For the purposes of this question black income comprises

both (a) income from legal activities which evades tax, as well

as (b) income from illegal activities such as smuggling,

prostitution, etc., which also are, in principle, subject to tax

but presumably are not declared).

Answer: The most important sectors/activities of the econo

my for black income generation, ranked in order of impor

tance, are as follows:1

Specify rank

(a) capital gains on real estate (both land

and buildings) transactions
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Specify rank

(b) Incomes from professions: doctors,

lawyers, accountants, architects >

(c) Incomes in construction sector
(civil work contracts) .

(d) Rental income from commercial

and residential property

(e) wholesale trade

(f) retail trade

(g) film industry (producers, directors,
film stars, theatre owners, etc.)

(h) hotels, restaurants and other
entertainment

(i) Large-scale manufacturing (specify
industries, if possible)

[Some important industries for
black money generation are:

(j) Small-scale manufacturing (specify
industries, if possible)

[some important industries for

black money generation are:

1

(k) mining and quarrying, (e.g., coal)
(1) road transport

(m) financial services (e.g., chit funds,

indigenous banks)

(n) smuggling; under-invoicing/

over-invoicing of foreign trade

(o) gambling

(p) prostitution

(q) "selling" of posts and transfers

(r) "selling" of licenses and permits
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Specify rank

(s) cuts and kickbacks on contracts,

bribes and other financial

malpractices

(t) any other (please specify)

Note: Items (a) through (m) refer to legal activities, while the

remainder are illegal activities.

Question 2: What are the most common methods for genera

ting tax-evaded income? (Obviously, to a certain extent, the

methods of evasion will be specific to particular sectors of

activities in which black income is generated. Nevertheless,

you are requested to rank the possible methods of evasion

according to their overall significance).

Answer: The most common methods for generating black

income are:

Specify rank

(a) Complete suppression of gross receipts

(presumably this is most widespread in

cases where the activities are illegal,

whether they be smuggling, sale of

licenses, or some form of "kickbacks".)

(b) Understatement of gross receipts

(c) Exaggeration of expenses

Indicate 3 or 4 of the most of common

methods for this, drawn from your

experience

(i)

(ii)

(in)
(iv)

(d) Undervaluation of assets (including

property and inventories

(e) Benami business
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Question 3: Which are the most important forms in which

black wealth is held? (Part of black income is spent on consu

mption, luxury or otherwise, part is used to "grease the

wheels" of business, i.e., for obtaining various licences, per

mits, approvals etc.; and part is saved. This question refers to

the last use of black income, that is the one which adds to

holdings of wealth.)

Answer: The most important forms in which black wealth is

held are, in order of importance:

Specify rank

(a) Undervalued commercial real estate

(land and buildings) "

(b) Undervalued residential real estate

(land and buildings)

(c) Gold, silver and other precious metals

(d) Diamonds and other gems

(c) Cash

(f) Benami financial investments

(g) Undervalued (or undeclared) equipment

in business

(h) Undervalued (or undeclared) stocks in

business

(i) Undisclosed holdings of foreign assets

(j) Others (please specify) —

Question 4: Which are the most common methods used to

convert black income and wealth into white income and

wealth?

Answer: The most common methods are as follows:
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Specify rank

(a) Show black income as income earned

from agricultural activities

(b) Arrange to receive a large number of

monetary "gifts" from "friends" and

relatives

(c) Convert black money into foreign

exchange through the black market

in foreign exchange and have it

remitted as gifts from abroad

(d) "Buy" lottery tickets from the real

winners

(e) Arrange to "distribute" money to

friends and relatives with little or no

income, have them pay income tax on

these "incomes" and have them return

the remainder in the form of white

"Loans"

(f) Arrange for "Hawala" loans

(g) Bearer bonds

(h) Others (please specify)

Notes

1 As the number of possible answers to this question fs large, it may
be difficult to rank all the alternatives. You arc recjuested to rank

\htfive sectors/activities which you believe are the most important

for black income generation. For all others, please indicate either

"Very Significant", "Significant" or "Minor".



12

Some Economic Consequences

of the Black Economy

This vast and daunting subject is both outside the terms

of reference for this study and beyond the limited time and

resources at our disposal. Nevertheless, we believe it is im

portant to give some qualitative flavour of the issues invol
ved.1

2. Misinformation about the Economy

The most obvious consequence of a substantial black

economy is misinformation about the actual state of the

economy. In Appendix 2 to this report we argue that India's

national income estimates are probably biased downwards

because of the vulnerability of the sources and methods to tax

evasion and related behaviour. Furthermore, we suggest that

the degree of bias may have increased during the 1970s be

cause of the rising share (recorded) of those sectors where

the prima facie likelihood of underestimation of value-added

is greatest. This means that not just the level, but also the
rate of GDP may have been higher than recorded. Moreover,

since the extent of underestimation of value added is likely to

have differed across sectors, the sectoral composition of GDP

shown in the official accounts may not be correct. For exam

ple, the shares of manufacturing and trade—two important



3(2 ASPECT! OF THE BLACK ECONOMY IN INDIA

sectors which together accounted for about a third of GDP in

1980-81—may well have been greater than shown in the

official data.

Other dimensions of the nationol accounts are also affec

ted. For example, much has been made of the increase in

savings performance of the Indian economy since the 1950s.

The most commonly used indicator of savings performance

has been the ratio of gross savings to GNP (or GDP). In

principal, since both elements of the ratio are subject to mea

surement error, the direction of bias in the ratio, if any, is

indeterminate. In practice, given the methods used for estima

ting gross savings (sec Reserve Bank of India, 1982) the under

estimation of savings because of evasion considerations is

likely to be less, in proportionate terms, than the underesti

mation of GDP. Thus the rate of savings is likely to have

been exaggerated. Less ambiguously the economy's tax ratio is

biased upward to the extent that GDP estimates are down

ward biased. Again, the estimates of aggregate investment in

the economy - based mainly on commodity-flow methods—may

not be highly sensitive to evasion; but estimates of the distri

bution of this investment between public and private sectors

may be seriously affected by such practices as "siphoning off"

from public projects and programmes. In particular, public

investment is likely to be less than shown, while private invest

ment, notably non-corporate private investment, is correspon

dingly higher than shown in the official data.

The black economy also distorts the published data on

foreign trade and payments. Two major types of malpractice

with respect to foreign trade flows drive a wedge between the

actual level and composition of these flows and what is

recorded in the official statistics. First, there is manipulation

of invoices for export and import. A number of studies, such

as Nayak (1977) and Thiruvenkatachari (1984) have used

partner country data to argue that in most years there has

been considerable net underinvoiciDg of both exports and

imports.2 The annual scale of such underinvoicing was

estimated by Nayak to range from % 67 million to % 167

million for exports in the 1960s and from $ 54 million to $

332 million for imports. Thiruvenkatachari only provides
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estimates for four principal trading partners (U.S.A., U.K.,

Japan and West Germany) but aggregation of his results

suggests that the annual scale of underinvoicing was in the

order of several hundred crores a year during the 1970s.

These not inconsiderable magnitudes are dwarfed by

some recent newspaper estimates of the scale of smuggling.

Thus Bidwai (1983) claims smuggling (presumably, both in

and out of the country) "has in all probability crossed the

Rs 7,000 crore-a-year mark". The officially recorded total of

merchandise imports and exports in 1982-83 was about

Rs 23,000 crore. In other words, according to Bidwai's

estimate, trade outside official channels was almost a third of

India's recorded foreign trade While the basis for Bidwai's

estimates can be questioned, there is little doubt that

smuggling is big business and weakens the meaning and

interpretations attached to recorded foreign trade data. This

is true not just with respect to the foreign trade totals but

also their composition, since smuggling is concentrated in

certain product categories, such as gold, silver, consumer

electronics and synthetic textiles.

The presence of a sizeable black economy also casts doubt

on the validity of the data on the distribution of incomes and

consumption. Typically, such information is compiled on the

basis of household surveys. It is difficult to believe that those

who receive illegal source incomes or who conceal legal

source incomes from tax authorities would respond fully and

honestly to household surveys. Furthermore, we would ex

pect the probability and extent of underresponse to be

associated with the scale of illegal or concealed incomes

accruing to a household. Since, as we shall argue below,

this is likely to be greater for richer households, the recorded

distribution of income and consumption are likely to display

less inequality than actually obtains.

These examples of misinformation attributable to a black

economy are not meant to be an exhaustive catalogue.

Rather, they illustrate the important general proposition that

data on many of the key economic aggregates and para

meters, which are considered crucial for monitoring the

economy and making policy, are subject to an indeterminate,
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but most probably significant, degree of error because of the

black economy. Moreover, depending on the information

in question such error may involve systematic bias. Nor are

these problems peculiar to India. For example, Feige (1980)

has argued that the existence of a sizeable unaccounted

economy in the United States has seriously undermined the

quality of information on important macroeconomic vari

ables, which, in turn, has led to faulty diagnosis of economic

problems and inappropriate policy actions.

2. Impact on the Fiscal System

Widespread tax evasion has serious consequences for the

economy's fiscal system. The most obvious consequence is

the loss of revenue that should have accrued to the ex

chequer. The long-run consequence of such revenue loss is to

reduce the built-in elasticity of the tax system.3 To raise a

given target of revenue the government is obliged to depend

increasingly on discretionary hikes in tax rates or to expand

the array of taxes. The first option has the undesirable effect

of increasing the inducements for avoidance and evasion,

while the second runs the risk of further complicating an

already complex tax structure which is associated with a

number of undesirable allocative effects (see, for example, the

Report of the Indirect Taxation Enquiry Committee, Govern

ment of India, Ministry of Finance, 1978).4

Large-scale tax evasion also undermines the equity of the

tax system. "Horizontal equity" is breached since the effect

ive burden of taxation differs widely across assessees with

comparable levels of economic income. For example, it is

common knowledge that salaried individuals, who have their

income tax deducted at source, bear a disproportionately

high burden of this tax compared to the self-employed who

have far greater opportunities for evasion. "Vertical equity"

or the progressivity of the income tax structure also becomes

a casualty when an assessee's tax liability has less to do

with his ability to pay and more to do with his ability to

evade. Indeed, we have suggested earlier, that a possible ex

planation for the dwindling relative role of personal income
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taxation in India is the extent to which evasion has under
mined its administration.5

Evasion also blunts the allocational signals of the tax
system. When, in the case of a large number of manu

facturers and traders, the tax dues are believed to be the end
product of a complicated interaction between the tax statutes
the evasion opportunities, the enforcement machinery and its
susceptibility to corruption, it is idle to pretend that only the
first of these factors, namely the tax statutes, is solely res

ponsible for the resource allocation implications of the tax
system. In coming to decisions on investment, production
and sale, a rational economic agent will consider not only
the tax code but also the possibilities for reducing its bite
through legal and illegal methods.

In a longer view, widespread tax evasion restricts the
scope for tax reform. For example, the economic rationale
of a last-stage, single-point sales tax is widely acknowledged:
it avoids cascading and other distortionary allocativc effects

and can be designed to approximate a general tax on con
sumption. Yet, the administrative difficulty of stemming

evasion under such a tax has been an influential argument
against substituting this form of sales tax for the present

(economically more "irrational") sales tax structures in many
Indian States. Similarly, a number of studies, including the
Report of the Indirect Taxation Enquiry Committee (Govern
ment of India, Ministry of Finance, 1978) and Ahmad and
Stern (1983) have highlighted the distortionary effects en
tailed by the heavy reliance on indirect taxation of inter
mediate inputs, especially in the case of Central excises But

reforms have been partly inhibited by concerns about evasion
if inputs are freed from the tax net. Evasion inhibits reform
m two other ways. First, the beneficiaries of evasion in the
current system can act as influential adversaries to any reform

which would reduce their de facto tax advantages. Second
in an environment of large-scale evasion, proposals for tax
reform are likely to face an uphill road, since the bogey of
possible revenue loss is likely to be much more potent than
if good tax compliance were an accepted fact of life.

Finally, to the extent black incomes are reaped through
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"siphoning off" from public programmes and projects, the
expenditure side of the fiscal system is also affected. We
considered this issue in Chapter 8. Such "leakages" have
several consequences for the efficiency of public expenditure.

First and most obviously, the value of assets created and
services provided is often much less than what is shown in

the budget documents and public accounts. Second, in the
case of anti-poverty programmes, substantial leakages to

intermediaries in the bureaucracy and the banking system

diminish the benefits accruing to the target groups and thus
reduce the effictiveness of these programmes. Third, the

pattern of public expenditure is sometimes distorted by the
relative possibilities for "siphoning off". For example, it
was suggested to us that some public sector investment

decisions were biased in favour of new "greenfield plants"

and against consolidation and expansion of existing units

because the former offered much greater scope for illicit cuts

and commissions on large foreign contracts. Fourth, the posts

where such illegal cuts and commissions can be most easily
arranged come to acquire a market price. Postings, transfers
and promotions in respect of these posts become increasingly

influenced by corrupt practices, at the expense of more
regular considerations such as experience and competence.

Not surprisingly, the concern for quality and accountability
in public expenditure declines. The predictable consequence

of all these factors is a decline in the efficiency of public

projects and programmes.

3. Implications for Resource Allocation

We have already touched on some allocative issues per

taining to the fiscal system. We tuin now to a wider range

of considerations relating to the black economy and the
efficiency of resource allocation. One fundamental question

is whether tax evasion, illegal incomes, corruption and other

phenomena associated with the black economy lead to more

or less output and growth than would have been the case

in their absence. The issues involved are complex and their
resolution is quite outside the scope of this report. We can

only hope to pose some of the issues and present the more

obvious arguments.
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One view we encountered emphasised that in many in

stances of black-income-generating transactions economic

efficiency is improved and national welfare enhanced. For

example, it was argued, that strict compliance with onerous

tax laws could lead to sharp reductions in work effort, enter

prise and savings. Evasion reduces the effective burden of

taxation to levels where disincentives to work and thrift are

contained and the loss of potential output reduced. Alter

natively, taking the case of illegal source incomes, smuggling

of goods subject to quantitative restrictions can augment

national welfare. Similarly, illegal resale of non-transferable

permits and licenses often guides them to their most produc

tive use. As for corruption, "speed money", as the term

suggests, can reduce delays and costs and improve economic

efficiency. As between competing claimants for scarce inputs

or contracts, bribery can bring about an efficient allocation

if the capacity to bribe is correlated with productive effi

ciency. For example, Rashid (1981) argues that bribery can

effectively allocate a scarce public utility, such as telephone

services, in favour of users with higher marginal productivity.

We readily concede that given the present structure of

taxation and economic regulations many instances can be

found where black transactions improve economic efficiency.

But we would be loathe to accept any general proposition

based on such examples. Our reluctance is founded on three

sets of arguments.6

First, for any given class of black-income-generating

transactions it is easy to find counter-examples where econo

mic efficiency is reduced by such transactions. Take the case

of government contracts. There is no guarantee that the

capacity and willingness to bribe will be perfectly correlated

with productive efficiency (Beenstock, 1979). Bribery frequ

ency guides government contracts to high costs, inefficient

suppliers. Even where the cost is competitive, the supplier's

technology may be inappropriate or quality deficient. Alter

natively, consider the case where systematic bribes allocate

scarce capacity to more productive users of the telephone

system. Rashid (1981) emphasises the fragility of such corrup

tion-oiled gains in efficiency. The situation can degenerate
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to a point where the favoured users pay only the illicit premia

and are not billed at all. Public utility pricing and its alloca-

tive efficiency becomes irrelevant when "the telephone depart
ment treats the entire system as its personal property and

attempts to maximise its own surplus" (p. 457).

Second, even if many controls lack economic rationality

and their circumvention improves economic welfare, not all

economic regulations are of this nature. Thus the evasion of

controls on the rate of exploitation of forest resources could

easily diminish economic welfare, basically because, in this

case, there is a wide gulf between private and social profita

bility. Yet a system which cannot prevent, or tacitly encour

ages, evasion of economic controls will not be able to screen

out the flouting of "rational" controls. Nor can it prevent
the spread of corruption to non-economic areas, such as the

administration of public order and the dispensation of
justice.

The most important argument against complacency about
the resource allocation implications of the black economy

takes the form of a question: why retain apparently irratio

nal systems of taxation and control and then applaud their
evasion? One possible answer is that the necessary reform

is politically and administratively difficult or inexpedient.

But then it is important to recognise the allocative costs of

operating a policy framework which looks to black transac

tions to restore some economic rationality. We illustrate

this point by reference to controls and the economic waste

they can engender through "rent-seeking".

Loosely speaking, rent-seeking refers to the diversion of

real economic resources in pursuit of economic rents resulting

from government regulation and control.7 A standard example

(Kreuger, 1974) relates to the scarcity premia on actual-user

import licenses. In years past, the premia on these licenses

were high and their allocation was typically related to plant

capacity, with the result that firms found it profitable to ex

pand capacity (even where existing capacity was not fully uti

lised) in order to obtain actual-user import licenses. The net-

result was waste of real resources. In Kreuger's simple model

the extent of waste in the economy directly equalled the total
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of economic rents attributable to controls on imports, com

modity prices, credit, etc. On this basis she estimated that in

1964, 7.3 per cent of India's national income was being wasted

in competitive seeking of rents spawned by controls. A more

recent application of the same methodology by Mohammad

and Whalley (1983) yields an estimate of economic loss due

to rent-seeking in the order of 30 to 45 per cent of GNP.

These estimates are subject to serious qualifications with

respect to the underlying data, the assumptions and even the

theory. The estimates of rents rely on piecemeal information

and crude averages. The assumption that scarce licenses and

commodities are allocated solely on the basis of competitive

rent-seeking is clearly untenable and, at best an (upward

biased) approximation. Finally, Bhagwati (1982) has raised

some fundamental issues regarding whether directly unpro

ductive activities actually lead to welfare loss, when the

initial situation is characterised by all sorts of economic dis

tortions.

Nevertheless, knowledgeable observers have emphasised

the growth and importance of wasteful "rent seeking" in

India. For example, Jha (1984) writes, "As more and more

people have discovered how paying it is to exploit shortages,

their interest in increasing production and sales to increase

profits has visibly declined. With this the status of lobbyists,

license peddlers, smugglers and black marketeers has arisen,

while that of the orthodox profit seeking capitalist has

declined."

The presumption is strong that the elimination of rent-

generating controls could substantially improve economic

welfare. Certainly, there is no firm grounds for believing

that black economy transactions do much to alleviate their

social costs. Nor is economic waste limited to seeking

controls-induced premia Tax evasion also absorbs the energ

and resources of vast numbers of assessees and their profes

sional advisers. Alternative sets of accounts have to be creat

ed and kept, complicated financial transactions have to be

managed, all of which uses up real resources which might

have otherwise been deployed in more socially productive

pursuits.
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a. Public authority as "private taxation"'. The above dis

cussion on rent-seeking has focussed on how resources might

be wasted when government controls generate scarcity premia

for imports, price-controlled commodities, credit and so

forth. In each of these cases one way of gaining access to the

scarce, controlled item is for economic agents to bribe offi

cials (or their superiors) responsible for administering the

controls. In such cases a part of the scarcity premium accrues

to the bribed official, while the remainder is enjoyed by the

successful recipient. The award of government contracts can

be viewed similarly; that is, an effective monopoly over

awarding contracts is exercised by a few officials who can

abuse their position to split the economic rent implicit in such

contracts between themselves and the chosen recipients. In

this view bribes are seen as an instrument of competition to

be used by competing economic agents to win the favour of

the monopoly public purveyor of the item in question.

From another viewpoint such bribes can be seen as

"taxes", collected by the officials, who wield the effective

monopoly, for their private gain. This becomes more obvious

when we consider situations where the government [actually

its agent, the official (s)] does not allocate any good or service

but only the right to go ahead with certain economic activi

ties. A large array of regulations essentially confer on the

regulators, monopoly potential to raise "taxes from those

who have to seek their approval. Judging from our interview

information such potential is exploited more often than not.

Industrial licensing is one example. Even better examples

are provided by the large number of inspectors from

various government departments charged with adminis

tering the provisions of various acts and regulations. Their

role is purely regulatory. For example, a boiler inspector or

a sanitary inspector can, in principle, shut down a plant or

commercial establishment by withholding his approval.

The monopoly such officials exercise is over approvals of one

form or another. This monopoly can be, and is often, turned

to private advantage to exact tolls from the enterprises ins

pected. Jha (1984) contends that "Today there is hardly a

single transaction left between the ordinary citizen and a
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government servant from which the latter does not extract

'rent'. The term "private taxation" seems particularly appo

site here since the tolls certainly have a mandatory aspect to

them and they are quite obviously for private gain.

We argued in an earlier chapter that the need for regular

payment of such private tolls is one reason why even other

wise honest enterprises have to generate black, "off the
books" income. Here we emphasise the resource allocation

significance of such tolls. Basically, such private taxation can

be analysed in the same way as regular taxation. The issues

of tax incidence are comparable. Other things equal, such

private taxation will tend to raise the structure of costs and

prices higher than it would otherwise have been.8 We have
no quantitative estimate of the economy-wide significance of

such private taxes, but we do suggest that their dimensions

may be far from trivial. Our impression is that such private

taxes may be specially significant for small scale units, who

have little recourse to appeals against such illicit tolls and for
whom a number of relatively small payments can cumulate to

a tidy percentage of profits or turnover. A similar story can

be told for more or less mandatory political "contributions".

These may be particularly significant in increasing the cost of

capital structures.

b. The black economy and illegal external transactions.

Smuggling, black marketeering in foreign exchange and in

voice manipulations of trade are an integral part of the black
economy, leading to the generation of black incomes and

pressure on the country's official foreign exchange reserves.

We should also recognise the possible consequences of mu

tually supportive links between illegal external transactions

and the "domestic" generation of black incomes and wealth.

Consider the following example.

As we noted in Chapter 11, undisclosed holdings of

foreign assets constitute a significant form in which unspent

black income is held. It is quite likely that the process of

converting domestic black wealth into (undisclosed) foreign

assets puts upward pressure on the black market rate for

foreign exchange. Other things equal, this accentuates the

incentives for under-invoicing exports and over-invoicing
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imports and for outward smuggling of items such as

silver. In other words, the portfolio decisions of holders of
black wealth can, in certain circumstances, enhance the

incentives for generating black income through illegal exter

nal transactions. This, in turn, can have significant adverse

consequences on official foreign exchange reserves and the

entire problem of managing the country's balance of
payments.

c. The costs of uncertainty. There is another potentially

serious and more general allocative cost of black economy,

namely, that it amplifies the uncertainty with respect to costs,

prices and returns. Uncertainty is a fact of economic life. It

is likely to be greater in an economic system where the pri

vate returns to economic activity of a substantial proportion

of economic agents depends on their ability to evade taxes,

bribe or influence the right person for the appropriate and

timely allocation of a scarce license or permit or input or

contract and so on. The outcomes of these efforts are

always dogged by uncertainty, especially since they involve

the exercise of discretionary bureaucratic and political
authority.

4. Consequences for Income Distribution

Does the presence of a black economy imply that the

distribution of income is more or less equal than it would
have been in its absence? We have no means of exploring
this counterfactual comparison systematically. All we can do
is to assess whether, given the existence of the black economy,
the actual distribution of household incomes is likely to be

more or less egalitarian than that shown by the recorded
data.

We suggested earlier that in responding to household

surveys of income and consumption, households with a

higher proportion of black income are more likely to under
state their true incomes and to do so to a greater degree. In

judging the nature of the bias embedded in the survey data

on income distribution we have to assess where in the size
distribution of incomes, black incomes are more likely to
accrue.
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To begin with, given the progressive structure of income

taxation, the incentive to make black income through under

statement of legal source incomes clearly increases with

income. So we should expect richer households to earn pro

portionately greater black incomes through this means. As

for illegal source black income, whether through illegal

economic activity or illegal transfers, on balance, we suggest

that the opportunities for earning such black incomes are

skewed in favour of the 'haves' (such as industrialists,

traders, real estate operators, contractors, lawyers, accoun

tants, politicians, bureaucrats and artists), rather than 'have

nots', such as small-holder farmers, landless rural labour hnd

casual labour.9 And, in the case of all types of black income,

it is at least plausible that the seco ndary effects associated

with expenditure from black incom es do not compensate for

the initially greater skewedness in the opportunities for

making these incomes.

Hence our tentative conclusion would be that the distri

bution of actual household income (from all sources) is likely

to be even more skewed in favour of the rich (say, the top

decile) than is indicated in surveys carried out by the NSS or

the NCAER.

5. Implications for Monetary Policy

Thus far we have discussed some of the consequences

associated with the flow dimension of the black economy.

A number of analysis, including Chugh (1978), Kabra (1982)

Rangnekar (1982) and Sunderam and Pandit (1976), have

highlighted the destabilising potential of the stock of "black

liquidity", defined as the cumulation of black savings (from

black incomes) in the form of cash and other readily con

vertible assets such as gold and silver. The argument is that

this stock of black liquidity can frustrate the aggregate and

selective credit policy goals of the monetary authorities. As

Chugh (1978, p. 295) puts it, "black liquidity, by becoming

an alternative source of finance, often conflicts with the

credit-rationing policies of the monetary authority."

It is difficult to assess the validity of this claim, not least

because there has been very little empirical work exploring
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the linkages between the formal and informal credit markets

in India, Such work is a prerequisite for adequate appraisal

of hypotheses regarding black liquidity, especially when we

recognise that similar hypotheses could be plausibly ad

vanced regarding the potentially destabilising role of informal

credit markets.

In a recent paper Acharya and Madhur (1983) have ex

plored the issue of whether the existence of an informal

credit market and "black liquidity" undermines the operation

of official monetary and credit policy at the aggregate level.

Their results suggest that formal and informal markets inter

act in a non-perverse way, so that contractionary credit

policy in the formal credit market does also impinge on the

informal credit market by raising interest rates in the latter.

Furthermore, their work tends to cast doubt on the hypothesis

that black liquidity renders aggregate monetary policy impo

tent. However their paper does not address the issue of

whether black liquidity frustrates selective credit policy. Their

results have been challenged by Sunderam and Pandit (1984),

a challenge which has provoked a rejoinder (Acharya and

Madhur, 1984).

To sum up, the theoretical potential of black liquidity to

destabilise official monetary policy has to be acknowledged.

But, like much else relating to the black economy, there is

little hard evidence to indicate the extent to which this

potential is in fact exploited.

6. Some Wider Issues

The consequences of the black economy are not limited

to the economic domain. As we have noted earlier, and

numerous commentators have pointed out, they extend far

beyond into politics, administration, social values and so

forth. We are not competent to comment on (let alone

assess) these consequences, but we would be remiss if we did

not acknowledge their presence and significance, especially

as their ramifications feed back into the functioning and

management of the economic system.
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The non-economic consequences of a burgeoning black

economy and cumulative corruption include: growing arbi

trariness in public policy which can be increasingly mani

pulated by money power; the progressive substitution of pro

fessionally trained and oriented techno-managerial elites by

new classes of "fixers" and manipulators (and even criminals)

who thrive on the symbiosis between complex and corrupt

ible systems of taxation and rent-generating controls and

corrupt politics; the associated decline of "old values" of

honesty, thrift, cooperation and diligence and the rise of a

far more amoral (if not immoral!) culture which deifies the

individual pursuit of material wealth, irrespective of the

means employed; the steady erosion of public institutions as

these are increasingly subverted to partisan or private profit;

and, finally, the cumulative weakening of the entire politico-

administrative system, as it becomes progressively under

mined by the short-term pursuit of private profit and power

(on the part of the incumbents) at the expense of long-range,

public interest.

Notes

1 Some of these issues have been discussed elsewhere, such as the

Wanchoo Committee Report (Government of India, Ministry of

Finance, 1971), Kabra (1982) and Acharya (1^83a).

2. The direction of invoice manipulation cannot be determined a

priori, since the various influences do not all work in the same

direction. Thus, while an over-valued exchange rate and capital

flight motives encourage underinvoicing of exports export sub~

sides work in the opposite direction. With imports, capital flight

motives encourage overinvoicing, but customs duties have the

opposite influence.

3. Most studies of major taxes in India indicate that such elasticities

are disappointingly low. See, for example, Khadye (1981) and

NIPFP (1984b).

4. Of course, the government has the alternative of forsaking its

revenue target and curtailing expenditures accordingly or financ

ing them through other means, including borrowing from the

banking system, with its attendant inflationary implications.

5. It is not that the incidence of indirect taxes cannot be progressive.
Chelliah and Lai (1978) found the indirect tax structure in India
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in 1974-74 to be progressive, though a recent re-examination of
this issue by Ahmad and Stern (1983) suggests that the progressi-
vity is less than originally believed. The point is that the progressi-
vity (or otherwise) of indirect taxes is much harder to ascertain
than for the personal income tax, which is generally regarded as the
most powerful tax instrument available to pursue the goal of
vertical equity.

6. Our reluctance is also buttressed by a recent survey of the effects
of corruption in developing countries by Gould and Amaro-Reyes
(1983) who conclude (p. 28) that "corruption has a deleterious
effect on administrative efficiency and political and economic
development."

7. The seminal article is by Kreuger (1974).Tollinson (1982; provides
a recent survey of this literature, while Bhagwati (1982) presents

a synthesis in which rent-seeking of Kreuger's variety is seen as a
special case of "Directly Unproductive, Profit-Seeking Activities"

8. Of course, this may not be the case if the private tax substitutes
for the regular tax. For example, if a bribe to a sales tax inspector
reduces the assessee's */«:/. liability by a larger amount, then
this form of bribery-cum-private-taxation will not exert immediate
pressures on the cost-price level.

9. This is not to deny that many petty bribes are received by low-
level functionaries of the government, public sector agencies and
the private corporate sector, But this is unlikely to vitiate the view
advanced here.



13

A Global Estimate of Black

Income Generation

1. Introduction

The preceding chapters have dealt with various aspects

of black income generation in India. The major sectors in

which black income is generated, the methods of generation

of black income, the uses to which such income is put and

the major consequences of the existence of the parallel

economy have been described and analysed on the basis of

studies and surveys conducted by the staff of the Institute as

well as of secondary data collected. In Chapter 5, an attempt

was made to estimate the relative magnitude of generation of

black income arising from the under-evaluation of output

and income. Efforts were concentrated on this source of

generation of black income because the Central Board of

Direct Taxes are specially concerned about the understate

ments of taxable income. Capital gains are also taxable (if

above the exemption level) under provisions of the income

tax. Hence, we made an attempt to measure the under

statement of receipts from the sale of real estate; however,

given the constraint of time and resources, we could succeed

in applying the methodology we had chosen—demanding

considerable information and rigorous enough to inspire

sufficient confidence—only to three cities.
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During the course of our exercise, it became clear that

developing and applying fairly rigorous methodologies to

all the sectors generating black income would call for resour

ces and time on a scale far larger than what was envisaged in

the original terms of reference. Therefore, in the general

body of the report, we were led to be content with providing

some broad indicators as in the case of leakage from Gov

ernment expenditure. However, a study of this kind would

be considered incomplete and lacking in utility if it did not

give some idea, however rough, of the broad order of magni

tude of black income generation at least in respect of most

of the major sectors generating such income. In view of this,

in this chapter, we are making an attempt to arrive at a

"global" estimate of black income generation in the Indian

economy. In doing so, for lack of sufficient data, we have

been forced to adopt in some cases what may be called "the

minimum estimate approach"; that is to say, not being able

to ascertain the most probable degree of under-declaration

or leakage, we have fallen back on using a degree of under

declaration which could be safely regarded as the minimum

in the relevant sector. Also, in several cases, we have made

use of a range rather than a single figure of underestimation.

In Chapter 2, we had proposed two alternative definitions

of black income and adopted what we termed definition

'A' because that suited our purpose better. We can derive a

somewhat more comprehensive definition of black income in

the following way:

In the modern economy, most business entities and a

substantial number of households earning incomes are requi

red to, or at least find it useful to, maintain monthly/yearly

accounts of receipts and expenditures as well as statements

of assets and liabilities. These accounts have to be main

tained in order to compute profits/losses, surpluses/deficits

and savings/dissavings. Apart from this, business and house

holds are obliged by law to maintain accounts if they satisfy

certain conditions. Examples are tax laws and the Companies

Act. Black income can be defined as the sum total of items

of receipts deliberately kept out the books of accounts by

households and business in the economy. This definition of
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black income is broader than definition 'A' which equated

it to income evading taxation. But in principle, an estimate

of black income should include all items of receipts kept out

of books of accounts, even though such receipts accruing to
many low income individuals may be too small to attract

taxation. In any case, in estimating the generation of black

income in particular sectors, it is difficult to distinguish bet

ween income that should have been returned to tax authorities

and those that need not have been. It could be argued, how

ever, that the total amount of small black incomes not liable

to tax generated in a given year would be small or insigni

ficant relatively to incomes legally subject to taxation so that

in practice the two definitions would not point to signi

ficantly differing magnitudes.

2. A Global Estimate of Black Income Generation

Black income may be generated in relation to legal

economic activities: production of goods and services within

the precincts of law, sale and purchase of assets, capital

formation and import and export of goods; or in relation to

illegal activities: smuggling, payment and receipt of bribes,

black market transactions in price-controlled goods and in

foreign exchange, accepting kickbacks and prostitution. In

our exercise at estimating the total amount of black income

generated in the Indian economy, we have not been able to

include income that is generated through smuggling, black

market transactions, acceptance of bribes, kickbacks of some

kind and prostitution. For the sake of ready reference, we

enumerate below the sources of black income generation

which are included in our attempt at a global estimate:

(i) Factor incomes received either openly or covertly

while participating in the production of goods and

services. ,

(ii) Capital receipts on sale of assets,

(iii) Fixed capital formation in the public sector,

(iv) Fixed capital formation in the private corporate

sector,

(v) Exports,

(vi) Imports.
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(i) Black income associated with factor incomes received

for participating in the production of goods and services. In

Chapter 5, adopting a fiscal approach, we have provided

estimates oi the scale of black income generated in relation

to legal activities associated with the production of goods

and services. The concept of black income pertinent to this

approach is that part of factor income which should have

been declared to the tax authorities, but was not. In estimat

ing this type of black income, as mentioned in Section 8,

Chapter 5 and Appendix 2, it was argued that NAS figures

of GDP may themselves be biased downwards due to tax

evasion through underreporting of output and sales or over-

reporting of costs or misclassification of personal expenses by

manufacturing/trading enterprises. To take care of this bias,

we adjusted the official GDP figures upwards by 10 per cent

and further assumed that half or three-quarters of this

"increment" in GDP accrues to earners who are already

liable to tax. We then derived two alternative estimates of

black income for 1975-76 and 1980-81 as given below:

(Rs crore)

1975-76 1980-81

(1) Amount of black income associated

with gross personal income from

current, legal economic activity and

legal transfers, assuming official

NAS data on GDP are correct 3741 9813

(2) Adjustment to (1) by assuming

official GDP requires upward

adjustment by 10 per cent and

half to three-quarters of this 3318 to 5713 to

'increment' is tax-evaded 4971 8570

(//) Black income generation in relation to capital receipts

on sale of assets. As mentioned earlier, we have confined

ourselves to the sale of real estate. In Chapter 7, we

provided a detailed account of the forms and causes of black

income generation in urban real estate transactions and

attempted to measure the levels of black income generated in

three metropolitan centres—Delhi, Bombay and Madras.
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It was noted that the estimates for Delhi were far superior
to those for the other two cities. The kind of data that we
needed for undertaking a comprehensive study as was done
for Delhi could simply not be collected for even all the major
cities, given the time and resources at our disposal. We have

been, thus, forced to adopt a much less rigorous methodo
logy to obtain a rough estimate of black income generated by
transactions in real estate in the country as a whole. Essen

tially, the method consists in ascertaining from official
records the total registered value of immovable properties
transferred in the different States of India during a given
year and then applying to it a black-white ratio which could
be assumed to be the minimum average for all India The
registered value of transferred property represents only the
white' component of the'true'value of property. Thus, if
the registered value is Rs 1,000 and the black-white ratio is
40:60 then the true value of the sale could be taken to be

1,000 X J-= RS 1666.

Of course, the black-white ratio would not be the same
for all the States in India nor in all the different areas rural
and urban, within a State. It could reasonably be expected
to be high in urban centres like Bombay and Madras and low
in rural areas. The black-white ratio may also vary tem
porally. For instance, as mentioned in Chapter 7 the
sample survey of real estate brokers in Delhi indicated that
the ratio of black to white components ranged from around
45 to 55 in 1978-79, 60 to 40 in 1980-81 and 65 to 35 in
1982-83. The data from the Valuation Cell of the Income Tax
Department for Delhi also reveal variations in the black to
white ratio in different years-33 to 67 in 1978-79 40 to 60
in 1980-81 and 48 to 52 in 1982-83 (Table 7.4.1). Similar
variations are noted also in relation to Bombay and Madras

We find a large difference between the black-white ratio
derived from the Valuation Cell data and that derived from
the brokers' sample. We have kept this difference in view in
arriving at a minimum range of black-white ratio for the

country. Keeping in mind all the data we had collected and

on the basis of discussions with numerous individuals 'in the



332 ASPECTS OF THE BLACK ECONOMY IN TNDIA

know of this business', we have assumed an average black-

white ratio of 40:60 to have been operative in the States

taken together in the years 1975-76 and 1980-81.

We now turn to the 'base' of our computation of black

income component, namely, the 'registered value of immov-

able'property'. As noted in Chapter 7, while a transfer of

immovable property requires registration under the Indian

Registration Act, 1908, the transfers of shares of flats of

Housing Cooperative Societies do not require regsitration.

As such, our base excludes, by definition, the value of such

property in flats transferred in Housing Cooperative Societies

which have been prevalent in States like Maharashtra,

Gujarat and Delhi. Similarly, the value of property under

'Power of Attorney' transfers is also not included in our

base.1 Thus, to that extent, our estimate is downward biased.

The data on the registered value of immovable properties

transferred, that we obtained include the value of sale deeds,

mortgages, gifts and leases. Of these, the concealment of true

value may dominate only in the case of sale deeds. However,

we could not separate out the value of sale deeds. To that

extent, an upward bias is created in our estimate but it is not

likely to be very significant as the value of sale deeds accounts

for much the major part of the total registered value of trans

ferred properties.

We have included, for our estimate, all the major States

(16) in India (Table 13.2.1). For the year 1975-76, data on

the value of immovable properties transferred were available

for all States except Assam and Rajasthan, while for the year

1980-81, data were available only for seven of the 16 States.

For those States for which the required data were not avail

able, the registered values of properties were estimated by us

using a regression equation; the details of the exercise are

shown in Table 13.2.2.

The total registered values of the immovable properties in

the major States came to Rs 3,384.71 crore in 1975-76 and

Rs 5,253.95 crore in 1980-81. These values represent the

'white' component in the 'true' value of properties transferred.

Applying a black to white ratio of 40:60 to the above values,

we derived the values of black components, which worked
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TABLE 13.2.1

Registered Value of Immovable Property Transfers in

Major States in India

(Rs crore)

SI.

No.

1.

3.

4.

5.

6.

7.

8.

9.

10.

11.

12.

13.

14.

15.

16.

Stares

Andhra Pradesh

Bihar

Haryana

Maharashtra

Orissa

Punjab

Uttar Pradesh

Karnataka

Tamil Nadu

Kerala

Madhya Pradesh

West Bengal***

Assam

Rajasthan

Gujarat

Delhi

1975-76

303.75

229.66

125 01

689.93

60.70

296.95

383.00

188.29

399.96

227.01

106.96

13368

31.61*

75.19*

117.01

16.00

3384.71

1980-81

485.72

174.86*

517.02

557.01*

90.29*

463.36

925.74*

367.73*

652.95**

323.83*

175.32

118.30

28.04*

166.76*

207.02

—

5253.95

Notes: *: Estimates; for details see Table 13.2.2.

**: Includes value of movable and immovable property.

*•*: Value of 'Sale deeds' for seven districts in West Bengal.

Source: I. Annual Statistical Abstracts of different States.

2. Handbook of Statistical Information, Bureau of Economics

and Statistics of different States.

3. Inspector General of Registrations, Various States.
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TABLE 13.2.2

Forecasting of Registered Valne of Immovable Property

Transfers in some States for 1975-76 and 1980-81

Estimated Equation: using cross-section data of States, pooled for the
two years 1975-76 and 1980-81 is as follows:

In (Val) = 2.25 + 1.07 In (STRF)-0.76 (Dl) -0.26 (D80)

(7.50) • (25.10) (-8.57) (-2 62)

R2= 0.98; D.W = 1.67

where, Val = Declared Value of Immovable Property in a given State

and year

STRF = State Revenue from Stamp Duty and Registrations fee.

D 1 = Dummy to distinguish those States whose average rate

of Stamp Duty is substantially higher

D80 = Dummy to distinguish the years 1980-81/1975-76:1 for

1980-81 and 0 for 1975-76

• Figures in parentheses are t-ratios. All coefficients are signi

ficant at 1 per cent level.

TABLE 13.2.2 (Contd.)

Year

1975-76

1975-76

1980-81

1980.81

1980-81

1980-81

1980-81

1980-81

1980-81

1980-81

State

Assam

Rajasthan

Bihar

Orissa

Independent Variable

STRF

(Rs

crore)

2.29

5.15

14.51

7.82

Uttar Pradesh 68 96

Karnataka

Kerala

Assam

Rajasthan

Maharashtra

29 08

25.82

2.62

13.88

42.88

Dl

0

0

0

0

(■

0

0

0

0

0

D80

0

0

1

1

1

i

1

1

1

1

Forecast value

of dependent

variable (VAL)

(Rs crore)

31.71

75.19

174.86

90.29

925.74

367.73

323.83

28.04

166.76

557.01

out to Rs 2,256 crore for the year 1975-76 and Rs 3,503 crore

for the year 1980-81.

The 1980-81 figure excludes the estimate for Delhi for

which the relevant data could not b; obtained. In Chapter
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7, black income generated through real estate transactions

in Delhi was estimated to be Rs 161 crore taking into account

only the registered sales of immovable property (i.e., exclu

ding power of attorney sales). Adding this amount to the

figure derived earlier, we arrive at an estimate of black income

generated in real estate transactions in the country as a whole

amounting to Rs 3,664 crore in 1980-81.

(iii) Fixed capital formation in the public sector. In Chap

ter 8, we dealt with the generation of black income

through public expenditure, referring to evidence, mostly of

anecdotal nature, of leakage through public expenditure.

The key areas in which such leakages occur are found to be

investments in construction and plant and machinery. It is

well-known that considerable leakage takes place in relation

to construction activities in the Government sector and

also in large public enterprises. It is, however, extremely

difficult to arrive at the degree of leakage. In earlier

times, a 'mamool' or conventional magnitude of pay-off of

10-15 per cent, was generally taken to be prevalent. Talwar

(1984) indicates that the amount of black money generated

in construction in general amounted to about 9 per cent

of expenditure. At the same time, he estimates that

about 25-30 percent of the recorded cost of public works

in Delhi and neighbouring States could be assumed to be

siphoned as black income received in the hands of Govern

ment functionaries, politicians and contractors, Discussions

with knowledgeable individuals in other areas of the country

indicate that the magnitude of rake-off amounts to much

lower percentages. We have assumed a range of 10-15 per cent

of the cost of construction to be siphoned as black income.

We have further assumed that such leakage occurs in relation

to construction in the administrative departments, departmen

tal enterprises and non-departmental enterprises. The estima

tes of the range of amounts of black income generated in these

three branches of the public sector are shown in Table 13.2.3.

The other component of fixed capital formation is 'plant

and machinery'. Leakages are known to take place in relation

to this component of investment. But the magnitude of such

leakage is not likely to be much large in so far as Government
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TABLE 13.2.3

Fixed Capital Formation and Black Income Generation

Fixed Capital Formation

1. Administrative Department

a) Construction

i) New buildings

ii) New roads & bridges

iii) Other constructions works

Construction Total

Black Income Generated in

construction

(2. 10 per cent

(2.-15 per cent

b) Plant & Machinery

i) Transport equipment

ii) Machinery & equipment

Plant & Machinery Total

Black income generated in Plant &

Machinery (@ 5 per cent )

2. Departmental Enterprises

Construction

i) New buildings

ii) New roads and bridges

iii) Other construction and works

Construction total

Black income generated in

contruction

(«■ 10 per cent

(a 15 per cent

3. Non-departmental enterprises

Construction

i) New buildings

ii) Other constrnction & works

iii) Capital workj in progress

iv) Expenditure during construction

Construction Total

Black income generated in cons-

tructinn (a 10 per cent

(g> 15 per cent

(Rs

1975-76

267

372

385

1024

102.40

153.60

2

129

131

6.55

83

19

1055

1157

115.70

173.55

199

356

423

134

1112

111.20

166.80

crore)

198 -SI

718

983

1095

2796

279.60

419.40

32

293

325

16.25

204

31

2402

2637

263.70

395.55

442

900

158

105

1605

160.50

240.75

Source; National Accounts Statistics, Government of India (,CSO),

February, 1983
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departments are required to procure capital goods through the

medium of Directorate General of Supplies and Disposals

(DGS&D) and that departmental enterprises often buy plant

and machinery from other public sector enterprises. In order

to be on the safe side, we have assumed a 5 per cent leakage

only in relation to investment in plant and machinery by ad

ministrative departments and no leakage at all in relation to

investment in plant and machinery by departmental enter

prises.

In regard to investment in plant and machinery by public

sector non-departmental enterprises in so far as they buy ma

chinery within the country from other public enterprises,

there may not be much leakage from expenditure. But to the

extent that machinery is bought from abroad, there is known

to be considerable leakage. Some senior officials, now retired,

and other knowledgeable people have confirmed to us the pra

ctice of a percentage cut being taken in relation to imports

by the public sector. Foreign suppliers are generally supposed

to provide for a 'cushion' of 3-7 per cent. We have, however,

not been able to obtain figures of the value of plant and ma

chinery imported by public sector enterprises in the two sel

ected years (only figures of total Government imports are

available). We have, therefore, not been able to give any esti

mate of leakages through expenditure on plant and machinery

imported from abroad by public enterprises.2

It is our feeling that on the whole, we have under-estima

ted the amount of leakage through public expenditure inclu

ding investment by public sector enterprises. Our estimates of

black income generation in the public sector are given in Table

13.2.3.

(iv) Black income generated in relation to private corporate

sector investment. According to present guidelines, the pro

moters' contribution to the equity capital of a new venture is

to be at least 15 per cent of the total. It is widely believed that

most often the intention of the promoters is to recoup this

contribution in the initial stage of construction and investment.

Of course, documentary evidence cannot be provided to subs

tantiate this belief. It is also possible that all promoters do not
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indulge in this nefarious practice of defrauding the sharehol

ders. On the other hand, in certain family-controlled enter

prises, the percentage of rake-off may be much higher; and in

the case of several small closely held companies, over-state

ment of investment expenditure may be resorted to for tax

avoidance reasons. On the basis of the discussions that we

have had, we feel that it would be safe to assume a leakage of

10-15 per cent in relation to private corporate sector invest

ment by way of kick-backs from suppliers and contractors.

The estimated ranges of black income generated thus, for

1975-76 and 1980-81, are shown in Table 13.2.4.

TABLE 13.2.4

Private Corporate Investment on New Assets and Black Income

Generation

(Rs crore, current prices)

1975-76 1980-81

1. Total gross domestic fixed capital

formation:

a) Construction

b) Machinery & equipment

Total

2. Estimates of black income from private

corporate investment.

Assumption:

a) 10% of investment is skimmed away

b) 15% of investment is skimmed away

209.20

1480.68

1689.88

168.99

253.48

274.14

1891.76

2165.90

21659

324.88

Source: Same as for Table 13.2.3.

(v) Black income generated in relation to exports. It has

been suggested that black income is often generated through

the under-invoicing of exports. Discussions with those fami

liar with the practices of exporters indicate that there is not

much evidence of under-invoicing in relation to non traditio

nal exports. Under-invoicing in relation to them may be on

the whole unprofitable because fiscal concessions, Cash Com

pensatory Support (CCS) and duty draw-backs are related to
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the total value of exports or profits earned threrefrom. But

under-invoicing is believed to exist in relation to 'traditional'

exports. We assume a minimum of 10 per cent of FOB value

of 'traditional' exports to be the amount of black income gene

ration through under-invoicing. Table 13.2.5 provides data

on the value of traditional exports and the estimated amount!

Of black income generated for the two years 1975-76 and

1980-81.

TABLE 13.2.5

Black Incomes Generated by Under-invoicing Traditional Exports

(Rs crore)

Traditional exports on which duty/cess is

imposed

1. Jute manufactures

2. Raw Cot ion

3. Tea

4. Coffee

5. Pepper/spices

6. Tobacco

7. Leather and manufactures

8. Iron ore

9. Coir and manufactures

10. Manganese ore

11. Cashew kernels

12 Oil cakes

13. Mica

Total

Amount of black income generated

assuming that 10 per cent of total

value of traditional exports is under-

invoiced

1975-76

250.9

41.3

236.9

66.7

33.9

98.4

201.5

213.9

19.0

17.6

96.1

96.5

14.7

1387.4

138.74

1980-81

330.0

164.9

425.5

214.2

111.4

140.7

337.1

303.3

26.2

12.7

140.1

125.1

17.7

2348.9

234.89

Source: For export values, Economic Survey, Government of India,

(various issues).

(vi) Black income generated through over-invoicing of

imports by the private sector and mle ofimpjrt licences. It has

been argued by many economists that over-invoicing of im

ports is a common practice among private importers. Over-in

voicing could occur in relation to import of machinery. But



340 ASPECTS OF THE BLACK ECONOMY IN INDIA

we have already assumed a 10-15 per cent leakage in relation

to private corporate sector investment which includes impor

ted machinery as well as machinery purchased domestically. It

would, therefore, amount to double counting if we included a

separate estimate of over-invoicing of imports of machinery by

the private sector: Over-invoicing could also occur in relation

to imported inputs and intermediates. Knowledgeable circles,

however, feel that it would not be on the whole profitable to

indulge in such a practice because that would result in smaller

physical quantities being imported for a given expenditure of

foreign exchange. One would not wish to waste one's foreign

exchange allocation in this way unless, of course, the import

licences have been obtained on inflated requirements. It is felt

that in regard to imports, the generation of black income

through the sale of import licences is far more important.

We have made an attempt to estimate black income gene

rated through sale of import licences. We have been able to

do this only in relation to the year 1983-84 for which we were

able to obtain the required data.

Private sector imports in 1983-84 are estimated to have

been Rs 5,153 crore.

This figure includes REP licences for about Rs 2,300 crore,

of which freely transferable REP licences were for about Rs

1.200 crore. Approximately, half of these licences for Rs 1,200

crore are taken to be sold away and the remaining half to be

used by the exporters themselves. The average premium on

these licences would have been about 25 per cent in 1983-84.

This means that transactions worth Rs 150 crore would have

taken place in the legal transfer of licences. Although these

are legal transactions, it is believed that the full premium rea

lised is not shown in the books of account. At least about one-

third can be estimated to be concealed, which gives us an

estimated generation of black income in this regard amoun

ting to Rs 50 crore.

The figure of Rs 5,153 crore of imports includes imports

of dry fruits against quota licences worth about Rs 30 crore.

It is estimated that about two-third of these licences are sold

away in the black market at a premium of 50 per cent, thus

generating black income amounting to Rs 10 crore.
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In 1983-84, raw material licences to small-scale units

amounted to Rs 215 crore. It is estimated that approximately

one-third of these are sold in the black market: either the

licences themselves or the goods imported against them. The

permium was estimated to have been on the average 25 per

eent. Thus, we can estimate that black income worth Rs 18

crore was generated on these sales.

We have so far taken into account imports worth Rs

2,545 crorc. Of the remaining Rs 2,608 crore, it is estimated

that some black marketing would have taken place. It has

not been possible to estimate the probable fraction of these

imports in relation to which black income would have been

generated. To be on the safe side, we have been advised to

assume that black marketing would have taken place only in

relation to 5 per cent of these imports worth Rs 2,608 crore.

This gives us a figure of Rs 130 crore. Taking the average

premium at 25 per cent, the black income generation could be

estimated to be Rs 32.45 crore (or roughly Rs 32 crore).

Out-of-account sales are also said to take place in respect

of imports made through public sector canalising agencies.

This happens where the imported materials distributed

through canalising agencies are in short supply. In these

circumstances, the allottees, mostly small-scale units, find it

more profitable to sell them off than to use them in their

own factories. For example, this is said to happen in the

case of non-ferrous metals and steel where nearly 25 per cent

of the material is estimated to have been sold away in the

black market. The value of such sales by the small-scale

sector is estimated to be around Rs 30 crore. With an average

premium of 25 per cent, the black money generation could be

taken to be Rs 7.5 crore. Taking all the above estimates

together we arrive at a total figure of Rs 118 crore in relation

to import licenses. Table 13. 2.6 gives our estimates of

black income generated in different sectors and the total of

these estimates for the years 1975-76 and 1980-81. Since the

estimate of black income generated against import licences

could be obtained only for 1983-84, it is not included in this

total. Excluding this, our global estimates of black income

generation ranges from Rs 9,958 crore to Rs 11,870 crore in
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TABLE 13.2.6

A Global Estimate of Black Income Generated in India for

1975-76 and 1980-81

(Rs crore)

S.No. Item 1975-76 1980-81

1. Amount of black income associated with

gross personal income from current,

legal economic activities and legal

transfers (see Table 5. 9. 1)

2. Adjustment to (1) by assuming official

GDP requires upward adjustment by 10

per cent and half to two-thirds of this

'increment' accrues to earners as tax-

evaded income

3. Add possible under-declared value of

registrations of immovable property

transferred in the major States in India

(see Tables 13.2. land 13. 2.2)

4. Add leakages from public sector

investment (see Table 13. 2.3)

a. Administrative departments construction

Plant and machinery

b. Departmental and non-departmental

enterprises construction

5. Add leakages from private corporate sector

investment (see Table 13. 2.4)

6. Add black income generated through

underinvoiced 'traditional' exports (see

Table 13. 2.5)

7. Global estimates of black income

Total of (1) to (6)

8. GDP at factor cost, current prices

9. Estimates of black income in India as a

per cent of GDP

3741

3318 to

4978

2256

9813

5713 to

8570

3664

102 to

154

6

227 to

343

169 to

253

139

9958 to

11870

66370

15 to 18

280 to

419

16

424 to

636

217 to

325

235

20362 to

23678

114271

18 to 21

1975-76 and from Rs 20,508 crore to Rs 23,678 crore in

1980-81. In terms of per cent of GDP, these estimates range

from 15 to 18 in 1975-76 and from 18 to 21 in 1980-81.

One of the major omissions from our estimates of black

income generation is that generated through large-scale

smuggling activities that have become such a pervasive phen

omenon in our economy in recent years. Even to obtain

rough estimates of the total value of smuggled imports for a
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recent year would have required a time and resource-consum

ing independent study. Although we were told by several

prominent individuals having good knowledge of market

conditions in India that the value of goods other than gold

smuggled into India could be placed at around Rs 5,000 to

8,0C0 crore, we have also known others placing the estimate

around or above Rs 10,000 crore. We could not use these

unsubstantiated estimates in our study. However, a perusal

of some publications such as Gold Review and Outlook,

(September 1984, J. Aron & Co.) and Gold 1984, Consolidated

Gold Fields PLC and discussions with a number of people

indicated that it would not be far off the mark to take a

figure of 50 tonnes of gold to have been smuggled into India

in 1983-84.3 Taking an average price of Rs 185.04 per gram

in the same year, we arrive at an estimated total value of

gold smuggled at Rs 925 crore. Let us say roughly Rs 1,000

crore worth of gold was smuggled into the country in 1983-

84. If we assume a minimum margin of 25 per cent, we get

an estimate of black income generated amounting to Rs 250
crore.

Our detailed calculations of black income generation re

late to the years 1975-76 and 1980-81. For 1980-81, our cal

culations indicated black income generation in the sectors

covered could be placed in the range of 18-21 per cent of

GDP. If it is assumed that the same percentage of GDP were

generated as black income in those sectors in 1983-84, the

absolute amount of black income generated could be estimated

to range from Rs 31,216 crore to Rs 36,418 crore (Table

13. 2. 7). If we add to the above the amount of black in

come estimated to be generated in relation to import licences

(Rs 118 crore) and that generated through smuggling of gold

(Rs 250 crore), we arrive at estimates of black income gener

ation ranging from Rs 31,584 crore to Rs 36,786 crore. This

means that in 1983-84, black income generation as a propor

tion of GDP at factor cost was probably in the region of 18

to 21 per cent.

A total black income generation of Rs 36,786 crore or in

round numbers Rs 37,000 crore out of a total GDP at

factor cost of Rs 1,73,420 crore seems to be on the high side,
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TABLE 13. 2.7

Estimate of Black Income in India During 1983-84

(Rs crore)

Amount

1. Assuming the estimated proportion of black

income in 1980-81 is constant and applicable

to GDP at factor cost, current prices in

1983-84 (quick estimates) of Rs 173420 crore,

Amount of black income generated 31216 to 36418

2. Add the amount of black income from illegal

transactions pertaining to Import licences

and imported goods in 1983-84 118

3. Add the amount of black income from

smuggling of gold 25°

4. Total of (1) to (3) 31584 to 36786

5. Black income as a proportion of GDP at

factor cost in 1983-84 (per cent) 18 to 21

although it turns out to be less than 30 per cent of GDP4 as
against some extravagant estimates placing it at 50 or even

100 per cent of GDP. It is possible that we have over-estim

ated black money generation in certain sectors. On the other

hand, it is to be remembered that we have not been able to

include black income generated through smuggling of goods

other than gold, through black marketing in foreign exchange

and other price-controlled commodities. Given the very

nature of the problem, it is almost impossible to arrive at an

estimate which could be called precise or accurate. Taking

our lower estimate, what we would say with some degree of
cofidence is that black income generation in the Indian ecco-

nomy in 1983-84 cannot be placed below 18 per cent of GDP

at factor cost or 16 per cent of GDP at market prices. Fur

ther painstaking study would be required to get sufficient

evidence to say that it might even range upto 30 per cent

of GDP at factor cost.
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Notes

1. In Delhi, transfer of DDA fiats is one example of such 'Power of

Attorney Sales'. A crude estimate of black income generated in

such sales is provided in Chapter .7

2. It is also stated that leakages occur in relation to certain imports

channelised through public sector agencies. It is difficult to know

in which cases the leakage could or did occur. For example, market

conditions may be such that it may be difficult to rig prices or show

higher prices than what was paid to obtain a cut. We have not

included in our estimate any leakage in relation to channelised

imports. Also, we have assumed that no leakage occurs in relation

to import of defence equipment.

3. Estimates range from 60 to 80 tonnes.

4. If GDP at market prices is taken at current prices, i.e., out of

Rs 1,95,739 crore in 1983-84 the ratio would come to around

16-19 per cent.



14

Policies for Scaling Down

Black Income Generation

The terms of reference of the study do not extend to a

consideration of policies for tackling the problem of black

money generation. However, for the sake of completeness,

we offer some suggestions in this regard which flow from

our treatment of the character and causes of black income

generation in India. We begin with a brief review of the

principal policies that have been deployed in the past.

1. A Brief Review of Past Policies

In Chapters 9 and 10, we have already reviewed measures

taken to improve the administration of direct taxes as well

as the reductions in the nominal rates of personal income

tax carried out in the 1970s and, more recently, in the 1984-85

budget, in the hope of inducing improvements in tax compli

ance. Here, we consider three other measures which have

been deployed to combat black money: demonetisation,

voluntary disclosure schemes and special bearer bonds.

a. Demonetisation. The government has resorted to dem

onetisation of high-denomination currency notes on two

occasions, once in 1946 and again in 1978. A crude index of

the penal success of this measure is given by the value of
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high denomination notes which were not presented for con

version.1 By this yardstick, neither venture was a success.

In 1946 only about Rs 9 crore of high denomination notes,

out of a stock of Rs 144 crore in circulation, were presented

for conversion. In 1978 the value of unconverted high deno

mination notes was Rs 20 crore out of a circulation of Rs 145

crore (Srinivasan, 1980).

Quite apart from the relatively paltry results obtained on

the two occasions on which it has been tried, there are other

good reasons to doubt the efficacy of this measure in com

bating black income generation.

First, the measure is limited to inflicting penalties on those

who hold their black wealth in the form of cash at the

moment of demonetisation. There is every reason to believe

that cash is not an important form for holding black wealth

(see for example, the questionnaire responses in Chapter 11),

especially for those who are active participants in black in

come generation. So the distribution of the penalty is likely

to have little correlation with the distribution of black

wealth. Second, even for holders of cash, there exist avenues

for converting high denomination notes into lower valued

ones, at a discount, through intermediaries.

Third, and perhaps most importantly, the measure does

not address the underlying causes of black income generation.

Hence, subsequent generation of such incomes can continue

unabated with due precautions for the form in which unspent

black incomes are held. The once-and-for-all penalty exacted

by demonetisation simply puts everyone on their guard for

the future, but does nothing to alter the incentives which

spawn the black incomes. Of course, since cash is the princi

pal vehicle for conducting black transactions, there is undou

btedly a temporary dislocation in such activities. The point is

that the dislocation is temporary.

b. Voluntary disclosure schemes. In essence, Voluntary

Disclosure Schemes (VDS) are aimed at coaxing errant tax

payers to disclose their hitherto undeclared incomes (from

past years), pay tax on these incomes (unusually at concess

ional rates) and, in return, enjoy exemption from penalty and
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prosecution as well as the opportunity to bring their after

tax incomes on to the books. There have been four such

schemes thus far, one in 1951, two in 1965 and one in 1975.

These schemes have been critically reviewed by the Wanchoo

Committee and several reports of the Public Accounts Com

mittee2 as well as by private scholars, such as Srinivasan

(1980). The principal criticisms are as follows.

First, the amounts of past undisclosed income surfaced

through the schemes [a total of Rs 267 crore in the first three

schemes and Rs 727 crore in the final scheme, (Srinivasan,

1980)] are judged to be small in relation to the cumulated

totals of tax-evaded incomes to which they should be com

pared. Second, disclosures made in the names of minors,

ladies and "name-lenders" are believed to facilitate subsequent

evasion. Jndeed, the fact that over 40 per cent of disclosures

in the third and fonrth schemes related to persons who were

not previously assessed to tax, suggests that the VDS may be

used to "whiten" black income at relatively low cost. Review

ing the first three schemes, the Wanchoo Report (p. 12)

observed trenchantly: "They were more or less schemes for

converting black money into white on payment of, what

turned out to be in most cases, a small amount of conscience

money."

Thirdly, much of the disclosed income had already been

"detected" by the tax authorities; in the 1975 scheme even

assessees who had been the subject of search and seizure

operations were able to claim immunity from penalty and

prosecution. So the net effect of these schemes in surfacing

past undisclosed income was considerably less than the

gross numbers would suggest. Fourth, the fact that many

assessees benefited from several of the schemes belied the

hope that beneficiaries of the schemes returned to the path of

fiscal rectitude after their disclosures- Fifth, all reviewers

have been severely critical of the VDS for, in effect, favouring

tax-evaders as compared to honest taxpayers and thus reduc

ing the morale of the tax administration and the level of

compliance among assessees in general.

To these valid criticisms, we would add the important

point that the VDS do not blunt the underlying causes of
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black income generation. If anything, by holding out hopes

of repetition in the future, such schemes reduce whatever

deterrent effect exists in the current provisions for penalty

and prosecution. With the incentives for black income gene

ration unaltered (or worse, enhanced), there is little reason

to credit VDS with any long-term effectiveness in the fight

against black incomes. About all that can be claimed in their

favour is a temporary fillip to revenue collections.

c. Special bearer bonds. In 1981, the government conducted

a once-and-for-all sale of Special Bearer Bonds (SBB), with a

maturity date of 1991 and a redemption value higher than

purchase value by 20 per cent (i.e., an annual compound rate

of return of 1.8 per cent). The return, at maturity, was

exempt from income tax, while the value of the bond was

exempt from wealth tax and gift tax and the bond was exclud

ed from the definition of a capital asset for purposes of capital

gains tax. In addition, the bond was transferable and pur

chasers were granted immunity from investigation about

source.

As Bagchi (1981) has pointed out, the appeal of the SBBs

lay not in the rate of return, which was very low relative to

alternative uses and thus implied a substantial opportunity

cost for purchasers, but in the anonymity, transferability and

immunity characteristics of the bonds. In effect, Bagchi

argues, the SBBs "can be used as a safer medium of exchange

than ordinary currency". But if this is so, then the SBBs

were correspondingly less successful in mopping up liquidity

in the economy. What the scheme accomplished was to sub

stitute one form of government liability (SBBs) for another

(currency). In other words, from the viewpoint of the

government the SBBs should be seen not as an instrument of

taxation but as one for borrowing. Purchasers were prepared

to buy the instrument because of of its anonymity/immunity

characteristics.

What the SBBs failed to do was to mitigate the under

lying causes of black income generation. Like VDS, the SBB

scheme provided a method of converting black incomes and

wealth into white (at a price), but it did nothing to alter the

incentives for black income generation.
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2. Measures Recommended for Reducing Black Income

Generation

The central weakness of the three sets of measures review

ed above is that they were concerned with past accretions of

black income and could do nothing to tackle the underlying

causes of black income generation. If the current and future

extent of black income generation is to be reduced, then

remedical policies have to grapple with the underlying
causes.

It would be readily understood that a package of consis

tent measures are needed if any significant success is to be

achieved in tackling the menace of black money. The mea

sures should aim at reducing current and future generation

of black income and also easing the transfer of black wealth

already existing into the legitimate economy under specified

conditions. But it must be emphasised that no measures are

likely to succeed unless at the highest level there is determi

nation to root out black income or at least to bring it down

to tolerable proportions and the top political leadership at

the Centre and the States observes high standards which they

can exhort the population to emulate. Thus, the first require

ment for tackling the problem of black income generation is

clean administration at least at the level of political authority

and top civil servants. Given this desideratum, a package of

effective measures could be put forward which could be
divided into the following heads:

(i) Changes in economic and related policies designed to
reduce black income generation;

(ii) Policies designed to promote integrity and improve
honesty among at least the senior officials (tax officials
and those dealing with controls);

(iii) Measures designed to bring down the amount of black
wealth currently held;

(iv) Policies relating to administration and enforcement of

taxes, prosecution of tax-offenders and imposition of

penalties for economic crimes.

It is important that these different policies should be
initiated in the order in which they have been mentioned,

i.e., ones mentioned earlier should come first.
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a. Changes in economic policies designed

to reduce black income generation

(i) Reduction in tax rates. We have noticed that direct

taxes have been levied on a number of bases and that the

cumulative burden of taxation works out to be quite high. As

indicated in Chapter 9, the combined effect of current rates

of income tax and weath tax is quite strong and undoubtedly

generates a powerful incentive for tax evasion. There are,

of course, other taxes that are kept in mind by potential tax

evaders. The rates of stamp duties on capital transactions

levid by the State governments have also been pitched at a

high level. Those who are engaged in production and trade

have also to collect and pay excises and sales taxes which are

the two major forms of internal indirect taxation. Thus, if a

producer suppresses output, he would 'gain' not only to the

extent of excises and sales taxes evaded but also through the

under-statement of profits which would reduce the liabilities

under the company income tax, if applicable, and the

personal income tax. In the case of capital transactions, as

we had indicated earlier, under-statement of sale value
benefits the buyer through a lower amount of stamp duty to

be paid and through lower liability in respect of wealth tax.

Under-statement benefits the seller through a lower liability

under the capital gains tax and lower wealth tax in subsequent

years. Thus, since taxes are levied on a number of bases

and there is linkage between liabilities under the direct taxes

and the indirect taxes, black money generation could be

effectively or significantly reduced only if the rates of taxes
of all the major taxes are pitched at reasonable levels. It is,

of course, not easy to agree on what should be considered

reasonable. But experience has shown that rates of corpora

tion taxes ranging from 57.5-63.2 percent and maximum

marginal rate of wealth tax at 5 per cent and that of estate

duty at 85 per cent are altogether on the high side and would

have to be scaled down considerably. We recommend that

the tax on company profits, the personal income tax, the

wealth tax, stamp duties and the estate duty be all reduced

substantially by the Central government. Simultaneously,
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stamp duties on real estate transactions as well as a number

of other transactions should be brought down perhaps to the
level of 5 per cent ad valorem. There is also need to scale
down excise duties and sales taxes.

One of the causes for large-scale smuggling of goods other
than gold into India is said to be the high excise and import
duty structures in relation to number of commodities for
which there is considerable demand within the country. Man-

made fibres, electronic goods and watches and watch com

ponents are cases in point (the tax rates on the last mentioned

items have recently been brought down). Reduction in the
rates of excise and customs could, while improving tax com

pliance, also be expected to bring down the volume of smug
gling.

. Our results obtained in Chapter 4 indicated a positive
link between the level of black income and the aggregate tax

ratio of the economy. This would suggest that the tax ratio
should not be increased any further if black income genera
tion is to be controlled. However, it is quite doubtful

whether as the economy develops and the scale and variety
of the services to be provided by the Government increase,
it would be possible to do without a rise in the tax ratio. A

rise in the ratio brought about through an automatic increase
in revenue derived from a moderately progressive, stable and
uncomplicated tax structure should not contribute to an

increase in the relative magnitude of tax evasion. But, it is

important to note that if an increase in the tax ratio is
obtained not through an interaction between a progressive
tax system and increases in real incomes but merely through

inflation acting upon the tax system, there would be a ten

dency to resist tax increase in the context of stagnant or
falling real incomes, through tax avoidance and evasion.
Therefore, we recommend that periodically tax exemption
levels, allowances and tax brackets should be adjusted upward
to neutralise the impact of inflation. This would not amount

to automatic indexation but implies discretionary indexing to

be applied at periodical intervals. Upward adjustments are
needed in the case of all the taxes with a progressive rate
structure such as the personal income tax, the wealth tax,
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the gift tax and the estate duty. In the case of taxes such as

the sales tax and excises exemption levels would also need

to be indexed. We pointed out in Chapter 9 how three

successive reductions in nominal income tax rates had been

largely nullified, as far as effective burdens of taxation were

concerned, by inflation. To prevent this happening, adjust

ments to inflation must be carried out periodically once the

rates of different taxes are pegged at given levels of real

income and wealth.

We would concede that it would be better to introduce a

system of automatic inflation indexation of rate structures

together with a commitment not to increase the nominal

rates, but we desist from making a recommendation for

automatic indexation because that might come in the way of

government pursuing effective anti-inflationary policies.

The necessary reductions in the rates of indirect taxes,

we concede, cannot be brought about in a stroke because of

revenue considerations. What we are suggesting is phased

reductions along with the process of rationalisation.

(//) Simplification of the tax structures. The more compli

cated the tax structure and the larger the number of deduc

tions, exemptions and concessions, the more difficult it is to

enforce the concerned taxes. Besides, provisions relating to

concessions are prone to generate litigation. Under a complex

tax structure, tax officials have greater scope exercising dis

cretion and, correspondingly, there is a greater scope for

collusion between the tax authorities and the taxpayers.

A country like India needs the simplest tax structure that can

be constructed consistent with the requirements of revenue

and equity. Moderate rates combined with broad bases

without too many deductions and concessions are preferable

to a regime of high rates moderated with a plethora of con

cessions. If our recommendation regarding the reduction of

the company income tax is accepted, then many of the con

cessions could be removed leading to a relatively simple

structure.

All detailed studies of the structure of indirect taxes in

India (including previously cited studies of excise evasion in

three commodity groups and studies of State sales taxes)
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indicate that the complexity of the rate structures invites

evasion through various forms of misclassification (including

under-valuation). Moreover, these studies suggest that the

degree of complexity is rarely warranted by considerations of

equity or economic efficiency. Simplification of the structure

of excise and sales taxes would considerably help in reducing

the scope for evasion both through misclassification and

through collusion with tax officials.

If there is a shift from quantitative import controls to pro

tection through tariffs, it may be necessary to keep the rates

of import duty on a number of commodities at a high level.

However, rates of duty on goods that could be easily smuggled

should be kept as low as possible given the requirement of

protection. Apart from the level of customs duties, it is to be

remembered that the structure is very complicated with multi

plicity of duties and multifarious rates and a number of exem

ptions, concessions, etc. A rationalisation and simplification

of the structure of customs duties would also help in reducing

the generation of black income.

b. Reduction in the complexity and the number of controls.

Reforms in the structure of taxes are unlikely to have much in

fluence on illegal source black incomes. In earlier chapters, we

have indicated the variety of sources for such illegal incomes.

We have also indicated that a large part of such illegal inco

mes is attributable to the plethora of controls on economic

activity which spawn all kinds of (mainly illegal) premia on

scarce goods, services and factors of production.

As the Indian economy has grown in size and complexity,

the economic rationale for detailed regulation of economic

activity has diminished. For example, a growing body of

analysis has favoured extensive deregulation of controls on

foreign trade and industrial activity.3 In a nutshell, these

analysts have argued that costs of regulation, in terms of

misallocated resources and lost opportunities for growth,

have far outweighed their alleged benefits. Similar sentiments

have been voiced by official reports such as those of the Dagli

Committee (Government of India, Ministry of Commerce,

1978).
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We believe that the economic case for substantial deregu

lation is strong. It grows even stronger when we recognise

the importance of controls in spawning illegal source black in

comes. The cement industry is a case in point. Up until 1982,

price controls on cement had stifled production, depressed

declared company profits and spawned massive illegal premia

in black market operations. The shift to partial decontrol in

1982 appears to have been thrice-blessed by subsequent incre

ases in cement production and taxable profits, and declines in

black market incomes from cement allocation. There is little

reason to believe that similar rewards cannot be reaped in

respect of most other economic controls.

Greater reliance on the price mechanism should not only

improve the economic efficiency of resource allocation but

also diminish the opportunities for reaping illegal black in

comes. While the desired direction of policy change seems

clear enough, specific policies can only be suggested after

more detailed investigations (which are quite outside the

scope of this report). However, we would recommend that

priority should be given to the following measures of decon

trol in the context of reducing the generation of black income:

(i) Shifting from quantitative import controls and a sys

tem of import licences to regulation through tariffs.

This is important because as we have seen a substan

tial amount of black money is being generated through

the sale of import licences; besides, often those who

produce output on the basis of inputs obtained thro

ugh other peoples' import licences are not likely to

report all of the output and hence, there is likely to

be consequential downstream generation of black

income.

(ii) Simplifying and rationalising the procedures for

capital goods clearance. Here again, shifting from

physical controls to tariff controls should be the gui

ding principle, but for some years to come, capital

goods clearance in some areas might be a necessity.

In such cases, the procedures should be so modified

and simplified that bribery and corruption would be

minimised.
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(iii) Removal of price control wherever possible and the

introduction of the dual price system where price

control cannot be done away with.

(iv) Easing controls on foreign -exchange receipts and

payments. While it may not be possible to do away

with exchange control until our industries and exports

become competitive and we would have attained

balance of payments equilibrium without physical

controls, it may be necessary to continue with excha

nge control in some form or the other. Nevertheless,

suitable adjustments in the value of the rupee and

easing of exchange control could help in cutting down

black money generation.

(v) Relaxing rent control laws. As is well known, keeping

down controlled rents far below markets rents inde

finitely leads to under-hand payments of rent and of

pugris. Since out-of-account payments of rents are

not disclosed to the tax authorities, there is corres

ponding loss of revenue under the property tax and

income tax. What is needed is a gradual upward ad

justment of controlled rent without undermining the

security of tenure provided to tenants.

We must hasten to add that it is not possible to remove all

controls in the name of reducing the generation of black in

come. As we have indicated earlier, not all economic controls

lack rationality. Furthermore, there are many non-economic

laws and regulations which are necessary for the orderly fun

ctioning of society. If corrupt police officials extort money

from traders and transporters in their jurisdiction and this

leads to the "marketing" of police postings, we can hardly

applaud this encroachment of market forces on the adminis

tration of law and order! The appropriate response here must

be to root out the corruption and restore intergrity to the ad

ministration. In a civilised society some things should not be

for sale. The administration of laws and regulations should,

ideally, be immune from money power. But, equally, there

has to be restraint in the promulgation of rules, both in regard

to their number and their scope.
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c. Financing ofelection expenses. Even if economic policies,

such as tax and industrial import policies, are changed to scale

down the generation of black income, so long as there is a

persistent demand for the clandestine receipt of unaccounted

money on the part of the politicians, some of whom may be

already in authority and others who are likely to assume lea

dership, businesses would have the need and the temptation

to spawn black income. Of course, to the extent that permits

and controls are done away with, there would be less need

for businessmen to depend upon politicians. However, in a

modern economy, government has of necessity to play an

active role in ensuring the growth of the economy and the

maintenance of stability and there are many ways in which it

is to intervene for these purposes. As it is found that politi

cians have to depend to a considerable extent on funds to be

supplied by businesses for defraying election expenses, one of

the important measures to be undertaken to remove one major

source of demand for black money would be to permit com

panies and businesses to make donations to recognised politi

cal parties out of after-tax profits. This should be supplemen

ted by State funding of election expenses at least in respect of

Lok Sabha andState Assembly elections. The mechanics of the

scheme could take a variety of forms, including for example,

linking government contributions (to recognised parties) to

past and present election results according to some sort of

weighing formula. Some means will also have to be devised

for recompensing independent candidates. Whatever the pre

cise mechanics of the schemes, the basic objective should be

clear: to substantially relieve candidates for electoral office

from the virtual necessity of using funds which are 'contribu

ted'from black incomes, Rough calculations shosv that an

amount of Rs 500 crore should be sufficient to meet the gen

uine needs of the cadidates seeking election to the Lok Sabha

and the State Assemblies (assuming an average of four conten

ders per seat from recognised political parties, and a grant of

Rs 2 lakh per State Assembly candidate and Rs 5 lakh per

Lok Sabha candidate).

Of course, given our system of competitive politics and the

fact that many unsocial elements have entered the fray on the
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basis of ill-gotten wealth, it would be naive to expect that

State funding can wholly substitute for the current system of

(largely) illicit fund raising. We have suggested in addition

that companies should be permitted to make donations to poli

tical parties. Even then as long as money matters in elections,

it is likely that more of it wiil be sought. Besides, money is

required not only for elections but also for various inter-elec

tion political activities.which are not always above board. And,

finally we cannot forget the motive of personal enrichment in

the minds of several politicians. Only a strong public opinion

can prevent such people as well as those associated with ille

gal activities like smuggling and bootlegging from succeeding

in politics. Nevertheless, the availability of a "floor level" of

State funding should blunt the necessity for some of the pre

sent practices and greatly enhance the option of honesty in

politics because many honest people who are not rich would

find it easier to f.ght elections. Where the political leadership

is seriously committed to clean practices, State funding of

elections will strengthen their hands.

d. Policies designed to promote integrity among senior offi

cials. These policies fall in the field of public administration

in which the authors of this report do not have an expertise.

We are not, therefore, attempting to spell out in detail policies

needed to achieve the objective specified above. We would

content ourselves with merely stating that two major require

ments for promoting high standard s of honesty among senior

officials are: a system of rewards and punishments—rewards

for the hard-working and the honest officials and harsh pun

ishments for those who are negligent of duty or dishonest;

and significantly higher levels of remuneration than existing

at present. Relatively low and stagnant levels of remunera

tion in the context ot inflation put severe temptations in the

minds of officials whose power could be exercised to harm

and harass citizens on the one hand or to enrich them on the

other. We recognise that raising of the salaries of senior offi

cials is not an easy proposition because extreme disparities in

the levels of remuneration between junior and senior officials

cannot be maintained and raising of the salaries of the junior



POLICIES FOR SCALING DOv N BLACK INCOME GENERATION 359

officials would be extremely costly because of the large num

bers involved. At least, as far as Tax Department is concer

ned, if over a time the numbers could be reduced, the average

level of salaries could be increased and this is an important

goal towards which the Government should work.

e. Measures to bring down the amount of black wealth

currently held. Once the required changes in tax and other

economic policies have been brought about to scale down the

amount of black income generation and once the government

is in a position to argue that it is no longer necessary for an

individual who is enriching himself through honest means to

evade or avoid taxes (because the moderate rates of tax would

leave a substantial proportion of income and wealth in the

hands of the taxpayers), certain measures could be initiated

to induce the conversion of black wealth into white money,

i.e., to ease the entrance of accumulated black money into the

legitimate economy. To achieve this purpose, a two-pronged

approach is needed. First, the government should devise a

scheme or some schemes to induce the black wealth-holders

to bring the wealth out in the open. Such a scheme would

have to give immunity to those who do so but some condi

tion could be imposed to ensure that they would make at

least some contribution to society. The scheme so devised

should not also create moral repugnance in the minds of honest

citizens. The Bearer Bond Scheme, to which a reference was

made earlier, fulfils the first two requirements we have indica

ted, but as the Bearer Bond is freely traded among those

having and needing black money and begins to enjoy a pre

mium, the honest citizens get the feeling that the tax-evaders

are openly flaunting their immunity and wealth in front of

society.

We may mention two possible schemes which would not

suffer from the defects which disqualify the Bearer Bond

Scheme.

i. It is possible that society may not seriously object if

black money is obtained by Government, while giving immu

nity to those who are giving it, for achieving a noble social

objective. The clearance of slums is one such goal which

should be considered most desirable and urgent bv all sections
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of our society. Indeed, the slums in the major metropolitan

cities of our country are a blot on our society and speedy

remedial action is called for. In view of the overall shortage

of resources, it would be morally defensible to try to divert

part of the large volume of black money which exists today

for the amelioration of the conditions of our fellow citizens

living in these slums. Towards this end, it is suggested that

a National Fund for the elimination of slums be constituted.

The Fund may be started with a seed capital of Rs 100 crore

or so from the Central and State Budgets. The Central gover

nment may then float debentures having a maturity period of

7 to 10 years and bearing an interest rate of 8 per cent. Indi

viduals, associations of persons and non-profit institutions

would all be invited to subscribe to these debentures and no

questions would be asked by the Income Tax Department as

to the source of funds. But the interest on the debentures

may be subject to income tax as any other legitimate source

of income and the value of the debentures would be subject

to wealth tax. The debentures may be exempted from gift tax.

It has been suggested by some that these debentures should

be bearer debentures. Since the debentures and the income

from them would be subject to tax, not much advantage

could be secured by the holders if they are made bearer deben

tures. If they are declared free from taxation and the accu

mulated interest is paid at the end of the maturity period,

then they would become like bearer bonds which we have

ruled out.

(ii) A second possibility is to try to induce wealth in

particular forms held as black wealth to be brought into the

open through granting immunity from prosecution. Under

this scheme, black wealth in the form of real estate, bank and

company deposits, debentures and ordinary shares of Indian

companies could be declared by the holders to the income

tax authorities who would require them to pay income tax

at the rate of 50 per cent on the estimated income from these

assets during the previous financial year and wealth so

declared would become liable to wealh tax (if the individual's

total wealth exceeds the exemption level) from the year of

declaration. In order to be eligible for this concession, the
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black wealth-holder would have to show that he held the

declared wealth as on 31st March of the previous year. The

scheme would be announced, say, in the month of July or so

of a given financial year and black wealth-holders would be

given approximately six months in which to make the disclo

sures. It is implied in the scheme that only those who had,

so to speak, productively employed the black wealth would

be eligible for the concession.

Simultaneously with the announcement of one or both of

these schemes or some other scheme which the government

may devise, it should be made clear to those liable to taxat

ion that having brought down the tax rates to reasonable

levels and having given an opportunity to those who have

erred in the past to disclose their black wealth and to return

to the straight path, Government would strongly come down

on tax-evaders in the future. In order to make people believe

that the Government means serious business and that they

would ignore the Government's warning at their own peril,

it is necessary that the enforcement machinery and the penal

provisions should be suitably strengthened.

f. Policies relating to better enforcement of taxes and

punishment of economic offenders. We have argued earlier

that the first pre-condition for bringing down the generation

of black income to manageable proportions is to reduce the

rates of direct and indirect taxes to reasonable levels. The

major taxes whose rates are quite high in India and which
should be reduced are:

The corporate income tax (including the surcharge

and surtax), the personal income tax (including the

surcharge), the wealth tax, the estate duty, the gift

tax, stamp duties on real estate transactions, the

excises and sales taxes on a number of commodities

and customs duties on goods that are easy to be
smuggled.

Simultaneously with the reduction in the rates of the above-

mentioned taxes, steps must be initiated to bring about sub

stantial improvements in tax administration and to tighten

and strengthen the provisions relating to punishment of tax-
evaders.
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It is not generally known that tax administration is per

haps the most neglected and archaic branches of public

administration in India. The winds of modern methods of

scientific management have not yet touched it. While, in

general, the level of qualification and training of the Central

government revenue staff (as far as the officers are concerned)

can be said to be up to the mark, the calibre and training of

the average run of officials in the tax departments of the

States and local authorities are much below par if one keeps

in view the requirements of a modern system of tax adminis

tration which has to be efficient, effective and acceptable, if

not actively helpful, to the public. The training given to tax

officials even at the Central level is far from adequate. They

are rarely taught economics or methods of management. A

long-term programme of improving the standards of know

ledge and training of tax officials should be launched forth

with. The status of tax officials particularly at the State and

local levels will have to be raised considerably. Tax adminis

tration could be made far more efficient with the aid of

modern computers and along with it, there should be a change

from a system of universal checking. Another major change

to be brought about is to make the system more officer-based

than clerk-based, which should be possible once computer

technology is inducted into tax administration.

While several departments of Government at the Central

and State levels have grown faster than is warranted by the

need to provide adequate public services, there have not been

adequate increases, generally speaking, in the staff strengths

of the tax departments. We feel that it is necessary and would

be profitable, both in revenue terms and in terms of checking

evasion, to sanction sufficient increase in the strength of the

staff administering the major taxes so that research, survey,

intelligence and enforcement activities could be undertaken

on a more comprehensive scale. It could be objected that

sizeable increases in the staff of the tax departments could

not be brought about merely in the hope that the cost of such

increases would be more than offset by the increase in

revenue collections, particularly under the present conditions

of financial stringency. We would suggest that the increase
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in staff should be sanctioned on a pilot basis in selected areas

and results of the experiments sho uld be watched before

extending the new pattern of staffing o the entire country/

State.

Finally, we come to strict enforcement of taxes and punis

hment of tax-evaders. All the measures that we have indicated

above for curbing the scale of black income generation would

have to be backed up by swift and effective punishment of

tax-evaders. The improvement in the quality and status of

tax officials, the increase in their number and the change in

the composition of the staff (with a larger component of

officers) which we have recommended are pre-requisites for

better enforcement of taxes. Additionally, as we have sugested

above, instead of the present ineffectual practice of trying to

"scrutinise" a very large number of returns, the emphasis in

assessments should shift towards effective scrutiny of a

selected sample of returns, the selection being made on a

scientific basis by the computer which would have a master

file of all assessees. This principle would apply to all taxes

based on assessments.

It is beyond the scope of this report to make detailed

recommendations regarding the manner in which the enforce

ment of each of the major taxes levied in the country should

be improved. In what follows, we shall confine ourselves to

make a few suggestions in regard to the enforcement of the

income tax. The present system of door-to-door surveys

should be strengthened by giving it statutory backing.

Second, search and seizure operations should be launched

with greater discrimination. But when they are undertaken,

administrative steps should be taken to ensure that the seized

material is examined promptly, assessments completed swiftly

and penalties levied and prosecution launched, where appro

priate, without the kind of delay that is now commonplace.

Furthermore, legislative amendments should be enacted to

limit the jurisdiction of the Settlement Commission in all

cases (especially search and seizure cases), where the Income

Tax Department believes it is likely to establish concealment.

Fifth, Chapter XXA of the Income-tax Act should be

suitably amended to reduce the present vulnerability fo
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acquisition notices issued under Section 269 D (1) to judicial

interpretations of Section 269 C (1). One possible line of

legislative amendment is to provide that the proceedings under

this Chapter will be deemed to have commenced as soon as

the officer registering the document forwards to the

Competent Authority the relevant statement mentioned in

Section 269 P (2).

These measures should significantly enhance the likelihood

of prima facie detection of evasion of legal source incomes.

But, as we saw in Chapter 10, this will not be enough.

Measures have also to be undertaken to improve the prob

ability that penalties are sustained in appeal and prosecutions

lead to conviction. The key weakness here is the shifting of

onus on the Department, not only to prove default or the

offence, but also to establish mens rea on the part of the

assessee. To get over this difficulty, the doctrine of mens rea

has either to be eliminated or substantially diluted in cases of

tax evasion. One possibility is to accept the Law Commiss

ion's recommendation (advanced in its 47th report and

already incorporated into several statues dealing with econo

mic offences) to amend the law so as to shift the initial burden

on to the accused by requiring the prosecution to prove only

that the accused committed the actus reus of the particular

offence and leaving it to the accused to prove that he com

mitted the actus reus innocently.

To make prosecution an effective deterrent and to

reduce risks of manipulation by the accused, trials of

evasion cases have to be speedy and, in guilty cases, the

award of punishment effective. We showed in Chapter 10 how

present procedures militate against these objectives. A pos

sible remedy is to establish Special Courts for tax offenders,

along with special rules of procedures and evidence, which

would reduce delays and require the accused to make a

statement of his defence as soon as the charge has been

framed and copies of the prosecution's documentary evidence

have been furnished. A possible model along these lines is

the West Bengal Special Courts Act, 1950, which was com

mended by the Law Commission for trial of economic

offences.
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Special courts, special procedures and special rules of

evidence may all be necessary, but they cannot substitute

for effective prosecution of evasion cases by the Income Tax

Department. To reduce the incidence of administrative lapses,

noted in Chapter 10, it is necessary for the Department to

make use of better legal expertise at every level. Furthermore,

in selecting cases for prosecution, the Department should be

motivated less by the number of prosecutions launched and

more by the number of convictions obtained for serious

tax evasion. Prosecutions of minor cases should be eschewed.

Finally, effective administration of tax codes requires

integrity and probity among revenue officials at all levels. To

the extent this is lacking, there is no shortcut to the long

haul of restoring these necessary virtues through exemplary

leadership and disciplinary actions against errant revenue

officials. Much will depend on the integrity of the political

leadership, including its willingness to abstain from using the

fiscal administration for narrow political ends.

Notes

1. The argument is that those with hoards of unaccounted cash in

high value notes are unable to convert their holdings for fear of

fiscal retribution.

2. See the 17th and 76th Reports (PAC) of the Fourth Lok Sabha and

the 23rd Report of the Sixth Lok Sabha.

3. See, for example, Bhagwati and Desai (1969), Bhagwati and

Srinivasan (1975), Jha (1980), Chelliah (1983) and Acharya (1984a).
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APPENDIX 1

Background Material for a Fiscal Approach to

Estimating Black Income in India

This appendix, comprising 10 sections, provides details of

estimation procedures adopted for gauging the scale of black

income in India, for the two years 1975-76 and 1980-81. It

thus substantiates the analysis contained in Chapter 5. The

section scheme is as follows:

Section 1 briefly describes the basic NCAER data used in

our exercise.

Section 2 presents the procedures to deiive the urban and

rural frequency distributions by income ranges for earners.

Section 3 details population adjustments made to the

NCAER estimates of urban and rural earners and their gross

income.

Section 4 presents the statistical procedure adopted to

fit the two-parameter lognormal function to frequency data

of earners

Section 5 records the results of lognormal fits and the

modifications in the estimated lognormal parameters which

are required to derive the scaled-up distributions of gross

personal income for urban and rural India, separately.

Section 6 gives the procedure for converting the NCAER

based component level income distributions for households

into equivalent distributions for earners.

Section 7 presents details of the method for deriving the

income distributions for selected components of income,
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which are consistent with the total of scaled-up gross personal
income.

Section 8 describes the estimation procedures of various

tax exclusions, exemptions and deductions that have been
attempted in our study.

Section 9 outlines the procedural details of estimating the

income below exemption limit and, finally,

Section 10 provides the computational details of blow-up

factors required to adjust for undercoverage in the informat

ion published by the AIITS on incomes assessed to tax for

difFerent categories of non-corporate assessees.



SECTION 1

The Basic NCAER Survey Data

Tables A. 1.1 and A. 1.2 show the survey-based data on

gross household income distribution and the frequency distri

bution of reporting households by income ranges of house

holds respectively for urban India for the year 1975-76.

Tables A. 1.3 and A. 1.4 put together similar distributions for

rural India for the same year. These data arc taken from the

computer printout made available to us by the National

Council of Applied Economic Research (NCAER). They,

however, do not appear in their published report (NCAER,

1980). The salient features of these data are summarised as

follows:

a. The income ranges of the distributions refer to the

annual income per household.

b. For a given income range, the incomes earned from

different sources by the households are given in

columns (2) to (11), while their gross income is shown

in column (12) of Tables A.I.I, (for urban India) and

A. 1.3 (for rural India). It should be mentioned that

columns (2) to (11) add up to yield column (12).

c. The frequencies of reporting households given under

different source components of income, in different

columns of Tables A. 1.2 (for urban India) and A.1.4

(for rural India) are not column-wise additive because

a given household may earn income from more than
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one source component and so may appear in more

than one column.

d. These tables are classified by households of varying

earner-density, i e., by households having 'one earner',

'two earners', 'three earners', 'four earners' and
'more than four earners'.

The subtotals for different income ranges of the two

distributions for urban India (Tables A. 1.1 and A. 1.2) are

culled out and presented as a summary version in Tables

5.3.1 and 5.3.2 of the text.

For the estimation of taxable income, our starting point

is to estimate how the gross (personal) houshold income

is distributed among earners rather than households. In other

words, we need a frequency distribution arranged according

to income ranges of earners for urban and rural India,

separately. It is to this problem that we now pass on in the

next section.



SECTION 2

Conversion Procedure for Deriving Frequency

Distribution of Earners

In Chapter 5 of the text, we gave the rationale and need

for converting the NCAER household frequency distribution

into the corresponding earnerwise frequency distributions by

earner's income ranges. The conversion procedure was illu

strated with the case of'two-earner' urban households (see

Table 5.3.5 in the text) from which a frequency distribution

of earners combined for the 'one-earner' and 'two-earner'

urban households was obtained. The same procedure needs

to be applied repeatedly to the cases of 'three earner',

'four earner' and 'more than four-earner' urban households

so as to finally derive an aggregated frequency distribution

by (earner's income ranges) that corresponds to all earners

in urban India. A similiar procedure may be followed to

obtain an aggregated frequency distribution of earners

relating to rural India. This section presents these details.

We begin with the first stage of aggregation for urban

India (already obtained and shown in Table 5.3.5). It refers

to the earnerwise frequency distribution obtained from 'one-

earner' and 'two-earner' urban households. The same proce

dure may now be applied to the 'three-earner' urban house

holds. Table A.I.5 contains the details relating to the aggre

gation of earners derived from the 'three-earner' urban

households. In this table, column (2) presents the NCAER

distribution of gross personal income for 'three-earner' urban

households and column (3) gives the distribution of earners
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in the 'three-earner' urban households. For each (household)

income range, the average per-earner income is computed

and recorded in column (4). We now assume that the average

per-earner income is also the actual income for all earners in

the relevant (household) income range. This assumption

allows us to allocate all earners in the 'three-earner' house

holds to appropriate income ranges (for earners) on the basis

of the data in columns (3) and (4). Thus, the 0.24 million

earners corresponding to the household income range

Rs 1201-2400 are all assumed to earn Rs 643 each.

Similarly, the 0.48 million earners in the next household

income range are assumed to earn Rs 9 54 each. Hence, the

sum of these two elements of column (3) gives the total

number of earners (from 'three-earner' urban households)

whose per-earner income falls in the range of Rs 0-1200.

This total, of 0.72 million, is recorded as the first entry in

column (6). Proceeding in this manner, all of column (6) is

formed, which gives a derived frequency distribution of

earners relating to three-earner urban households. By addi

tion with the frequency distribution obtained earlier for 'one-

earner' and 'two-earner' urban households, as in column (5).

column (7) contains a derived frequency distribution of ear

ners relating to the urban households of at most three-earner

density arranged according to the income ranges for earners.

Tables A. 1.6 and A. 1.7 show analogous details pertaining

to 'four-earner' and 'more than four-earner' urban house

holds, respectively. The process of "conversion" and aggre

gation ultimately ends with column (7) of Table A. 1.7 which

yields a derived frequency distribution of all earners in urban

India for 1975-76. Similarly, by a repeated application of

the conversion procedure to rural households of varying

earner-density, we obtain corresponding derived frequency

distributions of earners, classified by income ranges for

earners for rural India. Tables A. 1.8 through A. 1.11 present

the details relating to rural India for 1975-76.

Lognormal function has to be 'fitted' to the frequency

distributions of urban and rural earners derived above. The

details of fitting the lognormal function and the results of

this exercise are given in subsequent sections.



SECTION 3

Population Adjustments and Changes in the

NCAER Estimates for 1975-76

The population figures used in the NCAER survey for

the year 1975-76 are based on an extrapolation of the 1971

population census results. With the availability of more

recent information from the 1981 population census, the

sampling fractions of the survey estimates need to be ad

justed. Therefore, the total number of earners and gross

household (personal) income (for urban and rural India,

separately) should also be adjusted for our purposes. This

section brings together all such adjustments and presents the

"revised" NCAER estimates.

First, a Population Adjustment Factor for 1975-76 is

defined as a ratio of the Population (New) for 1975-76 to the

population (NCAER) for the same year. The numerator of

this ratio can be obtained, as shown below, on the basis of

the census information, while the denominator is based on

the survey information.

1. All-India population totals:

(a) As on April 1, 1971 = 548.16 million

(b) As on March 1, 1981

(from the 1981 census) = 685.18 million

2. All-India population (New)

as on April 1, 1976

(interpolated from above data) = 616.68 million
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3. All-India population (old)

as on April 1, 1976

(from the NCAER survey) = 588.90 million

4. Population Adjustment

Factor (PAF) lil^million
588.90

-= 1.047

Now, applying the PAF to the NCAER estimates of the

total (All-India) number of earners as well as gross (per
sonal) household income for 1975-76, we obtain the popula

tion-adjusted estimates. The calculations are as follows:

Total number of earners in 1975-76 (NCAER)= 177.26 million

Total number of earners (revised in

1975-76 = 177.26X1.047

= 185.59 million

Gross household (personal) income in

1975-76 (NCAER) = Rs 45151 crore

Gross household (personal income in =45151 X 1.047

1975-76 (revised) = Rs 47281 crore

The revised urban and rural sub-totals are obtained by par

titioning the revised all-India totals in the same proportions

as reported in the NCAER survey. These details are as

follows.

. , 30.35
Proportion of urban earners in the

all-India total (NCAER)

Number of earners (Revised)

Proportion of rural earners in the

all-India total (NCAER)

Number of rural earners (Revised)

177.26

30.35

177.26
X 185.59

= 31.78 million

146.91

177.26

146.91

177.26

= 153.81

x 185.59

million
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Proportion of urban gross personal

Income in the all-India total (NCAER)

Amount of urban gross personal

income (revised)

Proportion of rural gross personal

income in the all-India total (NCAER)

Amount of rural gross personal income

(revised)

14984

45151

14984

45I5T
Rs 15691 crore

30167

45151

47281

30167
x 47281

45151

Rs 31590 crore



SECTION 4

Fitting a Two-Parameter Lognormal Function

Definition: A Lognormal distribution may be defined as

follows: (see Croxten et. al., 1975, p. 528)

If x be a positive variate (0< x <°o) such that z= loge x

is normally distributed with mean ^ and variance o2, then we

say that x is lognormally distributed. The probability density

function of x is given by

for 0 < x < co

and p.d.f. (x) = 0 for x < 0

The above function describes a lognormal curve. The mean «

and variance j82 of the lognormal distribution are given by

a = exp ( p + i a2)

p2 = a2 [exp (o2) - 1]

Notice that by definition and from the above expressions, the

two parameters ^ and cj characterise the lognormal distribu

tion completely. The logarithmic transformation of x (z =

loge x) allows us to make use of the standard normal distribu

tion properties for practical purposes of fitting the lognormal

curve to any frequency data. The principal steps of fitting the

lognormal function are as follows:

i. The income ranges of the frequency distribution are

first transformed into logarithmic form. If (x/-i* x/) be

the ith income range, it is transformed into (y/-i' y«)

where y/ — logeXt.
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ii. The sample mean and the sample variance of the distri

bution are computed by using the following formulae:

n

The sample mean, y = J 2 * (y/+ y/_i) xf/
Ni=l

where ft is the observed earner frequency of the ith

income range and N, the total frequency of earners.

2 n

The sample variance, S = L 2 ft

• [2 (y/ + y*-0 — y]2

iii. Standard normal variates are calculated for the appro

priate limit of each income range of the distribution.

The lower limits are considered for the income ranges

which lie below the sample mean (y) while upper limits

are chosen for the income ranges above the sample

mean. The standard normal variate (z/) in each case is

given by the formulae

Zi = y< ~ y for i = 1,2 , n

iv. The areas under the normal curve are readily available

for different values of zt from the standard normal dis

tribution tables. As the total area under the curve is

normalised to unity (total probability being one) the

specific areas read off from the statistical table against a

given value of z/ give the corresponding proportionate

frequency of earners. Using the total frequency of ear

ners, N, we compute the expected frequencies, say, E/

for different income ranges.

v. The test of 'goodness of fit' is then conducted according

to the chi-square (X2) test-statistic at (n-3) degree of

freedom. The X2 statistic is given by the formula

n

i = 1 E7

where Ft is the observed frequency of the ith income

range. The expected frequency of the last (nth) income

range (En) is adjusted such that sum of the expected
frequencies is equal to N, i.e.,
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n—1

En - N - S Ei

i=l

Notice that in computing the X2 - statistic, it is ne

cessary to use the estimated values of y and a as well

as N. Thus, the degrees of freedom are reduced from

n to n —3 (see Fisher and Yates, 1975).

vi. The hypothesis that the original data come from a

population of lognormal distribution can be examined

by comparing the computed value of the chi-square

test statistic with the table value obtainable from the

chi-square distribution tables. The fit is said to be

satisfactory if the computed chi-squared value is lower

than the corresponding table value for a given level of

significance at (n —3) degrees of freedom.

Point Estimation of ^ and a2

When an earnerwise frequency distribution closely resem

bles the lognormal pattern as evidenced by the test of hypo

thesis, the underlying values of the sample mean (y) and

sample variance (s2) are taken as the point estimates of p and

a2 respectively.

Statistical theory suggests that the sample mean and the

sample variance thus obtained are the minimum variance

unbiased estimators of the lognormal distribution (for more

details, see Aitchison and Brown, 1976, p. 39 and Olkin,

et. al., 1980, pp. 289-302).

Interpretation of ^ and a2

P is termed as the location parameter which has no special

interpretation other than that it is the logarithm of the geo

metric mean income of the lognormal distribution.

i.e n = In (xi .X2 ••• xn) 1/n or

N

= S loge Xi

i=l

N
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However, a, the distribution parameter, has a special meaning

in the sense that it can be interpreted as an indirect measure

of concentration of incomes In a two-parametric lognormal

world, concentration of incomes is gauged by the Lorcnz

measure (L) or the Gini Coefficient of the mean-difference (G).

L and G are given by the following relationships:

L = 2N (—y- | 0, 1) - 1 ; G = 2L a

where a is the arithmetic mean income of the lognormal dis

tribution.

N

i.e., a = 2 Xi

N

Notice that a is monotonically related to L, which implies

that the concentration of incomes will increase as a increases.



SECTION 5

Result of Lognormal Fits and Modifications

This section presents the results of the lognormal fits and

the parametric values relating to the NCAER-based frequency

distributions of earners for urban and rural India. Subsequen

tly, we shall present the procedure to modify the lognormal

parametric values which will be used to derive the urban and

rural income distributions consistent with our scaled-up gross

personal income (to match with the NAS total).

Results of Lognormal Fits

Column (7) of Table 5.3.5 of the text and of Tables A. 1.5

through A. 1.7 of this Appendix gives the frequency data of ur

ban earners by income ranges (for earners) derived from urban

households of varying earner-density. Similarly, column (7)

of Tables A.1.8 through A. 1.11 contains the frequency data

of rural earners derived from rural households of varying

earner-density. We fitted lognormal function to each of the

earnerwise frequency distributions and examined the 'good

ness of fit' using the chi-square (X2) statistic. The fits have

been found to be good in all the live urban cases. (See Table

A. 1.12 for results). However, for rural India, it showed a

satisfactory fit only in the case of frequency distribution of

earners derived from 'one-earner' rural households, while for

the remaining cases, the value of chi-square statistic, being

very high, is not found to be statistically significant at an

acceptable level of confidence.
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We are interested in the estimates of related parametric

values of p and o , provided the underlying lognormal fits are

satisfactory. For urban India, the selected values of H- and a

are 1.266 and 0.859 respectively, which refer to the frequency

data of earners derived from urban househols of 'all earner-

density'. For rural India, however, we decided to choose the

values of p and <j to be 0.936 and 0.768 respectively. These

refer to the earnerwise frequency distribution derived from

rural households of one-earner density.

It may be worthwhile to note that the pair of these para

metric values reflects the distribution characteristics of the

urban and rural earners that are based on the NCAER sur

vey information. As noted earlier, the parameter a represents

ihe concentration of incomes, while /* stands for the location

or the logarithm of the geometric mean of the income distri

bution, associated with the earners data.

Since the survey data of earners and the gross income have

been adjusted upwards for population changes in 1975-76 and

also because the gross income has been scaled up further to

match with the NAS controlling total, the parametric values

of p and cr need to be modified appropriately. We now turn

to this problem.

Modification in the Lognormal Parametersfor Scaled-up Gross

Income Distributions

We start with the details of scaling up of population-adjus

ted NCAER estimates of gross income (the adjusted figures of

urban, rural and all-India totals are given in Section 3 of this

Appendix). We note that the NCA.ER (population adjusted)

estimate of the gross personal income for 1975-76 was Rs

47281 crore while the NAS total for the same year was Rs

64502 crore, which give rise to a difference of Rs 17221 crore.

This difference is attributed to underreporting by the urban

and rural households. Under three alternative assumptions of

underreporting, we allocated this 'missing income' (the diffe

rence of Rs 17221 crore) between the urban and rural sectors.

These allocations correspond to three scenarios of our scaling-

up procedure which are given below:
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The first scenario refers to the allocation of the 'missing

income' to urban India in the ratio of 1/3 (or U:R = 1:2), the

second scenario to the ratio of 1/2.5 (U:R = 1:1.5) and the

third to the ratio of I (U:R = 1:1). Accordingly, we computed

the scaled-up gross personal income for urban India and rural

India under the three scenarios. The results are recorded in

Table A. 1.13, in which the figures of the population-adjusted

urban and rural earners are also shown. They are used to

compute the respective mean incomes (gross income per ear

ner) as shown in the same table. Now, we proceed to obtain

the modified values of j* and cr that are consistent with the

scaled-up urban and rural gross incomes under different sce

narios.

At the outset, we assume that the part of missing income

to be allocated within urban (or rural) India, among the

urban (or rural) earners, is such that the concentration of

urban (or rural) incomes remains invariant with respect to

different scenarios. This means, we keep the value of a para

meter constant for different scenarios of the corresponding

urban (or rural) distributions. The value of f* is, however,

modified and made constant with the scaled-up gross

personal income. This can be accomplished by using the

following lognormal relationship between ^ , o and a .

fx = In a — £ a2

Given a value of « which changes from scenario to scenario

and a value of o which is a constant for different scenarios

of urban (or rural) distribution, we can easily compute the

corresponding value of p for each scenario. Table A. 1.13

provides the modified parametric values of p together with

the retained values of cr and N, under different scenarios of

the urban and rural cases for 1975-76.

For the year 1980-81, however, no survey-based estimates

of gross income or the number of earners exist simiiar to

the NCAER estimates for 1975-76. Thus, we are required to

obtain our information from other sources. Our main purpose

is to construct the related parametric values of /s o and N for

1980-81 so as to use them for deriving the corresponding gross

income distributions. For doing this, we proceed as follows.
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First, we compute the number of urban and rural

earners in 1980-81 on the basis of the 1981 census results.

We assume that the ratio of earners to population is the same

(for urban and rural India, separately) as it was in 1975-76.

The details of this computation are given below.

Proportion of urban earners 31.785 (based on NCAER

in Urban population in 128.68 figures adjusted for

1975-76 population)

Urban population as on = 159.73 million

April 1, 1981

Estitimated number of urban _ 31.785

earners in 1980-81 ~ 128.68

= 39.45 million

Proportion of rural earners in _ 153.84 (based on NCAER

rural population in 1975-76 488.00 figures adjusted for

population).

Rural population as on = 526.45 million

April 1, 1981

Estimated number of rural _ 153.84 „

earners in 1980-81 ~~ 488.00 X 5Z6Ab
= 165.65 million

As for gross personal income for 1980-81, we begin with

the all-India figure taken directly from the official NAS (Rs

1,11,529 crore, see Table 5.2.1). However, we need to find

a plausible method for partitioning this total income into

urban and rural sub-totals. This is done as follows.

The method of partitioning assumes that the urban-to-

rural ration of per-earner gross income remains the same as

in 1975-76. This ratio varies across our three basic scenarios.

Thus, it would provide us three alternative ways of partition

ing the total gross personal income for 1980-81 into urban

and rural sub-totals, which correspond to our three scenarios

of 1975-76.

Under the above assumption, the method of partitioning

involves two equations in two unknowns (the urban and rural

sub-totals of gross personal income for 1980-81) which are

set up as follows.
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Let UY — gross personal income for urban India in 1980-81,

RY = gross personal income for rural India in 1980-81,

UN = number of urban earners in 1980-81 and

RN = number of rural earners in 1980-81.

Then our first equation is

UY/UN __ Per earner urban gross income

RY/RN Per earner rural gross income

2.41 for the first scenario1

= 2.60 for the second scenario

2.93 for the third scenario

The second equation is the same for all three scenarios. It is

given by UY + RY = Rs 1,11,529 crore. Further, UN =

39.449 million and RN = 165.655 million for the year

1980-81. Using this information we evaluated UY and RY

under different scenarios. The results are shown in Table

A. 1.14.

For deriving the gross income distributions for 1980-81,

we assume that for each scenario the concentration of

incomes remains unchanged between 1975-76 and 1980-81.

It means that the values of a parameter (for urban and rural

India, separately) estimated for 1975-76 also apply to corr

esponding distributions of 1980-81. The location parameter, /x

may, however, be changed because the mean earner incomes

(a) would be different in 1980-81. The computational details

are shown in Table A. 1.14. Thus, we now have the para

metric values of ft and <* for 1975-76 and 1980-81.

Employing these parametric values, we estimated the

frequency distribution of earners by narrow income ranges,

adopting the procedure mentioned in steps (i) and (iii) of the

method given in Section 4 of this Appendix.2 Then, for each

narrow income range, gross income was derived by multiply

ing the estimated frequency of earners with the correspond

ing mid-point of the narrow income range. The resultant

amounts of gross incomes were aggregated over the narrow

income ranges, finally to arrive at a gross income distribut

ion according to a pre-specified set of 14 broad income

ranges.3 This was done for our three scenarios, for urban
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and rural India, separately for the two years 1975-76 and

1980-81. The results for 1975-76 are shown in Tables 5.4.3

through 5.4.5 of the text and those for 1980-81 are given in

Table A.I. 15 of this Appendix.

Notes

According to our assumption, these values are derived from the

related information for 1975-76.

The NCAER frequency data of earners and their income distribut

ions are available by 14 broad income ranges vnot necessarily of

equal width), viz.; Rs 0-1200, 1201-2400, 2401-3600, 3601-4800,

4801-6000, 6001-7500, 7501-10000, etc. It is possible to derive a

frequency distribution of earners for a different set of income

ranges by employing the lognormal parametric values of n and a

estimated on the basis of original data. The new set of selected

income ranges can be such that their width is as narrow as

possible so that the mid-point of a given narrow income range

could be better approximation to represent an average (per earner)

income of those earners belonging to that particular narrow

income range. For our purposes, the 14 broad income ranges are

subdivided into a total number of 326 narrow income ranges of

varying widths. For instance, the first few broad income ranges

upto Rs 7500 are subdivided into 150 narrow intervals each of

width 50, the next income range, Rs 7501-10,000 is subdivided

into 25 narrow intervals each of width 100, and so on.

As the last income range is an open-ended interval, (Rs 60,000

and above), the distribution has been truncated at a sufficiently

higher level of gross income per earner (at Rs 1,41,000). For

practical purposes, it is assumed that the probability density of

the lognormal distribution beyond this point is neglible. Since

we have information on the total (gross) income for all income

ranges together, we computed the statistical discrepancy in the

estimates obtained from the truncated distribution and included

the difference in thf last income range.



SECTION 6

Estimation Procedure for Component Level Income

Distribution Classified by Income Ranges for

Earners

From the NCAER household income distributions

(Tables A. 1.2 and A. 1.4), the incomes from different source

components are available according to household income

ranges. For two reasons, these are not comparable and con

sistent with our gross income distributions, estimated in the

previous section. First, the income ranges of the estimated

gross income distribution refer to earners' income, whereas,

those of NCAER distributions refer to household income.

Second, our estimated gross incomes have been scaled up to

match with the NAS controlling totals. In this section, we

rearrange the (NCAER) component level incomes according

to income ranges for earners while, in the next section, we

will scale them up to be consistent with our gross income

distribution.

The conversion procedure is basically similar to the one

used in Section 2 of this Appendix. Where earlier, earners

were reshuffled across income ranges, this time it is the income

of these earners, disaggregated by source components, which

is to be regrouped by income ranges for earners. The proce

dure can be illustrated with the case of two-earner urban

households. Note that the one-earner households present no

problem in such a conversion, if we treat the NCAER

income ranges as those of earners rather than of house

holds (see Table A. 1.16). The information pertaining to
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different source components of income, gross personal income

and the number of earners of the 'two-earner' urban household

distribution are available from the NCAER data and shown

in columns (2) to (10), (11) and (12) of Table A.1.17 respect

ively. For each (household) income range the average per-

earner (gross) income is computed and recorded in column

(13) of the same table. We now assume that the average

income per-earner is also the actual income for all earners in

the relevant (household) income range. Thus, the 0.800 million

earners corresponding to the household income range

Rs 0-1200 are all assumed to earn Rs 452 each. Simi

larly, the 1.5488 million earners in the next household

income range are assumed to earn Rs 880 each. (See rows

1 and 2 of Table A.I.17.) Therefore, according to our assum

ption, these two rows can be merged together. That is,

incomes from the corresponding source components in these

two rows are added up and placed against the (earners) income

range Rs 0-1200, which is further added to the respective

source components of income of 'one-earner' households (first

row of Table A. 1.16). Thus, on the basis of the data in columns

(12) and (13) of Table A.1.17, we can now obtain distributions

of gross income, disaggregated at a component level by income

ranges for earners. By addition with the corresponding rows

of Table A.1.16, we obtain, in Table A.1.18, the derived

income distributions at a component level for 'one-earner'

and 'two-earner' urban households, arranged according to

income ranges for earners. The same procedure is repeated

for all other multi-earner households to yield equivalent

income distributions at a component level for all urban

earners. A similar procedure is used to generate component

level income distributions for rural earners by income ranges

for earners. The final results are shown in text Tables 5.5.2

and 5.5.3 for urban India and rural India, respectively.



SECTION 7

Estimation of Scaled-up Component Level Income

Distribution

We note that there exists a need for estimating the income

distributions at a component level such that they will be con

sistent with our scaled-up gross income distributions. These

constitute basic building blocks for the estimation of tax exclu

sion, exemptions and deductions. In the previous section, we

classified the component level income distributions according

to the income ranges for earners using the NCAER survey

information. In this section, we describe the procedure to

make them consistent with our scaled-up gross income distri

bution.

For our convenience, we reduced the nine survey com

ponents of income into four selected components, namely,

'Agricultural income', 'Business income', 'Salary income' and

the 'Other income'. The correspondence between our com

ponents and the survey components is as follows:

SI. Our components Survey components

No.

1. Agricultural income a) Agricultural income

b) Agricultural wages

c) Livestock income

2. Business income a) business income

3. Salary income a) Salary income

b) Non-agricultural wages
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4. Other income a) Transfer income

b) Housing income

c) Dividends, interest, etc.

The same classification (as above) is applied to urban

India and rural India except for the rural'non-agricultural

wage' component which is included in 'Other income'.

Accordingly, the data set given in Tables .\5.2 and 5.5.3 is

regrouped and presented in Tables A.1.19 and A.1.20. We

now attempt to estimate the urban and rural distributions of

the first three components of income explicitly.1

Before deriving the component level distributions, it is

pertinent to note that the total amount of component income

(not the distribution) can be derived directly from the scaled-

up gross personal income (NAS total) for urban and rural

cases, separately, under our three scenarios. To do this, we

assume that the scaling up of gross personal income (from the

NCAER base to the NAS) is neutral with regard to different

source components. Under this assumption, we first derive

the component's total share in the unsealed (NCAER) gross

personal income using the information given in Tables A. 1.19

and A. 1.20 and apply the same share to the scaled-up (NAS)

gross personal income. The resulting amount is referred to

as the scaled-up total component income. Since we have

three scenarios of scaled-up gross income for both urban and

rural cases, we obtain correspondingly, scaled-up urban and

rural component incomes under three scenarios. Table A.1.21

presents the details of these calculations for 1975-76 and

1980-81.

We note that the neutrality assumption, used above at a

component level, can also be applied for different income

ranges within each component income. We computed the

component shares in gross income (row total in Table A. 1.19

or A. 1.20) for different income ranges of each of the three

selected components for urban and rural cases, separately.

The shares thus computed for the 11 broad income ranges

form a weighting scheme in each case. These are recorded
in Table A. 1.22.

By applying the relevant weighting scheme to the scaled-up
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gross income distribution, we may derive the corresponding

scaled-up component distribution by the same 14 broad

income ranges. But, we adopted this procedure only for

'Agricultural Income' and 'Business Income' components.2

Scaled-up Distributions for 'Agricultural Income' and 'Business

Income1

For the 'Agricultural Income' and 'Business Income'

components, we applied the relevant weighting schemes to

the scaled-up gross income distribution by the 14 broad

income ranges and derived the corresponding scaled-up com

ponent level income distributions. It should be mentioned

that for a given component, the weighting schemes are differ

ent for urban and rural India, but, the weighting scheme is

the same for all three scenarios of urban (or rural) India.

Thus, for instance, for 'Agricultural Income', the weighting

scheme relevant for rural India, as shown in column (2) of

Table A. 1.22, has been applied to the scaled-up gross rural

income distribution under our three scenarios for 1975-76.

Likewise, for the urban cases, the weighting scheme given in

column (5) has been used to multiply the gross urban income

distribution for 1975-76 under our three scenarios and the

corresponding scaled-up urban 'Agricultural Income' distri

butions for 1975-76 have been derived. A similar procedure

has been adopted for 'Business Income' distributions for

1975-76.

Along the same lines, we derived the corresponding

! 980-81 distributions, by assuming that the shares of different

components of income in total gross income (for different

income ranges) are the same for 1980-81 as they were in

1975-76.

We note that the weighted component incomes thus

obtained for 'Agricultural' or 'Business' components for

1975-76 and 1980 81 (by the 14 broad income ranges), need not

sum up to the corresponding total component income that

was derived earlier from the scaled-up gross income. We

regard the latter totals as the controlling figures, since they

are consistent with the NAS totals. Thus, the difference bet-
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ween the weighted sum and the component total (as given in

Table A. 1.21) is adjusted among the 14 broad income ranges

on a pro-rata basis. We did this adjustment in all the above

cases of component level income distribution. The results

obtained after the adjustment are presented in Tables A. 1.23

A.I.24.

'Salary Income* Distribution

As noted earlier, the total amount of 'Salary Income' can

be derived directly from the scaled-up gross personal income

and the total share of salary component in gross income (un

sealed) for the urban and rural sectors, separately. However,

there exists a need for estimating this distribution by a diffe

rent and desired set of income ranges (for earners) due to the

following reasons:

(a) The underlying formula of standard deductions appli

cable for salary earners involves the use of narrow

ranges of salary income, if not the actual salary income

of each earner.

(b) The estimation of related tax exclusions, namely, the

house rent allowances, also require the salary income

ranges to be suitably arranged. These income ranges

do not coincide with the earlier 14 broad ranges. We

will discuss these pertinent problems in more detail in

the next section. But now, having recognised the pro

blem, we will estimate the salary income distribution

in such a manner that it may become useful for deri

ving the tax deductions allowed for salary earners.

We adopted two different methods of estimation, one for

the urban salary distribution and the other for the rural salary

distribution. These methods have been found to be appro

priate to deal with the nature of the problem faced in these

two cases. We present below these two methods.

Salary Income Distribution for Urban India

This method involves mainly three steps:
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(a) First, a weighted frequency distribution of salary

earners is obtained by the 14 broad income ranges by

applying the salary weights, derived earlier., to the

estimated frequencies of earners relating to the scaled-

up gross income.3 The results of this step are shown

in Table A. 1.25. These weighted frequencies are

referred to as salary earners. In doing so, it is impli

citly assumed that salary earners and non-salary ear

ners are mutually exclusive (the total of salary and

non-salary earners equals the gross income earners). It

is tantamount to saying that salary earners have no

other source of income which is probably not true.

However, this approximation is necessary for our pur

pose. The sum of weighted frequencies of salary ear

ners over the 14 broad income ranges yields an esti

mate of total number of salary earners in urban India.

See Table A. 1.25 for results.

(b) In the second step, the lognormal function is fitted to

the weighted frequency distribution of salary earners

and the 'goodness of fit' is examined. We did this and

the fit was found to be statistically significant. The

estimated lognormal values of p and <* for the urban

salary earner distibution are shown in Table A. 1.26.

(c) In the third step, the value of /x is modified in the

same manner as adopted for scaled-up gross income

distributions, (see Section 5 of this Appendix.) For

this purpose, we have made use of the estimated value

of a and the known value of (lognormal) mean salary

income (a). We note that the value of a can be derived

from the total number of salary earners (N) and the

total amout of 'Salary Income' (shown in Table A. 1.21)

that is consistent with our scaled-up gross personal

income. Since we have three scenarios of gross income,

we also have three scenarios for the total 'Salary

Income', which implies three alternative values for a .

For each value of a and the estimated value of <r, we

obtain a new value for /*■ under each scenario from the

following lognormal relationship.
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H = In a - | o!

For every scenario, the a value is assumed to be constant,

which implies that the concentration of'Salary Income're

mains the same across the three scenarios. Table A. 1.27 pre

sents the modified parametric values for each scenario. Using

them we have determined the corresponding distributions of

'Salary Income' arranged according to the desired set of

income ranges.4 Table A. 1.28 shows the results of estimated

urban salary distributions under different scenarios for 1975-76

and 1980-81.

Salary Income Distribution for Rural India

The aforementioned method (used for urban India) could,

in principle, also be employed for rural India. In fact, we

tried to do so. We attempted to fit a lognormal function to

the (weighted) rural frequency distribution of 'Salary Income'

along the same lines as for urban India, but found the under

lying lognormal fits to be statistically insignificant. Thus, the

problem of estimating a distribution for rural 'Salary Income'

still remains unsolved. Briefly, the problem is as follows.

On the one hand, we have rural salary weights, computed

as in the case of urban India. These are available according to

a set of 14 broad income ranges (as shown in Table A. 1.22).

On the other hand, for our purposes, we are required to

generate a rural 'Salary Income' distribution, using these

weights, but arranged according to a different set of income

ranges which are shown in column (1) of Table A. 1.26. On a

close comparison of these two sets of income ranges, we find

that while a rural salary weight is available for the income

range Rs 4801-6000, we would need salary weights for a

couple of subdivided income ranges, viz Rs 4801-5000 and

Rs 5001-6000, which fortunately, do not overlap.5 However,

we do not have any survey information on the salary incomes

for these two subdivided income ranges- The problem, thus,

calls for an ad hoc solution.

Notwithstanding its limitations, we assumed that the rural

salary weight available for the broader income range (Rs

4801-6000) is also the actual weight common for the subdi-
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vided (non-overlapping) income ranges. We recognise that

such an assuption may not be consistent with the true distri

bution of the rural 'Salary Income' for those subdivided

income ranges. But we are obliged to make the assumption to

circumvent the problem of mismatching income ranges.

For estimating the rural 'Salary Income' distributions, we

proceeded as follows. First, we tabulated the rural salary

weights, under the above assumption, according to the desired

set of income ranges. Then, we obtained the scaled-up rural

gross income distributed according to the same income ranges

under our three scenarios by employing the related lognormal

parametric values of ju and o that were already determined in

Section 5 (as shown in Table A. 1.13). Finally, multiplying the

rural salary weights with the scaled-up gross income, we

generated the scaled-up 'Salary Income' for each desired

income range of the distribution under different scenarios.

The results are recorded in Table A. 1.26, along with similar

results for urban India for the years 1975-76 and 1980-81.

Notes

1. However, the last component is not estimated here separately. It

will be considered implicitly when we quantify the significance

of Chapter VI A deductions in the next section.

2. In the case of 'Sslary-Income,' however, the scaled-up income

distributions are required by a different set of income ranges. The

method of estimation will, therefore, differ from what is being fol

lowed for the other two selected components.

3. Section 5 of this Appendix and Table A. 1.13 provide information

on the lognormal parametric values ([* = 1.540 and a = 0.859) rela

ting to the scaled-up urban gross income under the first scenario

(L:R = 1:2). Using these values, we have derived the earner-wise

frequency distribution of gross income by the same 14 broad

income ranges.

4. Given the parametric values of [z and a, the procedure to estimate

the underlying distribution of income is given in detail, in Section

5 of this Appendix.

5. The mismatch problem of income ranges would have been severe,

if it involved (i) an overlapping of the income ranges and (ii) a

greater number of subdivided income ranges.



SECTION 8

Estimation of Tax Deductions

In this section we present the details of procedures adopted

for estimating the major tax exclusions, deductions and exem

ptions that are considered in our study. The following is the

list of tax exclusions, deductions and exemptions that are

explicitly considered for our purpose:

(a) 'Agricultural Income' (including all income from agri

culture, livestock and agricultural wages). Its estima

tion has already been explained in the previous section.

(b) Tax deductions for depreciation from business income.

(c) Tax deductions pertaining to 'Salary Income' (inclu

ding non-agricultural wages). These are:

(i) standard deduction,

(ii) deductions by way of house rent allowance

(HRA), and

(iii) exclusion of employers' contributions to provi

dent fund.

(d) Chapter VIA deductions that relate to all income,

irrespective of source.

The estimation procedures used for the abovemcntioned

categories are as follows.

Agricultural Income

All income from agriculture and allied activities is treated

as exempt from tax and is therefore deductible from gross
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income. In the previous section, we gave the details of esti

mated 'Agricultural Income' distributions under three scena

rios, separately for urban and rural cases (see Table A. 1.23).

For further use, the results are reproduced in column (3) of

text Tables 5.5.4 through 5.5.9 for 1975-76 and Appendix

Tables A. 1.36 through A. 1.41 for 1980-81.

Depreciation

It is assumed that 10 per cent of business income is accoun

ted towards depreciation. We applied the same rate across-

the-board for different income ranges of business income

distribution under our three scenarios (see Table A. 1.24) and

derived the corresponding quanta of deductions towards

depreciation, classified by the same income ranges. The results

are recorded in column (4) of Tables 5.5.4 through 5.5.9 for

1975-76 and A. 1.36 through A. 1.41 for 1980-81.

Standard Deductions

The Finance Act of 1974, Government of India, provides

us the formula for computing standard deductions. The for

mula remained the same for the assessment years 1976-77

and 1981-82 (which correspond, respectively, to the financial

years 1975-76 and 1980-81, the income earned during which

years is under our consideration). According to the formula,

the rate of deduction was 20 per cent of salary income upto

Rs 10,000 per annum plus 10 per cent of excess over Rs 10,000

subject to a maximum limit of Rs 3500. Obviously, to apply

this formula we need the frequency distribution of 'Salary

Income' by income ranges for salary earners. Moreover, we

need such a distribution by narrow income ranges, as other

wise, the quantification of standard deductions for broad

income ranges might entail large errors. For a narrow income

range, however, the mid-point can be designated as the

'representative salary income' of all those earners who belong

to that particular income range; the ranges being small, the

mid point approximation would be close to the actual 'Salary

Income' per earner. Thus, our objective is to derive the fre-
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quency distribution of salary earners by narrow income

ranges and then apply the standard deduction formula for

different small income ranges. This can be accomplished by

the use of lognormal parametric values (/* and a) pertaining

to the 'Salary Income' distribution.

It may be recalled that in the previous section, we esti

mated these (fj* and a) values for urban India, under our three

scenarios for the two years 1975-76 and 1980-81 (as shown in

Table A. 1.27). Using these values, we derived the correspon

ding frequency distributions of salary earners by narrow

income ranges. Applying the standard deduction formula to

the midpoints of different narrow income ranges, we have

computed the quantum of standard deduction per earner for

these income ranges In the next step, we multiply the pcr-

earner amount of standard deduction with the estimated

number of salary earners for the corresponding narrow

income ranges and arrive at the corresponding total amount

of standard deduction. The resulting amounts are then aggre

gated over the narrow income ranges to yield a distribution

of standard deduction by our 14 broad income ranges. The

final results (for urban India) are shown in column (5) of

Table 5.5.6 for 1975-76 and A. 1.36 through A. 1.38 for 1980-81.

Standard Deductions for Rural India

As noted earlier, the application of the standard deduction

formula requires the salary earners' frequency distribution to

be arranged, preferably, by narrow income ranees. In the

case of rural India, it was found that such a distribution

cannot be derived directly since the lognormal function could

not be fitted to the underlying rural (weighted) frequency

distributions. Therefore, we adopted an ad hoc method as

follows.

In the first step, a frequency distribution of earners is

obtained corresponding to rural gross income ranges, that is,

Rs 1-100, Rs 101-200, and so on.1 Care is taken so that these

rangci do not overlap with our 14 broad income ranges for

which the rural salary weights are available.

In the second step, we assume tnat the rural salary weight
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available for a broad income range is also the actual weight

common for all its subdivided (non-overlapping) income

ranges. For example, from Table A.! .22, we have a rural

salary of 1.13 per cent for the income range Rs 1-1200. Under

our assumtion, the same weight is applied for all its consti

tuent sets of nairow ranges, like Rs 1-100, Rs 101-200,

Rs 1100-1200. Similarly, the salary weight (5.70 per cent)

available for the next (broad) income range Rs 1201-2400,

is used for all its subdivided narrow ranges, i.e., Rs

1201-1300, Rs 1301-1400, Rs 2301-2400. Likewise, the

salary weights available for the rest of the 14 broad income

ranges are applied to their respective sets of subdivided (small)

ranges.2 Thus, for each narrow income range, the frequency

of salary earners was obtained by applying the corresponding

rural salary weight to the frequency of gross income earners

under our three scenarios for 1975-76 and 1980-81.

In the third step, the formula for standard deduction is

applied to the midpoint of each narrow income range and

the amount of standard deductions per earner is obtained.

For this purpose, we designated the midpoint of each

(narrow) income range as the 'Salary Income' of a representa

tive earner for that income range.

In the final step, the total amount of standard deductions

is derived from multiplying the frequency of salary earners

(obtained in the second step) by the amount of per-earner

standard deduction for different narrow income ranges.

These are then aggregated to generate a rural distribution of

standard deduction by our 14 broad income ranges for rural

India. This is done for our three scenarios for each of the

years, 1975-76 and 1980-81. The results are shown in column

(5) of Tables (relating to rural In/tta) 5.5.7 through 5.5.9 for

1975-76 and A.I.39 through A.I.41 for 1980-81.

As an alternative to the above method, we could also esti

mate the quanta of standard duduction for the 14 broad

income ranges without subdividing them into narrow ranges.

In this case, however, a larger error would be involved wh< n

we apply the formula of standard deductions to the midpoint

of a broad income range. For purposes of comparison, we

did, in fact, derive the results following this alternative method
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for the first scenario (U : R = 1 : 2) for rural India for 1975-

76. The results are shown in Table A. 1.29. We observe

that this latter method gives a marginally higher estimate of

standard deductions (Rs 1000.33 crore) as compared to the

first approach (about Rs 976.58 crore) where narrow income
ranges were used. The difference is relatively small, Rs 23.75

crore, or about 2 per cent of the total estimated standard

deduction for rural India. Note that much of this difference

occurs only in the initial income ranges upto Rs 10,000, which

are not likely to fall in the tax net. We have chosen the

estimates obtained from the first approach for all our three

scenarios of rural India for 1975-76 and 1980-81.

Tax Deductions Towards House Rent Allowance (HRA)

For estimating the HRA deductions, the procedure is

straightforward. For this purpose, we make use of Bagchi's

estimated rates (Bagchi, 1975, p. 293) of HRA deductions (as

a percentage of 'Salary Income') and the 'Salary Income'

distribution estimated in the previous section. Note that the

'Sajary Incomes' for urban and rural India are already arrang

ed according to a set of income ranges, for which the infor

mation on HRA rates is available from Bagchi's study.

Bagchi's rates are shown in column (2) of Table A.1.30. These

relate to house rent plus conveyance allowances. He computed

the average rates as a percentage of gross income (assumed to

be total salary income). Since 1975, the tax deductions

towards conveyance allowances have, however, been included

in the standard deductions. Thus, to exclude their effect

(which is partially reflected in Bagchi's rates) we have con

sidered 'two-thirds' of Bagchi's rates as HRA rates of deduc

tions. These are applied to 'Salary Incomes' (both for urban

and rural cases) under our three scenarios given in Table

A. 1.28. The results of this exercise are presented in Table

A. 1.31 for the years 1975-76 and 1980-81. We should mention

that the same HRA rate structure is used for deriving the

estimates for both the years.

Tax Exclusion of Employers' Contribution to Provident Fund

(PF)
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The information regarding the total contribution (employee

and employer) to Provident Fund is available from the Central

Provident Fund Commissioner, New Delhi (for non-govern

ment servants) and the Union Budget of the Government of

India (for government servants). The total (Urban plus Rural)

Provident Fund contributions were Rs 964.22 crore for the

financial year 1975-76 (Rs 225.66 crore for non-government

servants and Rs Rs 735.56 crore for government servants).

For the financial year, 1980-81, the total P.F. figure was Rs

1076.79 crore (Rs 300 crore for non-goverment servants and

RS 776.79 crore for government servants'). Assuming that all

employees and employers contribute equally to the Fund, the

latter's share worked out to be Rs 482.11 crore for 1975-76

and Rs 538.39 crore for 1980-81.

These are further divided between urban and rural sectors

in the same ratio as the split of 'Salary Income' between urban

and rural India under our three scenarios for the two years.

The details are shown in Table A. 1.32.

In order to derive the corresponding distributions by

income ranges, we applied the same average rates of employ

ers' P.F. contribution (as shown in Table A. 1.32) to the

'Salary Incomes' for different income ranges across-the board

for a given scenario and year. The results are shown in Table

A. 1.33 for all three scenarios of urban and rural India,

separately, for 1975-76 and 1980-81.

Estimation of Chapter VIA Deductions

Chapter VIA deductions include those relating to

employees' contribution to P.F., life insurance premia paid,

savings in other specified forms that come under Section 80C,

and those such as interest on bank deposits and certain speci

fied securities that come under Section 80L of the Income Tax

Act. According to the tax norms, these deductions are appli

cable to all incomes, irrespective of sources, but 'net' of all

other tax exclusions and deductions thus far estimated (that is,

after subtracting from gross income, the five types of tax ex

clusions and deductions mentioned earlier). The first step

in estimating the quantitative significance of these deductions
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is to derive an average rate structure of Chapter VIA deduc

tions as a percentage of 'net income' by different income

ranges. This is done as follows.

The annual AIITS publications provide data on Chapter

VIA deductions (plus 'losses set off') by status of assessees

and also by income ranges. These published data pertain to

the assessments completed during a financial year, not to

assessments of incomes earned during a particular year, which

is what we really need for our purpose. In other words, the

assessments of incomes earned during 1975-/6 get reflected in

the AIITS data relating to the financial year 1976-77 and

beyond. It is known that a majority 'perhaps 70-80 per cent)

of them are covered in the first two years, that is, 1976-77 and

1977-78 (see NIPFP, 1983a). Therefore, we averaged the data

for these two years for our purpose. However, for the assess

ments of incomes earned during 1980-81, we were confined to

the AIITS data pertaining to their financial year 1981-82, the

latest year for which data are available.

For computing the average rates of Chapter VIA deduc

tions for 1975-76, first, we summed up the amounts ofChapter

VIA deductions for all the non-corporate assessees comprising

(i) individuals, tfO Hindu Undivided Families (HUFs), (iii)

association of persons and (iv) unregistered firms, from the

AIITS publications for the two financial years, 1976-77 and

1977-78. These are arranged according to different income

ranges and are recorded in Table A. 1.34. The same table also

reports the corresponding figures of gross income (AIITS) by

the same income ranges. Using this information we computed

the rates of Chapter VIA deductions as a percentage of gross

income (our 'net income'). These are presented in column

(12) of Table A. 1.34 and applied to our 'net income'. The

same average rates are used for both urban and rural cases

under our three scenarios to obtain the quantum of Chapter

VIA deductions in each case, [see columns (7), (10) and (11)

of text Tables 5.5.4 through 5.5.9 for the results relating to

1975-76].

Using the AIITS data for the financial year 1981-82, we

did a similar exercise for obtaining the total amount of

Chapter VIA deductions under different scenarios for urban
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and rural India for the year 1980-81. The computed rates are

presented in Table A. 1.35 while the results of quantum of

Chapter VIA deductions are shown in columns (7), (10) and

(11) of Tables A. 1.36 through A. 1.41.

Notes

1. It is possible to derive such frequency distributions by a set of pre

defined income ranges, using the pair of lognormal parameters.

These were estimated for rural gross income under our three scena

rios for 1975-76 and J980-81. (see Section 5 and Tables A.1.13

and A.1.14 for parametric estimates).

2. We note that this assumption is restrictive in the sense that the

implied distribution within the subdivided income ranges may

differ from the true distribution of rural 'Salary Income'. How

ever, as income ranges are narrow, their midpoints could be good

approximations to the uuderlying 'Salary Income' per earner.



SECTION 9

Estimation of Income below Exemption Limit

The exemption limit is typically applicable to per-earner

gross income minus the amount of all tax exclusions, exemp

tions and deductions. Thus, notionally, it closely coincides

with our 'net income'. Consider, for example, the first

scenario for urban India in 1975-76. The text Table 5.5.4

shows the derivation of the quanta of 'net income' from gross

income for different income ranges. But this information

cannot directly give us the total amount of income below ex

emption limit, as the income ranges relate to gross personal

income. Thus, the crux of the problem lies in determining an

appropriate 'cut-off point' in terms of gross income per earner

that corresponds to the exemption limit specified with respect

to 'net income' per earner. Given a cut-off point, we can

easily obtain the income below exemption limit by cumulating

the 'net income' upto the cut-off point from columns (12) and

(13) of Table 5.5.4.

The principal steps in determining an appropriate cut-off

point are as follows:

a. We choose a priori two (or three) adjacent income

ranges (among the 14 broad income ranges shown in Table

5.5.4) that are above the exemption limit (Rs 8000 for financial

year 1975-76 and Rs 12000 for financial year 1980-81). For

example, in the case of urban India, for 1975 76, the income

ranges initially selected were Rs 7501-10.000 and Rs 10,001-

15,000. Then we merge together these two ranges, and



APPENDIX I 415

compute the ratio of 'gross income' to 'net income' for the

combined income range (i.e., Rs 7501-15000).

b. We multiply this ratio by the given exemption limit

and the product is referred to as the 'preliminary cut-off

point'.

c. We check whether the 'preliminary cut-off point' falls

in the span of the (selected) combined income range. If so,

we accept this as the final cut-off point. If it falls outside

the combined income range thus far selected, we extend our

combined income range upto that particular income class

(inclusive) to which the 'preliminary cut-off point' belongs.

Then, we recompute the ratio for the revised (broader) com

bined income range, multiply the ratio by our exemption

limit, and check again if the product falls in the revised com

bined income range. If not, the iterative procedure is repea

ted until this occurs.

d. Given a final 'cut-off point", we have the information

about the exemption limit in terms of gross income per

earner. If the'cut-off point' happens to coincide with the

upper (or lower) limit of any of the selected income ranges,

the income below exemption limit is nothing but the cumula

ted net income, in column (13) upto the coinciding income

range. But if it doesn't coincide, but falls within an income

range (say, the 'cut-off income range'), we have to compute

the net income cumulated up to the 'cut-off point'. For doing

this, we compare the upper limit of the 'cut-off income range'

with our 'cut-off point' and adjust the corresponding 'net

income', in column (12) proportionately.1

The adjusted 'net income' is now added to the total net

income, in column (13), which is cumulated upto the im

mediately preceding income range. The result of this labour

gives us the amount of income below the exemption limit.

We conducted this exercise and computed the total amo

unt of income below the exemption limit for our three scenar

ios of urban and rural India, separately for the two years

1975-76 and 1980-81. The results of the selected income,

ranges,the ratio of gross income to net income, the 'preli

minary' and 'final cut-off points', and the income below the
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exemption limit are shown in Tables A. 1.42 and A. 1.43

respectively for 1975-76 and 1980-8 i.

Notes

The adjustment is done as follows:

Net income Value of the'cut—off point' Net income with

(adjusted) = X respect to the 'cut-

Upper limit of the 'cut-off off income range'

income range'



SECTION 10

Computation of Blow-up Factors

We now develop an appropriate indicator to adjust for

the undercoverage inherent in the AHTS published data on

"assessed income". The indicator is given by the ratio of the

number of assessees that existed on the rolls of the

Income-tax department at the end of a given assessment

year as mentioned in the annual reports of the Comptroller

and Auditor General (C&A.G) to the total number of assess

ments as reported in the AHTS publication on an assess

ment year basis. This ratio is computed separately for differ

ent statuses of non-corporate assessees (such as individuals,

HUF, association of persons and unregistered firms) and is

used to blow up the corresponding AHTS published infor

mation on assessed income'.

For the two types, viz., individuals and unregistered

firms, however, the numerator of this ratio needs to be adju

sted before it is used for blowing-up purposes. This need

arises due to the fact that assessment (AHTS) in respect

of these two types exclude those that did not result in either

(tax) demand or refund. Such assessments are typically refer

red to as 'N.A. and filed' cases. It has been found that they

were running at about 10 per cent of all assessments in the

late 70s. In other words, the C&AG number of assessees

includes N.A. & filed cases, while the AHTS number of

assessments excludes such cases. To make them (the numer

ator and denominator of our ratio) comparable, we have

adjusted the C&AG number of assessees downwards by
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reducing the same by 12 per cent in respect of individuals

and unregistered firms.

Table A.1.44 puts together the data on the number of

assessees taken from cC&AG's annual reports, the number

of assessments from AIITS publication, by status of assessees.

Unfortunately no data are available separately for unreg

istered firms from the C&AG reports. Thus, we considered

data on all firms (registered plus unregistered) and used these

to compute the blow-up factor for unregistered firms. This

table provides the calculations involved in computing

blow-up factors for the assessment year 1976-77.

For the incomes earned during 1980-81 (or assessed dur

ing 1981-82), the AIITS data on the number of assessments

are available only on a financial-year basis. These are used

together with the C&AG number of assessees on record at

the end of the financial year 1981-82 to compute the blow-up

factors. In respect of individuals and firms, the C&AG

number of assessees has been adjusted downwards by 10 per

cent to account for the 'N.A. and filed' cases. The results

of the computed blow-up factors are recorded in Table

A.1.45.
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TABLE A.1.13

Results of Modified Parametric Values for Scaled-Up Gross Personal

Income Distributions: Urban and Rural India—1975-76

SI.

No. Item

Urban

India

Rural

India

1. Gross personal income

(Unsealed, population-

adjusted NCAER estimates)

Rs crore

2. Missing income1 in Rs crore

a. U:R =1:2

b. U:R =1:1.5

c. U:R =1:1

3. Scaled-up gross personal income

in Rs crore (Y)

a. U:R =1:2

b. U:R =1:1.5

c. U:R -1:1

4. Total number of earners (N)

in million

(Adjusted for population changes)

5. Mean income (a

(in Rs thousand)

Y

a. U:R =1

b. U:R =1

c. U:R =1

1.5

1

6. Estimated a value (Assumed to

be constant for all scenarios)

7. Modified |z value2

a. U:R =1:2

b. U:R -1:1.5

c. U:R =1:1

15691.0

5740.3

6888.4

8610.5

31.785

0.859

31590.0

11480.7

10332.6

8610.5

21431.3

22579.4

24301.5

43070.7

41922.6

40200.5

153.840

6.743

7.104

7.646

2.800

2.725

2.613

0.768

1.540

1.592

1.665

0.735

0.709

0.665

Notes: 1. Missing income for all-India was Rs 17221 crore in 1975-76.

For the first scenario (U:R =1:2) the scaled-up urban total

has been derived by adding one-third of 17221 to the unsealed

urban (NCAER) estimate. A similar procedure was followed

for the other two scenarios.
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Table A.1.13 (Contd.)

* For example yi value for urban India is obtained as shown below:

When U:R =1:2, a = 6.743

and a = 0.859, then

as n —lna— 4 a2

• = In 6.743— i (0.859)2 = 1.540.

Similarly, modified value of n is derived for the other two scenar
ios.

Source: As explained in Appendix 1.
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TABLE A.1.14

Results of Derived Parametric Values for Gross Personal Income

Distribution for 1980-81

SI.

No. Item

Urban

India

Rural

India

1. Gross personal income (Y)

under different scenarios1

(Rs crore)

a. U:R =1;2

b. U:R =1:1.5

c. U.R =1:1

2. Total number of earnsrs (N) (million)

3. Mean income (a = Y/N)

under different scenarios

(Rs thousand)

a. U:R =1:2

b. U:R =1:1.5

c. U:R=1:1

4. a value

5. y. value under different

scenarios2

a. U:R =1:2

b. U:R =1:1.5

c. U:R =1:1

40668

42648

45837

70861

6S881

65692

39.449

10.309

10.811

11.619

0.859

165,655

4.278

4.158

3.966

0.768

1.964

2.012

2.084

1

1

1

.158

.130

.083

Notes: 1. For the first scenario (U:R =1:2), the urban income (UY)

and the rural income (RY) are derived from the following

two equations:

UY+RY = 111529 (1)

UY/UN

RY/RN
= 2.41 (2)

Given UN = 39.449 and RN = 165.655 Equation (2) after adjust

ment becomes UY/RY—57391.62 = 0 (3)

Solving equations (1) and (3), we get UY = 40668 and RY = 70861

Similarly, the values of UY and RY are derived for the other two

scenarios.
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Table A.1.14 (Contd.)

2. For the first scenario (U.R = 1:2) of urban India, the [i - value is

derived by using the corresponding value of a (=10.309) and of

a ( =0.859) in the following relationship

(i, = In a —£ a2

= In 10.309 — H0.859)2 = 1.964

Similarly, [z —values for the other two scenarios are derived

Source: As explained in Appendix 1.
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TABLE A.1.16

Income Distribution (NCAER) of 'One-Earner' Urban Households

by Source Components of Income for 1975-76

Income ranges Agricul- Livestock Business Salary Agricult-

for earners tural income income income ural wage

(Rs) income income

(1) (2) (3) (4) (5) (6)

0-1200

1201-2400

2401-3600

3601-4800

4801-6000

6001 -7500

7501-10000

10001-15000

15001-20000

20001—25000

25001—30000

30001 -40000

40001- 60000

Above 60000

All income ranges

24.40

55.96

316.50

212.04

587.62

363.71

486.26

313.04

334.82

128.56

79.44

187.32

34.83

66.71

3191.22

nil

9.09

220.13

7.28

114.75

263.94

191.41

43.38

78.71

12.69

-1.29

57.79

-0.68

6.35

1003.57

44.17

313.10

1938.93

1499.39

2749.25

1643.33

2776.24

3660.66

2860.93

1032.70

840.50

582.57

364.42

412.48

20718.67

42.45

253.20

2297.53

5433.56

7379.81

6887.50

8755.55

5864.61

4669.16

2444.10

1742.29

1441.49

330.51

251.20

47792.94

25.70

110.52

88.15

48.00

nil

nil

nil

nil

nil

ni!

nil

nil

nil

nil

272.3o

Source: As explained in Appendix 1. Columns 1 toll are based on

Table A 1.1 and Column 12 is based on Table A.1.2.
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Table A.1.16 (Contd.)

(Rs million)

Non-Agric- Housing

ultural income

wage income

(7)

41.12

2121.23

3284.60

1405.86

641.39

228.00

nil

13.15

nil

nil

nil

1.26

nil

nil

7736.60

(8)

17.87

96.01

340.04

591.99

375.56

326.72

422.42

1264.03

461.03

216.02

194.18

207.27

47.55

41.00

4602.50

Dividend

and

interest

income

(9)

nil

nil

3.44

2.04

36.83

29.42

29.60

63.23

86.69

35.03

9.63

7.49

5.87

1.67

310.94

Transfer

income

(10)

16.02

13.81

516.03

154.21

623.32

732.60

603.19

223.13

466.12

63.99

71.82

nil

nil

nil

3484.24

Gross

income

(11)

211.72

2973.82

9005.36

9354.37

12508.52

10475.22

13264.67

11445.22

8957.47

3933.10

2936.57

2485.20

782.49

779.41

89113.14

Number of

earners

(million)

(12)

0.2436

1.5524

3.0207

2.2715

2.3349

1.5597

1.5751

0.9483

0.5236

0.1764

0.1080

0.0720

0.C162

0.0090

14.4114
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TABLE A.1.17

Income Distribution (NCAER) of'Two-Earner' Urban Households by

Source Components of Income for 1975-76

Household

income

ranges

Agricul- Livestock Business Salary Agricul-

tural income income income tural

income wage

income

(1) (2) (4) (5) (6)

0 -1200

1201—2400

2401—3600

3601-4800

4801-6000

6001-7500

7501- 10000

10001—15000

15001—20000

20001-25000

25001—30000

30001 40000

40001—60000

Above 60000

All income ranges

2.00

24.95

32.75

228.83

nil

45.68

89.86

360.09

26.19

212.53

19.08

15.42

71.36

13.61

1142.35

nil

—8.00

—0.74

93.76

61.40

41.48

98.80

30.16

18.51

—2.88

8.64

6.37

2.59

-3.22

346.91

nil

109.14

374.40

1025.80

543.98

1021.16

1648.55

1516.67

664.53

633.44

714.38

453.47

595.92

834.94

10136.39

nil

nil

8.05

859.26

762.20

743.92

2405.95

5177.96

3099.35

2599.12

819.66

1717.82

509.31

193-12

18895.78

nil

222.92

nil

8.00

nil

nil

nil

nil

nil

nil

nil

nil

nil

nil

230.92

Source: Columns 1 to 11 are based on Table A.1.1 and Column 12 is

based on Table 5.3.5 of the text.



APPENDIX I
463

Table A.I.17 (Contd.)

(Rs million)

Non-Agri

cultural

wage

income

(7)

31.92

966.77

1382.37

2042.92

826.16

505.04

418.46

69.12

nil

nil

nil

nil

nil

nil

6242.75

Housing

income

(8)

2.28

28.96

72.31

138.88

135.74

107.05

207.46

371.02

137.23

147.87

92.75

122.61

172.69

40.44

1777.29

Dividend

and

interest

income

(9)

nil

nil

nil

0.40

8.40

2.08

7.80

30.61

18.12

8.08

28.37

36.30

34.56

0.19

174.91

Transfer

income

(10)

nil

18.00

3.20

132.00

2.70

1.80

20.16

180.63

72.00

34.51

29.76

40.62

2.16

nil

537.54

Gross Number of

income earners

Per

earner

(million) income

(Rs)

(Col.11 -r

(11)

36.20

1362.74

1872.34

4529.85

2340.58

2468.20

4897.03

7736.27

4035.94

3632.74

1712.68

2392.61

1388.59

1079.08

39484.85

(12)

0.0800

1.5488

1.3016

2.1960

0.8890

0.7372

1.1332

1.2928

0.4680

0.3194

0.1260

0.1404

0.0576

0.0234

10.3134

12)

(13)

452

880

1438

2063

2633

3348

4321

5984

8624

11374

13593

17041

24107

46114

—
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TABLE A.1.18

Income Distribution by Income Ranges for Earners Derived for
'Two-Earner' Urban Households by Source Components of

Income for 1975-76

Income ranges

for earners

(Rs)

U)

0-1200

1201—2400

2401-3600

3601—4800

4801—f 000

6001—7500

7501-10000

10(01—15000

15001-20000

20001-25000

25001-30000

30001-40000

40001- 60000

Above 60000

All income ranges

Agricul

tural

income

(2)

51.35

317.54

362.18

301.90

347.71

363.71

512.45

544.65

348.50

199.92

79.44

187.05

48.44

66.71

4333 57

Livestock

income

(3)

-8.00

102.11

323.01

106.08

144.86

263.94

209.92

49.13

84.67

15.28

— 1.29

57.71

-3.90

6.35

1350.48

Business

income

(4)

153.31

1713.30

3504.07

3147.94

4265.92

1643.33

3440.77

5008.48

3299.52

1628.60

840.50

581.73

1199.13

412.48

30855.06

Salary

income

(5)

42.45

1120-51

3803.65

7839.51

12557.77

6887-50

11854.91

9283.39

63 2.71

2953.36

1742.29

1439.40

523.63

251.20

66688.72

Agricul

tural

wage

income

(6)

48.62

118.52

88.15

48.00

nil

nil

nil

nil

nil

nil

nil

nil

nil

nil

503.28

Source: As explained in Appendix 1, derived from Tables A.1.16 and
A.1.17.
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Table A.1.18 (Contd.)

(Rs million)

Non-Agri

cultural

wage

income

(7)

1039.81

5546.52

4615.80

1824.32

710.51

228.00

nil

13.15

nil

nil

nil

1.26

nil

nil

13979.35

Housing

income

(8)

49.11

308.10

582.83

799.45

746.58

326.72

559.65

1504.65

581.24

388.71

194.18

206.97

87.99

41.00

6379.89

Dividend

and

interest

income

(9)

nil

0.40

13.92

9.84

67.44

29.42

47.72

99.68

122.54

69.59

9.63

7.48

6.06

1.67

485.85

Transfer

income

(10)

3402

149.01

520.53

174.37

803.95

732.60

675.19

287.40

504.31

66.15

71.82

nil

nil

nil

4021.78

Gross

income

(ID

1610.66

9376.01

13814.14

14251.40

20244.79

10475.22

17300.61

16790.64

11350.08

5321.69

2936.57

2485.20

1861.57

779.41

128597.99

Number of

earners

(million)

(12)

1.8720

5.0500

4.6470

3.4050

3.6280

1.5600

2.0430

1.3940

0.6640

0.2340

0.1080

0.0720

0.0400

0.0090

24 7260
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474 ASPECTS OF THB BLACK ECONOMY IW INDIA

TABLE A.1.23

Estimated Distribution of 'Agricultural Income' : Urban and

Rural India for 1975-76 and 1980-81

(Rs crorc)

Income ranges

for earners

(Rs)

(1)

1-1200

1201—2400

2401—3600

3601-4800

4801—6000

6001—7500

7501—10000

10001—15000

15001-20000

20001-25000

25001-30000

30001-40003

40001-60000

Above 60000

All income

ranges

Case 1

(2)

2353.21

6369.40

5855.52

3877.61

2785.54

2465.91

2315.32

2041.43

747.99

247.36

39.45

17.89

37.36

0.00

29163.99

Rural India

1975-76

Case 2

(3)

2375.64

6577.40

5683.54

3651.51

2730.24

2317.36

2200.50

1864.25

68643

216.36

35.63

15.07

32.72

0.00

28386.64

Case 3

(4)

2565.41

6432 24

5622.18

3603.24

2360.14

2178.27

1968.52

1665.56

573.15

183.89

29.91

12.66

25.45

0.00

27220.63

Urban India

1975-76

Case 1

(5)

28.49

82.52

87.61

56.74

96.92

114.07

128.10

140.61

122.01

56.56

40.09

97.74

17.53

56.69

1125.68

Case 2

(6)

25.53

76.71

85.11

55.73

93.94

112.21

133.41

149.94

126.45

65.72

47.66

112.16

20.55

80.88

1185.98

Note : Totals may not tally due to rounding.

Source : As explained in Appendix 1.
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(Rs crore)

Case 3

(7)

21.00

71.07

80.90

57.72

98.77

115.94

137.11

161.03

152.07

75.93

54.03

140.10

25.52

85.25

1276.42

Casel

(8)

1149.95

5561.84

6725.64

5873.81

5254.23

5621.31

6038.86

6726.23

3104.70

1236.67

238.78

119.82

330.27

0.00

47982.11

Rural India

1980-81

Case 2

(9)

1249.24

5666.27

7037.21

5907.81

5144.24

5088.48

5626.56

6225.68

2959.64

1126.33

214.62

106.43

288.88

0.00

46641.39

Case 3

(10)

1373.06

5816.59

6769.69

5711.77

4772.86

4975.50

5500.89

5611.65

2510.89

934.24

181.79

88.63

234.45

0.00

44482.02

Casel

(11)

11.93

52.28

75.37

59.27

110.63

153.72

187.93

272.55

274.68

157.59

121.74

346.58

72.22

239.42

2135.92

Urban India

1980-81

Case 2

(12)

10.78

50.38

70.78

55.81

108.22

152.19

201.61

275.98

298.62

168.91

131.60

371.17

81.98

261.89

2239.92

Case 3

(13)

8.48

42.05

65.84

51.26

106.94

148.23

188.25

289.65

299.47

184.69

147.47

435.87

95.85

343.34

2407.40
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TABLE A.1.24

Estimated Distributions of 'Business Income': Urban and

Rural India for 1975-76 and 1980-81

(Rs. crore)

Income ranges

for earners

(Rs)

(1)

1-1200

1201 --2400

2401-3500

3601—4800

4801-6000

6001—7500

7501-10000

10001-15000

15001-20000

20001—25000

25001—30000

30001-40000

40001—60000

Above 60000

All income

ranges

Case \

(2)

59.6

372.6

412.1

440.3

308.4

38.1

266.8

236.5

53.6

64.0

49.4

0.0

0.0

1016.6

3418.4

Rural India

1975-76

Case 2

(3)

68.8

442 0

459.5

476.3

347.2

149.1

291.3

248.5

56.5

64.3

51.3

0.0

0.0

672.5

3327.3

Case 3

(4)

73.9

430.0

452.2

467.6

298.6

139.4

259.2

220.3

46.9

54.4

42.8

0.0

0.0

704.7

3190.6

Urban India

1975-76

Case 1

(5)

10.3

177.9

380.3

340.9

383.1

366.7

561.5

1031.5

632.8

537.1

321.0

203.7

409.2

280.7

5636.8

Case 2 .

(6)

9.0

161.8

361.4

327.5

363.2

352.9

572.0

1076.0

641.6

610.5

373.3

228.7

469.1

391.7

5938.7

Note : Totals may not tally due to rounding.

Source : As explained in Appendix 1.
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Table A.1.24 (Contd.)

Case 3

(7)

7.3

147.2

337.3

333.1

375.0

358.1

577.2

1134.5

756.0

692.7

415.5

280.4

571.8

405.4

6391.6

Case 1

(8)

30.1

337.7

491.4

692.4

603.9

326.9

722.3

810.2

230.9

332.1

310.6

0.0

0.0

735.8

5624.2

Rural India

1980-81

Case 2

(9)

31.6

331.7

495.8

671.4

570.0

285.3

648.9

723.1

212.2

291.6

269.2

0.0

0.0

936.4

5467.0

Case 3

(10)

33.1

325.4

455.8

620.3

505.4

266.6

606.3

622.8

172.0

231.1

217.9

0.0

0.0

1157.1

5213.9

Case

(11)

3.9

100.1

290.5

316.2

388.4

439.0

731.5

1775.6

1265.2

1329.1

865.6

641.4

1496.6

1052.5

10695.6

(1Rs. crore)

Urban India

1980-81

1 Case 2

(12)

0.9

26.2

74.2

81.0

103.3

110.2

213.5

489.0

374.1

387.5

2545.1

1868.6

4621.4

313.2

11215.3

Case 3

(13)

2.7

78.8

248.4

267.6

367.4

414.3

717.2

1846.9

1350.1

1524.6

1026.3

789.6

1944.1

1477.4

12055.5



T
A
B
L
E

A
.
1
.
2
5

W
e
i
g
h
t
e
d
F
r
e
q
u
e
n
c
y

D
i
s
t
r
i
b
u
t
i
o
n
o
f
S
a
l
a
r
y
E
a
r
n
e
r
s
:
U
r
b
a
n

I
n
d
i
a

f
o
r
1
9
7
5
-
7
6
a
n
d
1
9
8
0
-
8
1 (
E
a
r
n
e
r
s

i
n
l
a
k
h
)

I
n
c
o
m
e
r
a
n
g
e
s

f
o
r
e
a
r
n
e
r
s

(
R
s
)

(1
)

F
r
e
q
u
e
n
c
y

o
f
e
a
r
n
e
r
s

f
o
r
g
r
o
s
s

i
n
c
o
m
e

(2
)

W
e
i
g
h
t
s

f
o
r
s
a
l
a
r
y

i
n
c
o
m
e

1
9
7
5
-
7
6

(3
)

F
r
e
q
u
e
n
c
y

d
i
s
t
r
i

b
u
t
i
o
n
o
f

s
a
l
a
r
y

e
a
r
n
e
r
s

(
C
o
l
.
2
x
3
)

(4
)

F
r
e
q
u
e
n
c
y

o
f
e
a
r
n
e
r
s

f
o
r
g
r
o
s
s

i
n
c
o
m
e

(5
)

W
e
i
g
h
t
s

f
o
r

s
a
l
a
r
y

e
a
r
n
e
r
s

1
9
8
0
-
8
1

(6
)

F
r
e
q
u
e
n
c
y

d
i
s
t
r
i
b
u

t
i
o
n
o
f

s
a
l
a
r
y

e
a
r
n
e
r
s

(
C
o
l
.
5
X
6
)

(7
)

1-

1
2
0
1

2
4
0
1

3
6
0
1
-

4
8
0
1
-

6
0
0
1

7
5
0
1
-

1
0
0
0
1
-

1
5
0
0
1
-

2
0
0
0
1
-

-
1
2
0
0

-
2
4
0
0

-
3
6
0
0

-
4
8
0
0

-
6
0
0
0

-
7
5
0
0

-
1
0
0
0
0

-
1
5
0
0
0

-
2
0
0
0
0

-
2
5
0
0
0

1
7
.
8
4
7
1
6
8

4
9
.
9
0
1
9
0
6

5
0
.
1
7
9
3
9
2

4
0
.
0
6
5
3
2
1

3
2
.
4
5
9
1
0
9

3
0
.
1
1
6
5
3
5

3
3
.
1
9
3
3
4
8

3
1
.
7
2
6
4
5
8

1
3
.
4
6
1
0
5
8

6
.
0
3
1
8
8
9

7
3
.
9
6

6
2
.
8
2

5
7
.
5
7

6
7
.
3
7

6
2
.
0
3

6
4
.
7
1

6
6
.
3
3

5
6
.
0
8

5
4
.
0
4

4
3
.
4
4

1
3
.
2
0

3
1
.
3
5

2
8
.
8
9

2
6
.
9
9

2
0
.
1
3

1
9
.
4
9

2
2
.
0
2

1
7
.
7
9

7
.
2
7

2
.
6
2

7
.
1
8
9
7
2
9

3
1
.
6
6
1
2
3
2

4
3
.
3
2
2
6
9
9

4
2
,
6
0
4
7
3
0

3
7
.
1
6
8
6
8
2

4
0
.
7
0
3
2
9
7

4
8
.
8
7
7
0
9
3

6
1
.
5
8
7
5
0
4

3
0
.
4
0
7
1
5
4

1
6
.
9
3
3
4
0
8

7
3
.
9
6

6
2
.
8
2

5
7
5
7

6
7
.
3
7

6
2
.
0
3

6
4
.
7
1

6
6
.
3
3

5
6
.
0
8

5
4
.
0
4

4
3
.
4
4

5
.
3
2

1
9
.
8
9

2
4
.
9
4

2
8
.
7
0

2
3
.
0
6

2
6
.
3
4

3
2
.
4
2

3
4
.
5
4

1
6
.
4
3

7
.
3
6



T
a
b
l
e
A
.
I
.
2
5
(
C
o
n
t
d
.
)

1

2
5
0
0
1
—
3
0
0
0
0

3
0
0
0
1
-
4
0
0
0
0

4
0
0
0
1
—
6
0
0
0
0

A
b
o
v
e

6
0
0
0
0

A
l
l
i
n
c
o
m
e
r
a
n
g
e
s

2

3
.
1
7
6
9
3
7

2
.
7
9
4
9
7
3

1
.
5
0
0
4
8
7

5
.
3
9
8
0
2
9

3
1
7
.
8
5
2
6
1
0

3

4
5
.
1
7

5
7
.
9
7

2
7
.
8
6

3
2
.
2
3

N
.
A
.
1

4 1
.
4
3

1
.
6
2

0
.
4
2

1
.
7
4

1
9
4
.
9
6

5

9
,
7
3
7
9
4
2

9
.
9
5
8
4
6
1

6
.
1
7
2
5
1
8

5
.
6
7
5
0
1
8

3
9
4
.
4
8
8
2
4

6 4
5
.
1
7

5
7
.
9
7

2
7
.

6

3
2
.
2
3

N
.
A
.

7

4
.
4
0

5
.
7
7

1
.
7
2

1
.
8
3

2
3
2
.
7
2

APPENDH

N
o
t
e
:

x
N
.
A
.
m
e
a
n
s

n
o
t
a
p
p
l
i
c
a
b
l
e
.

S
o
u
r
c
e
:
F
o
r
C
o
l
u
m
n
s

3
a
n
d

6,
T
a
b
l
e
A
.
1.

22
;
o
t
h
e
r
c
o
l
u
m
n
s

a
r
e
as

e
x
p
l
a
i
n
e
d

in
A
p
p
e
n
d
i
x

1.



480 ASPECTS OF THE BLACK ECONOMY IN INDIA

TABLE A.I.26

Results of Lognormal Fits and Estimated Parametric Values for

Salary Income Distributions: Urban India 1975-76 and 1980-81

Income ranges

(Rs)

(1)

1—1200

1201—2400

2401-4800

4801—7500

7501—10000

10001—15000

15001—20000

20001—25000

25001-30000

30001-40000

40001—60000

60001-80000

(Truncated)

TOTAL

Salary earners

1975-76

Observed

(weighted)

frequency

(in

(2)

13.210

31.350

55.880

39.620

22.020

17.790

7.270

2.620

1.430

1.620

0.420

1.740

194.960

Value of Chi-Square : 9.723

Sample mean : 1.519

Estimates of standard

deviation : 0.914

Expected

frequency

lakh)

(3)

14.045

33.065

54.128

36.113

19.416

19.100

8.392

4.334

2.286

2.105

1.264

0.712

194.960

Salary earners

1980-81

Observed

(weighted)

frequency

(in

(4)

5 320

19.890

53.640

49.400

32.420

34540

16.430

7.360

4.400

5.770

1.720

1.830

232.720

:

Expected

frequency

i lakh)

(5)

5.036

21.251

53.782

47.215

30.089

34.060

17.231

9.070

5.131

5.152

2.119

2.584

232.720

2.287

1.910

0.856

Source: As explained in Appendix 1.
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TABLE A.1.27

Modified Parametric Values Used in Estimating Salary Income

Distribution for Urban India > 1975-76 and 1980-81

Parameters of lognormal

distribution

(1)

Number of salary earners (N)

(lakh)

a. 1975-76

b. 1980-81

Location parameter (n)

a. 1975-76

b. 1980-81

Distribution parameter (a)

a. 1975-76

b. 1980-81

Total salary income (Y) (Rs crore)

a. 1975-76

b. 1980-81

Y
Salary income per earner (a = -—

a. 1975-76

b. 1980-81

Case 1

U:R

1:2

(2)

194.960

232.720

1.466

1.981

0.914

0.856

12823.00

24332.00

)

6.577

10.455

Case 2

U:R

1:1:5

(3)

194.960

232.720

1.518

2.030

0.914

0.856

13510.00

25561.00

6.930

10.983

Case 3

U:R

1:1

(4)

194.960

232.720

1.592

2.100

0.914

0.856

14541.00

27425.00

7.458

11.784

Source : As explained in Appendix 1.
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TABLE A. 1.28

Estimated Salary Income Distributions : Urban and Rural India for

1975-76 and 1980-81

(Rs crore)

Income ranges

for earners

(Rs)

(1)

1-1200

1201 - 2400

2401—3600

3601-4800

4801—5000

5001—6000

6001—7500

7501-10000

10001-15000

15001—20000

20001 - 25000*

25001—30000

30001 -40000

40001-50000

50001-60000

Above 60000

All income

ranges

Casel

(2)

27.86

401.31

726.90

789.15

131.65

587.64

696.30

494.42

195.21

39.02

0.00

6.55

0.00

0.00

0.30

0.00

4096.00

Rural India

1975-76

Case 2

(3)

28.39

420.08

715.20

753.31

126.60

568.18

663.31

476.32

180.70

54.90

0.00

6.00

0.00

0.00

0.00

0.00

3993.00

Case 3

(4)

31.22

418.27

720.33

756.84

120.33

491.18

634.81

433.85

164.38

46.67

0.00

5.12

0.00

0.00

0.00

0.00

3823.00

Case 1

(5)

132.90

594.30

937.89

957.65

190.20

832.32

1123.88

1622.83

2193.31

1329 85

874.53

560.34

644.79

336.59

181.53

320.07

12823.00

Urban India

1975-76

Case 2

(6)

114.78

583.64

916.60

1014.84

154.37

762.43

1110.95

1703.38

2356.82

1504.37

932.70

632.91

747.71

374.08

215.51

385.02

13510.00

Case 3

(7)

102.14

536.53

842.54

968.72

154.64

859.77

1194.85

1794.90

2800.67

1682.52

1066.89

738.01

889.49

455.81

266.57

486.94

14541.00

Note: Totals may not tally due to rounding.

Source: As explained in Appendix 1.
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Table A. 1.28 (Contd.)

(Rs crorc)

Case 1

(8)

12.15

314.07

748.29

1071.39

241.27

940.92

1422.62

1155.75

576.16

219.86

0.00

35.53

0.00

0.00

0.00

0.00

6738.00

Rural India

1980-81

Case 2

(9)

13.32

322.94

790.25

1087.63

155.20

753.40

1299.76

1086.88

538.53

211.24

0.00

32.23

0.00

0.00

0.00

0.00

6551.00

Case 3

(10)

14.60

330.44

757.76

1048.15

230.84

M9.54

1266.80

1059.18

433.85

178.63

0.00

27.21

0.00

0.00

0.00

0.00

6246.00

Case 1

(11)

37.09

346.01

764.03

1015.73

208.67

1030.88

1504.93

2711.40

4368.75

3287.11

2296.22

1618.80

2083.49

1140.49

663.61

1255.79

24332.00

Urban India

1980-81

Case 2

(12)

31.66

303.49

705.03

874.72

200.64

1002.25

1611.65

2717.76

4583.20

3461.53

2456.93

1761.69

2300.78

1288.51

758.36

1500.79

25561.00

Case 3

(13)

27.16

267.16

654.91

954.56

193.51

930.66

1530.94

2673.56

4369.92

3747.89

2731.31

1989.85

2558.06

1517.95

914.30

1824.05

27425.00
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TABLE A.1.30

Bagchi's Estimated Rates and Average HRA Rates by Salary

Income Ranges

Income ranges

(Rs)

(1)

0-1200

1201—2400

2401—3600

3601—4800

4801—5000

5001—6000

6001—7500

7501—10000

10001—15000

15001—20000

20001—25000

25001-30000

30001-40000

40001—50000

50001—60000

Above 60000

Bagchi's estimated

rates o f HRA+ con

eyance allowances1

(as a percentage

of salary income)

(2)

Nil

Nil

Nil

Nil

Nil

9.01

9.01

9.01

7.52

7.61

10.01

10.46

12.39

6.46

3.63

3.63

Average HRA rates

2/3 of column (2)

(as a percentage

of salary income)

(3)

Nil

Nil

Nil

Nil

Nil

6.01

6.01

6.01

5.01

5.07

6.67

6.97

8.26

4.31

2.42

2.42

Note : 1. Rates are taken from Bagchi's
P. 293)

Source: As explained in Appendix 1.

study. (See Bagchi, 1975,
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TABLE A.1.31

Estimated Results of HRA—Deductions: Urban and Rural India

for 1975-76 and 1980-81

(Rs. crore)

Income ranges

for earners

(Rs)

(1)

1-1200

1201—2400

2401-3600

3601-4800

4801—6000

6001—7500

7501-10000

10001-15000

15001—20000

20001-25000

25001 30000

30001-40000

40001-60000

Above 60000

All income ranges

Case 1

(2)

0.00

0.00

0.00

0.00

34.12

41.85

29.71

9.78

2.99

0.00

0.46

0.00

0.00

0.00

118.91

Rural India

1975-76

Case 2

(3)

0.00

0.00

0.00

0.00

34.15

39.86

28.63

9.05

2.78

0.00

0.42

0.00

0.00

0.00

114.89

Case

(4)

0.00

0.00

0.00

0.00

29.52

38.15

26.07

8.24

2.37

0.00

0.36

0.00

0.00

0.00

104.71

Urban India

1975-76

3 Case ]

(5)

0.00

0.00

0.00

0.00

50.02

67.55

97.53

109.88

67.42

58.33

39.06

52.43

18.90

7.12

568.24

L Case 2

(6)

0.00

0.00

0.00

0.00

45.82

66.77

102.37

118.08

76.27

62.21

44.11

61.76

21.34

8.64

607.37

Note: Totals may not tally due to rounding.

Source: As explained in Appendix 1.
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Table A.1.31 (Contd.)

(Rs crore)

Case 3

(7)

0.00

0.00

0.00

0.00

51.67

71.81

107.87

125.28

85.30

71.16

51.44

73.47

26.10

11.06

675.16

Case 1

(8)

0.00

0.00

0.00

0.00

55.55

85.50

69.46

28.88

11.13

0.00

2.48

0.00

0.00

0.00

254.00

Rural India

1980-81

Case

(9)

0.00

0.00

0.00

0.00

70.21

78.12

65.32

26.98

10.71

0.00

2.25

000

0.00

0.00

253.59

2 Case 3

(10)

0.00

0.00

0.00

0.00

51.06

76.13

63.66

24.24

9.06

0.00

1.90

0.00

0.00

0.00

226.05

Case 1

(ID

0.00

0.00

0.00

0.00

61.95

90.45

152.96

218.87

166.66

153.09

112.83

172.10

65.22

29.16

1233.30

Urban India

1980-81

Case 2

(12)

0.00

0.00

0.00

0.00

60.24

96.86

163.34

229.62

175.50

163.88

122.79

190.04

73.58

34.17

13i0.02

Case 3

(13)

0.00

0.00

0.00

0.00

55.93

92.01

160.68

240.98

190.02

182.18

138.64

219.56

87.55

42.76

1410.31
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TABLE A.1.32

Estimates of Salary Income and Employers' Contribution to

Provident Fund for Urban, Rural and All-India for 1975-76>nd 1980-81

Item

(1)

All-India salary income

a. 1975-76

b. 1980-81

Urban salary income

a. 1975-76

b. 1980-81

Rural salary income

a. 1975-76

b. 1980-81

All-India Employers' P.F.

a. 1975-76

b. 1980-81

Urban Employers' P.F.1

a. 1975-76

b. 1980-81

Rural Employers* P.F1

a. 1975-76

b. 1980-81

Case 1

(2)

16919.00

31070.00

12823.00

24332.00

4096.00

6738.00

482.11

538.39

365.39

421.63

116.72

116.76

Scenarios

Case 2

(3)

17503.00

32112.00

13510.00

25561.00

3993.00

6551.00

482.11

538.39

372.12

428.56

109.99

109.83

(Rs crore)

Case 3

(4)

18364.90

33672.00

14541.00

27425.00

3823.00

6247.00

482.11

538.39

381.74

43S.51

100.37

99.88

Average rate of P.F. common for

urban and rural cases (as a per cent

of salary income)

a. 1975-76

b. 1980-81
2.85

1.73

2.75

1.68

2.62

1.60

Note: 1. All-India employers' PF amount is divided between urban and
rural sectors in the same proportion of their respective salary
incomes in All-India total.

Source: As explained in Appendix 1.
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TABLE A.1.33

Estimated Results of Employers' Contributions to Provident Fund by

Income Ranges: Urban and Rural India for 1975-76 and 1980-81

Income ranges

for earners

(Rs)

(1)

1-1200

1201-2400

2401—3600

3601—4800

4801-6000

6001—7500

7501-10000

10001—15000

15001-20000

20001—25000

25001—30000

30001 -40000

40001-60000

Above 60000

All income ranges

Case 1

(2)

0.80

11.45

20.74

22.52

19.96

19.87

14.11

5.57

1.68

0.00

0.19

0.00

0.00

0.00

116.90

Rural India

1975-76

Case 2

(3)

0.78

11.59

19.73

20.78

19.17

18.30

13.14

4.99

1.51

0.00

0.17

0.00

0.00

0.00

110.16

Case 3

(4)

0.82

11.00

18.94

19.90

16.08

16.69

11.41

4.32

1.23

0.00

0.13

0.00

0.00

0.00

100.53

Urban India

1975-76

Case 1

(5)

3.79

16.96

26.77

27.33

29.18

32.07

46.31

62.59

37.95

24.96

15.99

18.12

14.79

8.39

365.21

Case 2

(6)

3.17

16.10

25.29

28.00

25.29

30.65

46.99

65.02

41.50

25.73

17.46

20.63

16.27

9.85

371.94

Note : Totals may not tally due to rounding.

Source : As explained in Appendix 1.
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Table A.I.33 (Contd.)

Case 3

(7)

2.69

14.11

22.16

25.47

26.67

31.42

47.20

65.76

44.24

28.05

19.41

23.39

19.00

12.02

381.58

Casel

(8)

0.21

5.45

12.99

18.60

20.52

24.69

20.06

10.01

3.81

0.00

0.62

0.00

0.00

0.00

116.95

Rural India

1980-81

Case 2

(9)

0.22

5.43

13.29

18.29

19.65

21.86

18.28

9.06

3.55

0.00

0.54

0.00

0.00

0.00

110.17

Case 3

(10)

0.23

5.29

12.14

16.79

17.30

20.29

16.96

7.75

2.86

0.00

0.44

0.00

0.00

0.00

100.05

Case 1

(11)

0.64

6.01

13.26

17.63

21.51

26.12

47-06

75.83

57.05

39.84

28.10

36.16

31.31

20.91

421.45

(Rs.

Urban India

1980-81

Case 2

(12)

0.53

5.10

11.86

14.71

20.23

27.10

45.70

77.08

58.21

41.32

29.63

38.69

34.30

23.74

428.21

crore)

Case 3

(13)

0.43

4.28

10.46

15.29

18.00

24.52

42.82

77.04

60.03

43.74

31.86

42.57

38.95

28.30

438.33
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TABLE A. 1.36

Step-wise Derivation of the Distribution of "Net Income" from
Gross Income for Urban India 1980-81, Case 1 ("Missing

Income" Allocated in Ratio of U:R=1:2)

Income ranges

for earners

(Rs)

(1)

1—1200

1201-2400

2401-3600

3601 - 4800

4801- 6000

6001—7500

7501—10000

10001—15000

15001—20000

20001—25000

25001—30000

30001 40000

40001-60000

Above 60000

All income

ranges

Gross

income

(2)

65.34

571.51

1299.03

1739.53

2003.51

2737.63

4238.79

7515.18

5249.49

3766.39

2656.60

3408.89

2941.94

2474.15

40668.00

Agricultural Depre-
income

(3)

11.93

52.28

75.37

59.27

110.63

153.72

187.93

272.55

274.68

157.59

121.74

346.58

72.22

239.42

2135.92

ciation

(4)

0.39

10.01

29.05

31:62

38.84

43.90

73.15

177.56

126.52

132.91

86.56

64.14

149.66

105.25

1069.56

Standard

deductions

(5)

7.29

68.01

150.18

199.66

243.66

295.82

533.02

779.58

510.46

326.65

203.92

209-08

130.09

129.85

3787.27

H.R.A.

deduc

tions

(6)

0.00

0.00

0.00

0.00

61.96

90.45

162.96

218.87

166.66

153.09

112.83

172.10

65.22

2916

1233.30

Note : Totals may not tally due to rounding.

Source : As explained in Appendix 1.
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Table A.1.36 (Contd.)

(Rs. crore)

Employ

ers' con

tribution

to P.F.

(7)

0.64

6.01

13.26

17.63

21.51

26.12

47.06

75.83

57.05

39.84

28.10

36.16

31.31

20.91

421.45

Chapter

VIA

rates

(8)

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.0913

0.0951

0.0702

0.0985

0.0590

0.0457

0.0675

N.A.

Sum of

column

3 throu

gh?

(9)

20.25

13631

267.86

308.17

476.60

610.01

1004.13

1524.40

1135.37

810.09

553.15

828.06

448.51

524.59

8647.50

Column Amount

2 minus of chapter

column VIA

9 deduct'ons

(10)

45.09

435.21

1031.17

1431.36

1526.91

2127.62

3234.66

5990.79

4114.12

2956.30

2103.45

2580.83

2493.43

1949.56

32020.50

(11)

8.57

82.73

196.03

272.13

290.27

404.46

614.91

546.96

391.25

207.53

207.19

152.27

113.95

131.60

3619.81

Net income

(columns

10-11)

(12)

36.52

352.47

835.14

1159.26

1236.65

1723.16

2619.75

5443.83

3722.87

2748.77

1896.26

2428.56

2379.48

1817.97

28400.69

Cumu

lative of

column

12

(13;

36.52

388.99

1224.13

2383.39

3620.04

5343.20

7962.95

13406.78

17129.65

19878.42

21774.68

24203.24

26582.72

28400.69

28400.69
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TABLE A. 1.37

Step-Wise Derivation of the Distribution of "Net Income" from
Gross Income for Urban India 1980-81. Case 2 ( 'Missing Income"

Allocated in Ratio of U:R =1:1.5)

Income ranges

for earners

(Rs)

Gross Agricul- Depreci- Standard H.R.A.

income tural ation deduct- deduct-
income ions ions

0) (2) (3) (4) (5)

Notes: Totals may not tally due to rounding.

Source: As explained in Appendix 1.

(6)

1—1200

1201 -2400

2401—3600

3601 —4800

4801 — 6000

6001—7500

7501-10000

10001-15000

15001—20000

20001-24000

25001-30000

30001 ~ 40000

40001-60000

Above 60000

All income

ranges

59.05

551.31

1221.22

1639.71

1961.61

2712.86

4551.64

7617.07

5712.47

4040.74

2874.34

3654.25

3342.80

2708.93

42648.00

10.78

50.38

70.78

55.81

108.22

152.19

201.61

275.98

298.62

168.91

131.60

371.17

81.98

261.89

2239.92

0.09

2.62

7.42

8.10

10.33

11.82

21.35

48.90

37.41

38.75

254.51

186.86

462.14

31.32

1121.63

6.26

60.00

139.39

172.94

237.83

318.65

537.38

824.24

540.93

352.05

223.38

232.69

148.14

161.00

3954.88

0.00

0.00

0.00

0.00

60.24

96,86

163.34

229.62

175.50

163.88

122.79

190.04

73.58

34.17

1310.02
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Table A.1.37 (Contd.)

Employers Chapter Sum of
contribu- VIA columns

tion to rates 3 through
P.F. 7

(Rs crore)

(7)

Column 2 Amount Net in- Cumula-

minus of Chapter come tive of
column VIA (Column column

9 dedue- 10-11) 12
tions

(8) (9) (10) (11) (12)

0.53

5.10

11.86

14.71

20.23

27.10

45.70

77.08

58.21

41.32

29.63

38.69

34.30

23.74

428.21

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.0913

0.0951

0.0702

0.0985

0.0590

0.0457

0.0675

N.A.

17.66

118.10

229.45

251.55

436.85

606.62

969.38

1455.83

1110.68

764.91

761.91

1019.45

800.14

512.11

9054.66

41.39

433.21

991.77

1388.16

1524.76

2106.24

3582.26

6161.24

4601.79

3275.83

2112.43

2634.80

2542.66

2196.82

33593.34

7.87

82.35

188.53

263.89

289.86

400.40

680.99

562.52

437.63

229.96

208.07

155.45

116.20

148.29

3772.01

33.52

350.85

803.03

1124.27

1234.90

1705.84

2901.27

5598.72

4164.16

3045.87

1904.35

2479.34

2426.45

2048.53

29821.33

33.52

384.37

1187.61

2311.87

3546.78

5252.62

8153.89

13752.61

17916.77

20962.64

22866.99

25346.34

27772.80

29821.33

29821.33
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TABLE A.138

Step-Dise Delation of the Distribution of "Net Income" from
Grow Income for Urban India 1980-81, Case 3 ("Missing Income

Allocated in Ratio of U:R =1:1)

Income ranges Gross AgricuTtu- Dcprecia- Standard HJLA
for earners income ral income tion deduct.ons deduction

(Rs)

(1) (2) (3) (4) (5)

Note: Totals may not tally due to rounding.

Source: As explained in Appendix 1.

(6)

1-1200

1201-2400

2401-3600

3601-4800

4801—6000

6001—7500

7501-10000

10001 -15000

15001—20000

20001- 25000

25001-30000

30001-40000

40001 - 50000

Above 60000

All income

ranges

47.26

467.73

1154.70

1530.93

1970.47

2685.90

4320.20

8126.19

5823.34

4491.30

3274.19

4362.10

3972.53

3610.16

45837.00

8.48

42.05

65.84

51.26

106.94

148.23

188.26

289.65

299.47

184.69

147.47

435.87

95.85

343.34

2407.41

0.27

7.88

24.84

26.76

36.74

41.43

71.72

184.69

135.01

152.46

102.63

78.96

194.41

147.74

1205.55

5.35

52.60

128.94

187.94

221.33

301.42

526.43

860.00

582.72

389.16

250.86

266.87

175.19

107.80

4056.61

0.00

0.00

0.00

0.00

55.93

92.01

160.68

240.98

190.02

182.18

138.54

219.56

87.55

42.76

1410.31
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Table A.1.38 (Contd.)

(Rs crore)

Employers' Chapter Sum

contribut- VIA of col-

to P.F. rates umns 3

through 7

(7)

0.43

4.28

10.49

15.29

18.00

24.52

42.12

77.04

60.03

43.74

31.86

42.57

38.95

28.30

438.33

(8)

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.0913

0.0951

0.0702

0.0985

0.0590

0.0457

0.0675

N.A.

(9)

14.53

106.81

230.10

281.25

438.94

607.61

989.91

1652.37

1267.25

952.24

671.46

1043.84

591.95

669.94

9518.21

Column 2

minus

column 9

(10)

32.73

^60.92

924.60

1249.68

1531.53

2078.29

3330.29

6473.82

4556.08

3539.06

2602.73

3318.26

3380.58

2940.22

36318.79

Amount

of chapter

VIA de

ductions

(ID

6.22

68.61

175.77

237.56

291.14

395.08

633.09

591.06

433.28

248.44

256.37

195.78

154.49

198.46

3885.37

Net in

come

(column

10-11)

(12)

26.51

292.31

748.83

1012.12

1240.39

1683.21

2697.20

5882.76

4122.80

3290.62

2346.36

3122.49

3226.09

2741.75

32433.42

Cumulative

of col

umn 12

(13)

26.51

318.81

1067.64

2079.76

3320.15

5003.35

7760.56

13583.32

17706.12

20996.74

23343.10

26465.58

29691.67

32433.42

32433.42
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TABLE A.1.39

Step-wise Derivation of "Net Income" from Gross Income

for Rural India 1980-81, Case 1 ("Missing Income" Allocated

in Ratio of U:R 1:2)

Income ranges

for earneri

(Rs)

Gross Agricul- Depre-

income tural in- ciation

come

Stand- H.R.A.

ard de- deduc-

ductions tions

(1) (2) (3) (4) (5) (6)

1 —■

1201 -

2401 —

3601 —

4801 —

6001 —

7501 -

10001 —

15001 —

20001 —

25001 —

30001 -

40001 —

Above

12C0

2400

3600

4800

£000

7500

10000

15000

20000

25000

30000

40000

60000

60 M)

All income ranges

1436.08

7406.13

9665.07

9264.52

8137.22

8271.21

9016.99

9199.54

3747.14

1733.09

867.57

699.99

332.79

1083.65

70961.00

1149.95

5561.84

6725.64

5873.8'

5254.23

5621.31

6038.86

6726.23

3104.70

1236.67

238.78

119.82

330.27

0.00

47982.11

3.01

33.77

49.14

69.24

60.39

32.69

72.23

81.02

23 09

33.2J

31.06

0.0J

0.00

73.58

562.42

3.27

84.50

201.32

288.25

318.06

382.74

310.97

142.37

46.86

0.00

6.17

0.00

0.00

0.00

1784.50

0.00

0 00

0.00

0.00

56.56

85.50

69.46

28.88

11.13

0.00

2.48

0.00

0.00

0.00

254.00

Note: Totals may not tally due to rounding.

Source: As explained in Appendix 1.
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(Rs. crore)

Employ

ers' con

tribution

to P. F.

(7)

0.21

5.45

12.99

18.60

20.52

24.69

20.06

10.01

3.8J

0.00

0.62

0.00

0.00

0.00

116.95

Chapter

VIA

rates

(8)

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.0913

0.0951

0.0702

0.0985

0.0590

0.0457

0.0675

N.A.

Sum of

column

3 thro

ugh 7

(9)

1156.44

5685.56

6989.06

6249.89

5709.74

6146.92

6511.58

6988.51

3189.59

1269.88

279.12

119.82

330.27

73.58

50699.98

Column

2 minus

column

(10)

279.64

1720.57

2675.99

3014.63

2427.48

2124.29

2505.41

2211.03

557.55

463.21

588.45

580.17

2.52

1010.07

20161.02

Amount

of Chap-

9 ter VIA

deduc

tions

(11)

53.16

327.08

508.70

573.63

461.46

403.83

476.28

201.87

53.02

32.52

57.96

34.23

0.11

68.18

3251.49

Net in

come

(Oolumn

10—11)

(12)

226.48

1393.49

2167.28

2441.55

1966.02

1720.46

2029.13

2009.17

504.53

430.69

530.49

545.94

2.40

941.89

16909.53

Cumula

tive of

column

12

(13)

226.48

1619.97

3787.25

6228.80

8194.82

9915.28

11944.41

13953.58

14558.11

14888.80

15419.29

15965 23

15967.63

16909.53

16909.53
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TABLE A.1.40

State-wise Demation of the Distribution of "Net Income" from

Gross Income for Rural India 1980-81, Case 2 ("Missing Income"

Allocated in Ratio of U:R = 1:1.5)

(Rs. crore)

Income ranges

for earners

(1)

j

1201 —

2401 —

3601 —

4801 —

6001 —

7501 —

10001 —

15001 —

20001 —

25001 —

30001 —

40001 —

Above-

1200

2400

3600

4800

6000

7500

10000

15000

20000

25000

30000

400^,0

60000

60000

All income ranges

Gross

income

(2)

1553.34

7512.58

10069.11

9277.87

7932.45

7454.83

8365.05

8478.12

3556.62

1571.63

776.40

619.08

289.82

1424.09

68881.00

Agricul

tural

income

(3)

1249.24

5666.27

7037.91

5907.81

5144.24

5088.48

5625.56

6225.68

2959.64

1125.33

214.62

106.43

288.88

0.00

46641.39

Depre

ciation

(4)

3.16

33.17

49.58

67.14

57.00

28.53

64.89

72.31

21.22

29.16

26.92

0.00

0.00

93.64

546.70

Stand-

dard

deduc

tions

(5)

3.54

85.71

209.74

288.67

310.06

344.97

288.50

131.27

44.53

0.00

5.51

0.00

0.00

0.00

1712.50

H.R.A.

deduc

tions

(6)

0.00

0.00

0.00

0.00

70.21

78.12

65.32

26.98

10.71

0.00

2.25

0.00

0.00

0.00

253.59

Note: Totals may not tally due to rounding.

Source: As explained in Appendix 1.
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Table A.1.40 (Contd.)

(Rs. crore)

Employ- Chapter- Sum of Column 2 Amount Net in- Cumula-

ers' con- VIA column minus of chap- come tive of

tribution rates 3 thro- column 9 ter VIA (column column

to P. F. ugh 7 deduc- 10—11) 12

tions

(7)

0.22

5.43

13.29

18.29

19.65

21.86

18.28

9.06

3.55

0.00

0.54

0.00

0.00

0.00

110.17

(8)

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.1901

0.0913

0.0951

0.0702

0.0985

0.0590

0.0457

0.0675

N.A.

(9)

1256.16

5790.58

7309.81

6281.91

5601.16

5561.96

6063.55

6465.30

3039.65

1155.49

249.84

106.43

288.88

93.64

49264.35

(10)

297.18

1722.00

2759.30

2995.96

2331.29

1892.87

2301.50

2012.82

516.97

416.14

526.56

512.65

0.94

1330.45

19616.65

(11)

56.49

327.35

524.54

569.53

443.18

359.84

437.51

183.77

49.16

29.21

51.87

30.25

0.04

89.81

3152.56

(12)

240.69

1394.65

2234.75

2426.43

1888.11

1533.04

1863.98

1829.05

467.81

386.93

474.69

482.41

0.90

1240.65

16464.09

(13)

240.69

1635.34

3870.09

6296.52

8184.63

9717.67

11581.65

13410.70

13878.51

14265.44

14740.14

15222.54

15223.44

16464.09

16464.09
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TABLE A.1.41

Step-wise Derivation of the Distribution of "Net Income" for Rural

India 1980-81, Case 3 ("Missing Income" Allocated in Ratio of

U:R = 1:1)

Income ranges

for earners

(Rs)

Gross Agri- Depreci- Standard H.R-A

Income cultural ation deduction deduc-

income tions

(1) (2) (3) (4) (5) (6)

1-1200

1201-2400

2401-3600

3601-4800

4801—6000

6001-7500

7501—10000

10001—15000

15001—20000

20001-25000

25001—30000

30001 -40000

40001—60000

Above 60000

All income

ranges

1696-35

766248

9624.28

8912.53

7312.63

7242.63

8125.82

7592.98

2998.02

1295.24

653.46

512.24

233.71

1829.63

65692.00

1373.06

5816-59

6769-69

5711.77

4772.86

4975.50

5500.89

5611.65

2510.89

934.24

181.79

88.63

234.45

0.00

44482.02

3.31

32.54

45-58

62.03

50.54

26.66

60.63

62.28

17.20

23.11

21.79

0.00

0.00

115.71

521.39

3.86

87-42

200.47

277.30

285.83

335.15

280.23

117.65

37-49

0.00

4.64

0.00

0.00

0.00

1630.04

0-00

0.00

0.00

0-00

51.06

76.13

63.66

24.24

9.06

0.00

1.90

0.00

0.00

0.0J

226.05

Note : Totals may not tally due to rounding.

Source: As explained in Appendix 1.
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(Rs crore)

Employers' Chapter Sum of Column 2 Amount of Net Cumu-
contribu- VI A column 3 minus chapter income lative
tion to P.F. rates through 7 column 9 VIA ded- (column of col-

uctions 10-11) umn 12

(7)

0.23

5.29

12.14

16.79

17.30

20.29

16.96

7.75

2.86

0.00

0.44

0.00

0.00

0.00

100.05

(8)

0.1901

0.1S01

01901

0.1901

0.1901

0-1901

0.1901

0.0913

0.0951

0.0702

0.0985

0.0590

0.0457

0.0675

N.A.

(9)

1380.45

5941.84

7027.88

6067.89

5177.59

5433 .73

5922.37

5823.58

2577.50

957.35

210.57

88.63

234.45

115.71

(10)

315.89

1720.64

2595.40

2844.64

2135.04

1808.90

2203.45

1769.40

420.52

337.89

442.89

423.61

Neg.

1713.92

(11)'"

60.05

327.09

493.58

540.77

405.87

343.87

418.88

161.55

39.99

23.72

43.62

24.99

Neg.

115.69 ]

(12)

255.34

1393.54

2102.83

2303.88

1729.17

1465.03

1784.57

1607.86

380.53

314.17

399.27

398.62

Neg.

1598.25

46959.55 18732.45 2999.64 15732.81

"(13)"

255.84

1649.38

3752.21

6056.09

7785.25

9250.28

11034.85

12642.71

13023.24

13337.41

13736.68

14135.29

14134.58

15732.81

15732.81
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TABLE A. 1.44

Estimated Values of "Blow-up" Factors by Status of

Assessees for the Assessment Year 1976—77

Status of

assessees

Number of assessees Adjusted Number Blow-up

C&AG Cases of C&AG of as- factor

N.A. and Col.(2)— sess- ratio of

filed @ 10 Col.(3) ments Col.(4)-r

per cent (AIITS) Col.(5)

of col.(2)

(1)

Individuals

HUFs

Association of

persons (AOP)

Firms (Registered

and Unregistered)

(2)

2876971

197734

47061

596750

(3)

287697

N.A.

N.A.

59675

(4)

2589274

197734

47061

537075

(5)

1825000

69000

21000

280000

(6)

1.4188

2.8657

2.2410

1.9181

Note: N.A. refers to'not applicable'.

Source : Figures in column (2) are taken from 'Annual Report' of the

Comptroller and Auditor General of India (C&AG) for

1976-77, those in column (5) are from AIITS annual

publication for Assessment years 1976-77 to 1978-79 and

those in column (3) are based on Personal Discussions

with Director of Statistics, Directorate of Inspection, New

Delhi.
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TABLE A.I.45

511

Esatimted Values of "Blow-up" Factors by Status of Assessees for

the Assessments Completed in the Year 1981-82

Status of

assessees C

(1)

Individuals

HUFs

Association of

persons (AOP)

Firms (Register

ed and unregis

tered)

Number of assesiees

& AG

(2)

3521156

232521

74532

786321

Cases

of N.A.

& filed

(3)

352116

N.A.

N.A.

78632

Adjusted

C&AG

Col. (2)-

Col. (3)

(4)

3169040

232521

74532

707689

Number of

assess

ments

AIITS

(5)

1112885

43732

17288

232211

Blow-up

factors

ratio of

Col. (4)

-f- Col.(5)

(6)

2.8476

5.3169

4.3112

3.0476

Note: N.A. 'not applicable'.

Source: Same as in Table A. 1.43, but relating to the AIITS, financial

year, 1981-82.



APPENDIX II

Tax Evasion: Some Implications for National

Income Estimates

The purpose of this brief appendix is to outline, in a

qualitative way, the vulnerability of India's national income

estimates to evasion of taxes and economic regulations.

The intent is to convey some flavour of the sources and

methods deployed by the CSO, for estimating value-added in

the major sectors of the economy and to comment on how

these sources and methods might be sensitive to evasion.

Some caveats are in order First, our purpose is not to

attempt a comprehensive critique of the existing sources and

methods. Second, our descriptions of the sources and methods

only touch on salient aspects and cannot substitute for

the comprehensive treatment in the CSO's "Pink Book"

on Sources and Methods (Government of India, CSO, 1980).

Except where otherwise stated, all quotations in this appendix

are from that document. Third, we refrain from attempting

quantitative estimates of the degree to which estimates of

value-added for each ssctor may be biased because of evasion

considerations. Fourth, we confine ourselves to the estimates

of value-added and do not explore the implications of evasion

for all aspects of national income accounting.

Table A.2.1 presents the current price estimates of gross

domestic product at factor cost by industry of origin for

1970-71 and 1980-81, as percentage of total GDP at factor

cost. Our comments are limited to sectors which accounted
for more than 3 per cent of total value-added in 1980-81.
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TABLE A.2.1

Gross Domestic Product at Factor Cost and Current by Industry of

Origin for 1970-71 and 1980-81: Percentage Distribution

Industry

1. Agriculture and allied activities

2. Forestry and logging

3. Fishing

4. Mining and quarrying

5. Manufacturing

a. Registered

b. Unregistered

. Construction

7. Electricity, gas and water supply

8. Transport, storage and communication

a. Railways

b. Transport by other means and storage

c. Communication

9. Trade, hotels and restaurants

10. Banking and insurance

11. Real estate, ownership of dwelling and

business services

12. Public administration and defence

13. Other services

14. Total: gross domestic product at

factor cost

1970-71

45.7

1.1

0.7

1.0

14.2

9.3

4.9

5.3

1.2

5.1

1.6

2.8

0.7

11.0

1.8

3.9 *
4.4

4.6

100.0

1980-81

35.5

1.0

0.8

1.5

17.2

11.3

5.9

4.8

1.7

5.6

1.0

3.9

0.7

15.6

3.0

3.6

4.7

5.0

100.0

Source: Government of India, CSO (1983).

Agriculture and Allied Activities

Agriculture and allied activities accounted for 35.5 per

cent of GDP in 1980-81 and was by far the largest sector of

the economy. Within agriculture, nearly 90 per cent of gross

value-added is attributable to crop agriculture, with livestock

accounting for most of the remainder.

For the 35 "'principal crops" which dominate crop agri

culture the estimates of area and output are mostly based on

the results of crop estimation surveys conducted annually by

the State governmeat agencies. In view of the nature of the

crop estimation surveys and the fact that incomes and outputs

from agriculture are largely free of tax, there is no good
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reason to believe that tax evasion is a significant factor which

biases the results systematically. Crop outputs are valued at

average wholesale prices prevailing in the primary markets

during peak marketing periods. Again, motives of tax evasion

should not distort this information.

Livestock products are divided into eight groups. For

each group information on yield rates (in relation to the total

number of the relevant type of livestock) is compiled from a

large number of diverse sources, principally surveys at the

State level. These are combined with information on live

stock numbers based on the quinquennial Indian Livestock

Censuses to yield annual estimates of livestock output for

the eight different categories. These outputs are valued at

prices obtained from the same sources as for crop agriculture.

Once again tax evasion motives are not likely to be a

significant source of bias in the estimates. With somewhat

less confidence the same claim can be maintained for the

estimates of values of inputs used in crop agriculture and

livestock, which are based on a wide variety of sources and

norms.

To sum up, we do not believe that the estimates of value-

added in agriculture and allied activities are significantly

biased by tax evasion and related motives.

Manufacturing

In 1980-81 mannfacturing was the second largest sector

in the economy accounting for 17.2 per cent of GDP at

factor cost. The sources and methods of estimating value-

added are very different for Registered and Unregistered

sectors of manufacturing. We consider each in turn.

Registered Manufacturing

This subsector accounted for 11.3 per cent of GDP in

1980-81. The estimates of value-added for this subsector are

based on the Annual Surveys of Industry (ASI) carried out

by the National Sample Survey Organisation (NSSO). All

factories employing "50 or more workers with power or 100
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or more workers without power" are surveyed on a census

basis, while the remainder of registered units are sampled.

Our discussions with ASI authorities confirmed that the

information entered in the ASI questionnaires is normally

consistent with the financial accounts of the factories, which

are made available to tax authorities. Put onother way, any

falsification of accounts for tax purposes will normally be

reflected in the estimates of value-added compiled through

the ASI. And the presumption would be in favour of

underestimation of true value-added.1

For this reason the vulnerability of the value added

estimates to evasion is perhaps more direct and acute in

this sector than in any other.

Unregistered Manufacturing

In 1980-81 this subsector accounted for 5.9 per cent of

current price GDP. Gross value-added estimates are first

prepared for the benchmark year of 1970-71. These are then

carried forward to other years on the basis of physical

indicators to yield constant price estimates, which are con

verted to current price estimates using price indices for

different subsectors.

The benchmark estimates are prepared separately for the

two subsectors of household manufacturing and non-household

manufacturing. For both subsectors the key data inputs are

the estimates of value-added per worker and of the number

of workers engaged in each of 16 industry groups.

For household manufacturing, the estimates of value-

added per worker are based on National Sample Surveys

(NSS) of the 23rd (1968-69) and 29th (1974-75) Rounds.

For non-household manufacturing the main sources are the

results of the 1970-71 Centrally Sponsored Scheme on Survey

of Small Scale Industries (CSSI) and the 1972 census of

small-scale industries published by the Development Comm-

1. While this is the most likely case, there are instances where

production and value data in smaller factories are inflated to

secure the benefit of various concessions with respect to tax and

inputs, which are specifically targeted towards small-scale units.
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issioner, Small Scale Industries (DCSSI). The benchmark

estimates of value-added per worker are subject to potential

downward bias because of underreporting of financial and

physical data in the NSS and CSSI/DCSSI surveys and census

for motives of evasion.2 The CSSI and DCSSI sources also

suffer from significant undercoverage (notably with respect

to rural units) of the population of small-scale units. Though

some of this undercoverage may be traced to the unwilling

ness of small-scale units to enter the official statistical net

because of apprehensions with respect to tax liability, the

resulting error in the estimates of value-added per worker

are likely to be minor.

The other main ingredient for the benchmark estimates

is information on the number of workers in each of the

sixteen subsectors, separately for household and non-house

hold manufacturing. The principal sources of information

are the 1961 and 1971 population censuses. Here, too, it is

possible that tax evasion motives could distort the industry-

wise data on distribution of workers (both within manufac

turing and in respect to manufacturing in relation to other

sectors), particularly for those engaged in household manu

facturing. We can offer no view on the gravity of this

possible bias.

Finally, the physical indicators used to move the bench

mark estimate forward to other years suffer from major

weaknesses [see, for example, Narottam Shah (1984)]. In

nine out of the sixteen subsectors of manufacturing the

indicators used are based on the indices of industrial

production for the registered manufacturing sector. Thus,

evasion-related errors in the estimates of output for register

ed manufacturing units have repercussions for the estimates

of value-added in unregistered manufacturing.

Clearly, there are several points at which information

used in the estimates of value-added can be influenced by

evasion considerations. In most cases the probable bias is

2. The presumption is that survey respondents are unlikely to provide

accurate information, if this is substantially different from the

information supplied to tax authorities.



APPENDIX II 517

towards underestimation. However, we have no means to

gauge the extent of such underestimatian or of its trend

over time.

Construction

In 1980-81 the share of construction in current price

GDP was 4.8 per cent. Of all the sectors in the economy the

estimation of value-added in construction is perhaps the most

complicated and roundabout.3 The sources of information are

diverse and the number of norms and ratios (which are

estimated for a given year and then held constant) is large.

The basic steps are as follows. Two kinds of construction

are distinguished, "pucca" and "kutcha". For "pucca"

construction a commodity flow approach is used to gauge

"the value at site in each accounting year, of five basic

construction input materials, viz., cement, iron and steel

products, timber and roundwood, bricks and tiles and perma

nent fixtures and fittings" (p. 96). Sample surveys indicate

that these five inputs accounted for 66 per cent of the value of

construction materials used in "pucca" construction in a

benchmark year. This information, together with data on

price trends, is used to estimate the total value of construc

tion materials used in "pucca" construction each year. For

1970-71 gross value-added is taken to be 60 per cent of the

value of material inputs. For other years adjustments are

made for differing trends in the indices for wages of construc
tion workers and prices of construction materials.

The most obvious ways in which evasion could affect

the estimates relate to evasion-induced under-estimation of

the total available quantities of the five key inputs. This is

particularly true for cement, iron and steel products and

fixtures and fittings. For the latter two the ASI information

is the key source, with the potential problems alluded to,

earlier. Underreporting of outputs and values may have been

3. The description provided in the CSO's "Pink Book" is somewhat

opaque. A much clearer treatment can be found in the Raj

Committee's Report on Saving and Capital Formation (Reserve

Bank of India, 1982).
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particularly serious for cement and iron and steel products

during periods of price control.

The estimates of value-added in "kutcha" construction

are based on estimates cf total value of construction of

different types (such as urban residential buildings, rural

residential buildings, etc.) from which estimates of corres

ponding "pucca" construction are first deducted to obtain

values of "kutcha" construction of different types. To each
of these, certain ratios (based on diverse surveys) are applied

to yield estimates of gross value-added by "kutcha"
construction.

The estimates of total value of construction of different

types are susceptible to underestimation for evasion motives.

On the other hand, any downward bias should imply an

opposite bias in the estimates of values of different types of

"kutcha" construction. So the net bias is indeterminate.

To sum up, while there is some reason to believe that

evasion motives lead to underestimation of value-added in

"pucca" construction, no such presumption can be confid
ently entertained for "kutcha" construction. In any case,

given the complex and indirect methodology, any errors

attributable to evasion motives are likely to be much smaller

than those arising from weaknesses in the underlying infor

mation base and the unreliability of the numerous norms and
ratios used.

Transport, Storage and Communication

This sector generated 5.6 per cent of current price GDP in

1980-81, with railways accounting for 1.0 per cent, communi

cation for 0.7 per cent and "transport by any other means

and storage" for 3.9 percent. Value-added estimates for the

first two subsectors are prepared on the basis of budget

documents, annual reports and appropriation accounts

pertaining to the Railways and the Post and Telegraphs

Department. There is no question of tax evasion distorting

these estimates. Much of the value-added classified under

"transport by any other means and storage" is also compiled

from the accounts of various public sector undertakings such
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as Air India, Indian Airlines, Shipping Corporation of India,

State Road Transport Corporations/Companies etc., where

evasion considerations are unlikely to significantly influence

the basis of the estimates.

The main subsector where the influence of evasion consi

derations on the value-added estimates may be significant is

private mechanised road transport, which may have accounted

for about 2 per cent of GDP in 1980-81. The method of

estimations requires data on value-added per worker and the

number of workers. Benchmark estimates of the latter are

based on the population censuses; these are then moved

forward using year-wise estimates of the population of

different kinds of vehicles. For estimates of value-added per

worker, the key sources are the annual surveys of private

road transport undertakings carried out in Punjab and

Kerala. It is here that the possibility of evasion-induced bias

(downside) is greatest, though once again we have no means

of gauging its degree.

Trade, Hotels and Restaurants

In 1980-81 this was the third largest sector of the

economy, accounting for 15.6 per cent of current price GDP.

Of the total value-added in this sector the share of trade was

over 90 per cent, and it is on this subseetor that we shall

focus.

In summary, the estimate of value-added in trade in

current prices is obtained by the following steps:

(i) For registered trade (covered under Sales Tax Acts/

Regulated Market Acts) benchmark estimates of

value-added per worker for 1970-71 are prepared on

the basis of surveys of distributive trade carried out

in 8 States in the period 1964-65 to 1971-72.

(ii) This benchmark estimate is multiplied by an estimate

of the number of workers in registered trade based on

the 1971 population census and the distributive trade

surveys of Haryana and Andhra Pradesh (the only

two States which estimated the division of workers

between the registered and unregistered sectors).
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(iii) For unregistered trade the estimate of value-added per

worker in 1970-71 is based on the NSS 24th Round

(1969-70). This is multiplied by the estimate of

number of workers in unregistered trade to obtain

value-added.

(iv) For current price estimates of value-added in subsequ

ent years trade is subdivided into organised and

unorganised subsectors. Estimates for the organised

subsector are based on the annual reports of public

sector companies and details of finances of joint stock

companies and cooperative societies. For the

unorganised subsector (approximately 90 rer cent of

the total) annual constant price estimates are first

obtained and then converted to current prices using

the wholesale price index of all commodities,

(v) For the total trade sector constant price estimates are

obtained by moving the benchmark estimate "by a

specially prepared index of volume of goods handled"

(p.45), based on trends in the marketable surplus of

the commodity producing sectors (manufactured

goods have a weight of about 65 per cent in this

index).

(vi) The estimates of value-added at constant prices in the

organised trade sector are obtained independently by

applying quantum indices of purchases to the 1970-71

estimate. For example, the quantum index for joint

stock companies and cooperative societies is obtained

by deflating annual data on the current value of sales

by the private corporate sector (based on Reserve

Bank sample studies of company finances) by a

wholesale price index of selected commodities.

Value-added in constant prices in the unorganised subsector

can now be obtained as a residual.

The estimates are vulnerable to evasion-induced distor

tions at several points. The most obvious of these relates to

the surveys which underpin the estimates of value-added per

worker in the benchmark year. Discussions with the

organisers of one of the distributive trade surveys supported



APPENDIX II 521

the presumption that estimates of turnover and value-added

reported by respondents could be substantially below the true

levels, with respondents wishing to maintain some consistency

with their sales tax returns. Second, the "index of volume of

goods handled" used to move the benchmark estimate for

total trade forward (step v) is heavily dependent on estimates

of production of manufactured goods, which, as we noted

earlier, are likely to be biased downwards because of incent

ives to evade tax This would certainly depress the base year

level of the index; whether it would distort its growth trend is

an open question. Furthermore, evasion-induced underrepor

ting of data on value-added and sales in organised trade could

introduce errors in steps (iv) and (vi), though the resulting

direction of bias in overall estimate of current price value-

added in trade would be in opposite directions.

On balance, these considerations point to a possibility of

significant underestimation of value-added in trade, with

most of it attributable to underreporting in the surveys

underpinning the benchmark estimate of value-added per

worker.

Real Estate, Ownership of Dwellings and Business Services

The share of this sector in current price GDP in 1980-81

was 3.8 per cent. Nearly 90 per cent of this value-added

was attributable to the subsector, ownership of dwellings,

to which we confine ourselves here. Value-added is com

puted separately for urban and rural residential dwellings,

with the former accounting for about 55 per cent of the

total.

Value-added consists of gross rentals less the cost of

repairs and maintenance. Gross rental is estimated as a

product of average gross rental (including imputations for

owner-occupied housing) per dwelling and the number of

census dwellings. For urban residential dwellings the key

information on rentals consists of "annual assessed rentals of

municipal houses subject to house tax . . ." (p.50) obtained

from a sample of reporting municipalities. This reliance on

information tendered for urban property taxes is a major
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source of downward bias in the estimates of value-added,

though only a part of this can, strictly, be attributed to

evasion considerations. For one thing, property tax assess

ments are done after long periods during which the gap bet

ween market rentals for tax assessment can widen greatly.

Second, rent control regulations effectively freeze the base

for assessment. As Ghosh and Mohan (1983, p.11) observe

"even if the rent transacted is higher than the standard rent

as determined by rent control laws, property tax may only

be assessed at standard rent". Third, where rent control

does not apply, rents shown as transacted may be far below

rents actually transacted if the landlord engages in evasion

to reduce liability for bcth income tax and house property

tax. For these and other reasons, Ghosh et. al. (1981, p.7)

suggest that "the extent of undei estimation of income from

urban residential housing maybe 50 per cent of the actual,

if not more."

The estimates of value-added from rural residential

dwellings are based on very limited data and involve assum

ptions which link rural rentals to the estimates for urban

rentals. Though little of the data weakness is directly attri

butable to evasion, there is a presumption of a downward

bias in these estimates because of the link to urban rentals.

Put lie Administration and Defence

In 1980-81 this sector accounted for 4.7 per cent of current

price GDP. By definition value-added in this sector compri

ses oily compensation of employees. The information is

obtained from the budget documents and accounts of the

Centre, States, Union Territories and local authorities.

Such budget information is likely to be insensitive to tax

evasion.

Other Services

This sector, which accounted for 5 per cent of current

price value-added in 1980-81, includes education (53.7 per

cent), medical and health services (15.8 per cent), legal services
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(2.2 per cent), recreation and entertainment services (1.5 per

cent) and various personal services (16.3 per cent).4

The methods of estimation of value-added vary some

what across subsectors. For education, which accounts

for more than half the sectoral total, gross value-added

is composed predominantly of the wages and salaries

to teachers and other workers in educational institutions.

For "recognised educational institutions" (which account

for 98 per cent of the value-added in education) this inform

ation) is compiled annually by the Ministry of Education.

While there is little reason to believe that this information is

distorted by considerations of tax evasion, there is good

reason to suspect that many teachers "moonlight" to augment

their salaries through private tuition, and these incomes are

neither reported to the Ministry of Education nor the tax

authorities. So, for reasons, which include tax evasion, the

estimate of value-added in education may involve a significant
underestimate.

For public sector medical and health services, budget data

are relied upon. As with education, these totals will exclude

the incomes earned from "moonlighting", For private sector

medical services and all other (except sanitary) services the

methodology followed is to estimate the annual working

force in each subsector (from population censuses and other

sources) and multiply this with an estimate of value-added
per worker.

The principal sources of estimates for value-added per

worker are the NSS surveys for the 18th (1963-64) and 29th

(1974-75) Rounds. These two data sources are combined
with information on price and wage indices and the estimates

of working force in each subsector to yield annual estimates

of value-added in each subsector.

Obviously, the value-added per warker estimates based

on the NSS surveys are subject to downward bias from

respondents who wish to maintain some consistency between

their survey responses and their tax returns, where the latter

4. The percentages in parentheses refer to respective shares of the
subsectors in the 1980-81 sectoral total.
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may incorporate substantial underreporting (or may not have

been filed on the implicit claim of earning falling below ex

emption limits).

Thus, on balance, evasion considerations may entail a

significant underestimate of the value-added in "Other

Services".

An Overall Assessment

We have tried, in this appendix, to indicate the manner

in which evasion may influence the estimates of GDP by
sector of origin. It is clear that three is a strong pr.ma facie

case for suspecting significant underestimation of total GDP.

Based on our qualitative appraisal we suggest that such
underestimation may be most pronounced in the following

sectors:

— Manufacturing (Registered and Unregistered)

— Transport by Other Means and Storage

— Trade, Hotels and Restaurants

— Other Services.

It is interesting to observe that between 1970-71 and

1980-81 the share of each of these four sectors in current

price GDP increased (Table A.2.1). Their total share grew

from 32.6 percent in 1970-71 to 41.7 percent in 1980-81.

This means that recorded growth has been fastest in those

sectors in which the estimates of value-added are deemed

most susceptible to underestimation for reasons of evasion.

This, in turn, suggests that the degree of underestimation of

total GDP, for this reason, may have increased over time.
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