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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 reporttoa
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 of
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



vili 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.

R.J. CHELLIAH

March 1985 Honorary Director
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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. toattempt 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 tepic
at hand, it is difficult to assess the reliabitity 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



INTRODUCTION 3

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 level 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.
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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 anumber 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 countries!. 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 ali, itis 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.?

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 commoasensical 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
2conomic 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 oa 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 subsumez 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 unler-reporting  of incomes and
receipts from the following categories®.
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1. Income from current, legal economic activities;

2. Income from legal transfer payments’, 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 atthe 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, thatis, to
item (1) of the six items enumerated under the definition of
tax-evaded income ®. 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 werker for some earlier “venchmark” year which are
moved forward in time with the help of price indices and
then multiplied by estimates of total work forcc for the
relevant professional service to obtain current price estimates
of value-added in that sector [see Government of India, CSO,
(1980)]. None of the key eclements of this national account-
ing calculation are affected by the doctor’s current under-
reporting of income. Of course, underreporting by respon-
dents ar 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.®

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 are 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 ate 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 !

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-
jonaries. 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 “haftas’ (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 notin-
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 1s generate:l
in several ways. First, the company’s profits are understated,
both by the misdeclaration of output and by the inflation of
expenditures.” 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 tunme of Rs 5lakh, 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 contracters 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 bztween 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. 1n a pucely accounting sense,
such transfer payments do not alter the real size of the
economy, but they can clearly have a very powertul 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.
Finaily, 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 1s 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 (NIPFP, 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 haif 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-
jonalization 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 payvments 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 serviees.

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 his
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black wealth by cumulating his “‘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 11 biack «tie black part may repre-
sent legal source income which is not dis:losed to the tax authori-
ties or it may represent illeral source income, say, from smuggling.
Suppose he consumes goods and services worth Rs 80,000 during
the year. Now he has a vary considerable degree of freedom in how
he chooses to hold his savirgs of Rs 20,000. The total amount of
the savings is unambiguous. But the amount of black savings
cannot be determined unambiguously. Tt depends eatirely 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 1o saving from his biack 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. All intermediary situations are, of course, possible.

. We should note, in passing, that while income tax evasion is typi-
cally associated with underreporting and non-treporting of incomes,
sometimes evasion is accomplished through misclassification
of incomes; for example, by showing non-agricultural incomes as
agricultural incomes.

_ As the nomenclature suggests, such payments simply transfer pur-
chasing power from onc econcmic ugent (OI set of agents) to
another; there is nc increase in the economy’s national income.

Whether item (4), incomes frem current il/egal economic activities,
should be excluded from national income isa real, and separate,
jssue. There may even be some question as to wheiher the current
practice is bascd on principle (of excluding activities which produce
social “bads’ not social “goods”) or on expedicncy (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 inllation 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 otherwisey output
prices.
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Black Income in India: A Critical
Review of Recent Estimates!

Introduction

DURING the last three years a numb:r of writers have
attempted to estimate the size of the black cconomy
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 anaivtical methods, which
have the advantage of facilitating discussion and assessment
of the techniques used, and not just the resulis 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 objzctive
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:?

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 definitions
of black income sketched in Chapter 2.
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b. Monetary approaches. In essencz, 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, pioneersd by Gutmann (1977), for
the US in 1976, picks a base 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 curreacy 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 thecein 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 approachcs. 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 ndtional 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 reliable. The next step is to estimate a
relationship between 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) caniot be explzined interms of growth
in officially measured GNP and oiher relevant variables, such
as changes in technology and output imix, 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 participaticn 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
(1981) ], 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 India 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.® 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.®* 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

Finan- Unacc- Unacc- Column Column Column Column
cial ounted ounted 2) as 3) as (2) as 3) as
year income: income: percen- percen- percen- percen-
“Wachoo “Own tage of tage of tage of tage of
method” method” NNPat NNPat GNPat GNP at

(Rs (Rs currrent current  current current
crore) crore) factor factor factor factor
cost cost cost cost
n @ €)) )] 3 ) a
1960-61 747 916 5.6 6.9 5.3 6.5
1961-62 801 716 5.7 5.1 5.4 4.8
1962-63 897 837 6.1 5.6 5.7 5.3
1963-64 1008 1452 5.9 8.6 5.6 8.1
1964-65 1132 1564 5.7 7.8 5.4 7.4
1965-66 1231 1539 6.0 7.5 5.6 7.0
1966-67 964 1685 4.0 7.1 3.8 6.7
1967-68 1563 1816 5.6 6.5 3.9 4.6
1968-69 1651 1318 5.8 4.6 5.5 4.4
1969-70 2104 2714 6.7 8.6 6.3 8.1
1970-71 1908 2062 5.6 6.0 5.2 57
1971-72 2208 1392 6.0 3.8 5.7 3.6
1972-73 1897 1795 4.7 4.5 4.4 42
1973-74 2869 4757 5.7 9.4 5.4 8.9
1974-75 4110 8611 6.9 14.5 6.5 13.7
1975-76 4117 7262 6.6 11.7 6.2 11.0
1976-77 4551 8098 6.8 12.1 6.4 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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[Sce, 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.®

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.”
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.®

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 under-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.® 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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A CRITICAL REVIEW OF RECENT ESTIMATES k]

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 fax 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.!® 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 ideatity, MV = PT, 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 bztween 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 uareported 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 (=MYV) 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);

(i1i) 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 of Y and officially measured nominal GNP
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yields estimates of the unreported economy. Looked
at another way, whenever theratio of PT tomeasured
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
" Average life of currency
note

Turnover rate per year

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.’> 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 theirestimates 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 ¢1 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 1apidly 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 2.

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 unreported
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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 thereis 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 TY¢
(ii) In any year, t, a variable bt is defined such that,
. TotalGDP___ _ TV

Reported GDP ~ RY;
(iii) This allows one to write:
INt=a.bt RYt=8¢RYzq,
Where, Bt="ab:.

In order to allow for changes in technology and output-
mix, GM define the proxy variables IT; and IP; to represent
these phenomena. The resulting form of the equation to be
estimated is :

INt=a+B¢RYt+v1 ITt+Y2IPs.

(iv) Recognising that the value of ¢ can change over time
(because of underlying changes in bt) , GM experi-
ment with alternative functional forms of 8¢, such as:

ﬁt:Bo“}‘gl t+Pat? ...

(v) The equation which is finally chosen to derive the
scale of the unreported economy incorporates esti-
mates for 8o and B2, and is as follows:

INt= —7782.27+ (0.7909 + 0.001203t%) RY:
(1.75) (3.40)
+ 2637.72 t-+11856 1Pt
(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 2.8
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 B¢ for
any given year. But B: 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 81 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 Bo=bo.a gives
an estimate of a). Presumably GM adop:ed 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 itis 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 ~f 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
of R? 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 casily 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, Ghosh er. a/. 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 er. al. consider the possibility that the official data
for GDP may reflect significant underestimation. It should,
thus, be clear that Ghosh ¢f. al. do not make estimation of
the central 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 per cent,
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.'®* Combining these assumptions they estimated
unreported GDP to have been about 7-9 per cent of current
market price GDP in the ycars 1970-71 to 1977-78.

b. An assessment. The estimates by Ghosh ef. 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 unaccouated
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 Chopra’s estimates Gupta Gupta Ghosh Rangne-
“Wanchoo “Own and and et. al’s kar’s
method” method” Gupta’s Mehta’s estima- esti-

estima- estima- tes mates
tes tes
03] 2 3) 4 &) ©) 0]
1960-61 5.0 6.1 — — — —
1961-62 5.0 4.5 - — — —

1962-63 5.3 4.9 — —
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l 2 3 4 5 6 7
1963-64 5.2 7.4 — — — -
1964-65 4.9 6.8 — 2.8 — —
1965-66 5.1 6.4 — — - 9.8
1966-67 35 6.1 — — - -
1967-68 4.9 5.7 9.5 — — -
1968-69 5.0 4.0 13.6 — — 8.6
1969-70 5.8 7.4 14.9 — — 8.4
1970-71 4.8 5.2 22.3 — 7.6 —
1971-72 5.1 3.2 28.7 — 7.8 —
1972-73 4.0 3.8 31.9 - 7.8 —
1973-74 4.9 8.1 27.1 - 7.4 9.9
1974-75 59 12.4 20.9 13.8 8.1 9.3
1975-76 5.6 9.9 250 —_ 8.4 10.0
1976-77 5.7 10.2 37.6 — 8.7 11.3
1977-78 — — 38.4 — 8.7 12.1
1978-79 - - 48.1 19.8 — 13.5
1979-80 — — — — — 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 ez. 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 4,
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 '*. 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 hasa
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, nature and consequences.
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10.

Notes

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

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

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

Committee had obtained the full time profils of assessments from
the revenue authorities.

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.

. 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.

A school teacher may undertake private tuition; a PWD carpenter
may take up remunerative projects on his own account, etc.

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.

It should be noted that the difference in total assessmeats 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.

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.

12.

13.

14.

Gupta and Gupta suggest some evidence to the contrary in India,
but it is not compelling.

Tanzi (1982a) levels a similar critici-m against Feige’s estimates
of the underground economy for the United States.

Strictly speaking, this source of underestimation of national
income is not directly related to tax evasion and related behaviour.

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.

. 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
deveioped 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 Method®

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 thc 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/M:) = ao + ailnT + azIn (WS/NI) + aslnR
+alny (1)

where (C/M:) 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’’, M, 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 (M1 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.> 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 expsct 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 A pproach 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/M:) 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.® 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.* 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:

g= a0+a1+RGNP-+a:NOCB-+-asTTR +as(R—ERI)+
+ — T -

where the expected signs are noted below each coefficient
and the variables are defined as follows:®
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 of each 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.
R 12 = Average 12-month commercial bank
deposit rate;
RAVE = Average interest rate on commercial
bank time deposits.

ERI = BExpected 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 aa is expected
to be negative. The coefficient as, 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 as relates to the real rate of interest which
is defined as the nominal rate of interest on bank deposits,
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TABLE 44.1

Data Used in the Regressions

Year C P RGNP NOCB TITR R12
(Rs. (1970- (Rs. (Per (Per
crore) 71=100) crore) cent)  cent)
1 163 3 ) ) (6)
1951-52 1287 50.4 18882 4119 7.4 1.73
1952-53 1206 44.1 19513 4040 7.0 2.13
1953-54 1235 46.2 20765 4021 6.5 2.77
1954-55 1285 43.0 21460 4032 7.5 2.39
1955-56 1432 40.8 22304 4085 7.5 2.39
1956-57 1561 46.5 23495 4193 7.5 2.94
1957-58 1609 47.9 23272 4375 8.7 3.29
1958-59 1674 49.8 25172 4605 8.1 3.33
1959-60 1814 51.7 25711 4847 8.7 3.23
1960-61 1956 55.1 27054 4939 9.0 3.31
1961-62 2062 55.2 28145 5012 9.7 3.97
1962-63 2235 57.3 28958 5173 11.0 3.99
1963-64 2438 60.9 30716 5419 11.9 4.00
1964-65 2634 67.5 33054 5828 11.3 4.79
1965-66 2841 72.7 31691 6131 12.2 5.50
1966-67 3028 82.8 31660 6595 11.9 6.00
1967-68 3199 92.4 34277 6984 10.8 6.00
1968-69 3436 91.3 35491 7649 11.4 5.50
1969-70 3765 94.8 37755 9051 11.5 5.50
1970-71 4160 100.0 39979 11184 11.9 6.00
1971-72 4576 105.6 40883 12985 12.9 6.00
1972-73 4969 116.2 40590 14739 14.0 6.00
1973-74 5850 139.7 42134 16503 12.6 6.00
1974-75 6326 174.9 42315 18180 13.3 7.65
1975-76 6557 173.0 45483 20455 15.7 8.00
1976-77 7321 176.6 47040 23555 15.5 8.00
1977-78 8276 185.8 58958 26997 14.5 6.33
1978-79 9474 185.3 54331 29505 16.0 6.00
1979-80 10933 217.6 51753 31558 16.5 6.53

1980-81 12374  257.3 55366 34588 15.3 7.04
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RAVE ERI'1 FRI2 ERI3 ERI ERI5 ERI6 ERIL7
(per (per (per (per (per (per (per (per
cent) cent) cent) cent) cent) cent) cent) cent)
O] ® ) (10) an 12) a3 a9
2.70 7.16 9.59 9.39 8.62 7.84 7.15 6.59
3.18 7.05 8.89 8.41 7.62 6.98 6.53 6.25
3.26 5.10 4.61 2,14 —043 —2.76 —4.89 —6.87
3.38 5.07 4.64 2.92 1.65 1.00 0.90 1.27
3.53 3.87 2.33 —0.03 —1.78 —2.97 -—3.80 —4.47
3.80 297 0.84 —1.56 —3.12 —4,04 —4.59 —4.93
4.52 4.07 3.46 3.10 3.72 4.96 6.55 8.30
4.25 3.96 3.37 3.07 3.43 3.99 4.42 4.60
369 3.96 3.49 3.34 3.65 3.98 4.15 4.16
3.33 3.95 3.56 3.49 3.72 3.90 3.95 3,92
3.69 4.21 4.16 4.41 4.86 5.24 5.53 5.78
4.02 3.81 3.37 3.14 2.99 2,71 2.32 1.86
4.38 3.81 3.45 3.34 3.31 3.25 3.21 3.22
4,91 4.05 4.02 4.22 4.50 4.77 5.05 5.36
6.20 4.73 5.38 6.21 7.04 7.80 8.52 9.20
7.20 5.03 3.85 6.66 7.30 7.75 8.03 8.15
7.39 5.92 7.45 8.83 9.94 10.82 11.55 1217
7.22 6.48 8.28 9.66 10.60 11.21 11.57 11.76
6.84 5.72 6.39 6.40 5.88 5.01 3.91 2.70
6.86 5.53 5.88 5.63 5.06 4.42 3.86 3.49
7.29 5.52 5.80 5.59 5.23 4.95 4.84 4.89
7.53 5.53 5.76 5.59 5.38 5.28 5.30 5.39
7.76 5.98 6.62 6.93 7.24 7.66 8.14 8.64
9.30 7.41 9.34 1091 12.43 13.94 15.39 16.75
10.51 9.19 12.51 15.20 17.54 19.57 21.28 22.66
10.93 8.16 9.79 10.3i 10.09 9.24 7.86 6.04
10.95 7.55 8.25 7.84 6.89 5.65 4.39 3.27
10.69 7.32 7.64 7.05 6.22 5.43 4.88 4.63
10.74 6.58 6.71 4.94 3.73 2.72 1.95 1.39
16.54 7.64 8.31 8.59 9.09 9.92 11.05 12.40
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ERI 8 ERIO9 Year to year change in wholesale price
(per (per Price Index
cent) cent) Year (per cent) Year (per cent)
(15) 16) (17) (18) 19 (20)
6.21 6.07 1930-31 —16.14 1960-61 6.58
6.13 6.11 1931-32 —26 29 1961-62 0.18
—8.77 —10.64 1932-33 —5.10 1962-63 3.80
2.05 3.22 1933-34 —6.71 1963-64 6.28
—5.13 —5.91 1934-35 —2.16 1964-65 10.84
—5.12 —5.20 1935-36 9.56 1965-66 7.70
10.15 12.05 1936-37 0.67 1966-67 13.85
4.4 3.91 1937-38 333 1967-68 11.59
4.06 3.96 1938-39 —5.16 1968-69 —1.19
3.87 3.83 1939-40 6.25 1969-70 3.82
6.04 6.31 1940-41 —0.51 1970-71 5.49
1.35 0.79 1941-42 9.91 1971-72 5.61
3.31 3.50 1942-43 22.08 1972-73 10.00
3.69 6.00 1943.44 36.83 1973-74 20.22
9.81 10.36 1944-45 10.64 1974-75 25.20
8.12 7.97 1945-46 1.28 1975-76 —1.09
12.74 13.30 1946-47 9.12 1976-77 2.03
11.82 11.76 1947-48 11.63 1977-78 5.28
1.41 0.11 1948-49 22.13 1978-79 0.00
3.35 3.46 1949-50 2.52 1979-80 17.12
5.06 5.29 1950-51 6.26 1980-81 18.20
5.49 5.57 1951-52 6.11
9.13 9.59 1952-53 —12.50
18.00 19.16 1953-54 4.76
23.76 24.60 1954-55 —6.93
3.88 1.48 1955-56 —5.12
2.44 2.02 1956-57 13.97
4.66 4.66 1957-58 3.01
0.93 0.49 1958-59 3.97
13.88 15.46 1959-60 3.82
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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 31977-78
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 Bonks in Irdia
(RBI), various issues.

Column (5) is based on data ontotal 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
based 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-i; 1931-32, which is based on
the assumption that pc;_; = 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 compiied 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:

P¢t = q Pt.a + (l—q) PE=1 cereiiie 3)
P¢;, 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 P%_o,
Pe.3 ... .. etc., which clearly influence P®.2? 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 @ 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 P8 series from then forward, on the basis of
equation (3) and knowledge of actual rates of inflation in
each year.®

The value of as 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 coeflicient a5, for the expected rate of in-
flation, ERI, isalso 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 etf. 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.” 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
cach set is presented below.®

% =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)***

R? = 0.969; SEE = 1.103; D.W. = 2.390; F = 180.1

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 R 2, 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 Value Constant RGNP NOCB TTR
No of q
@ 2 A3) “) ® (6)
V. 4.2.1 0.1 19.31637 .00057 -0.00010 1.29143
(5.93154)***  (-1.17941) (4.56576)***
1V.4.2.2 0.2 14.48554 .00057 -.00022 1.44265
(5.89596)***  (-2.75639)** (5.20779)***
1V.4.2.3 0.3 11.41909 .00069 -.00032 1.56901
(5.41892)*** (-3.58304)*** (5.05711)%**
1V.4.2.4 0.4 9.94253 .00071 -.00037 1.62803
(4.71005)*+* (-3.75782)*** (4.45858)%**
1V.4.2.5 0.5 9.26441 .00074 -0.00040 1.54513
(4.27575)**%  (-360780)*** (3.96525)***
1V. 4.2.6 0.6 8.88547 .00077 -0.0042 1.65085
(4.10780)%**  (-3.49402)*** (3.54628 ***
1V.4.2.7 0.7 8.62183 .00081 -.00044 1.65249
(4.09316)*%**  (-3.44521)*** (3.45967)***
IV.4.2.8 0.8 8.42689 .00084 -.00045 1.55301
(4.14549)%**  (-3.44041)*** (3.45397)***
1V. 4.2.9 0.9 8.29037 .00085 -.00046 1.55256

(4.21923)***  (3.45305)*** (3.29431)%**
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4.4.2.
as the Interest Rate Variable!
ERI " (RI2-ER) R-2 SEE F D.W,
@] ®) ® (10) (11 12)
-3.40395 -1.75215 0.96925 1.09229 183.79218 2.48231
(-10.66065)*** (-4.89978)**x
-2.54900 -1.70251 0.96863 1.10316 180.09561 2.38973
(+7.79790)**x* (-4.67185)***
-2.20021 -1.57141 0.96034 1.24048 141.42551 2.05005
(-5.74077)%** (-3.69512)***
-2.06560 -1.58415 0.94522 1.45785 101.07080 1.59808
(-4.41163)*** (-3.06681)**
-2.10921 -1.75357 0.92889 1.66093 76.76407 1.26177
(-3.85714)*x* (-2.93445)**
-2.25882 -2.00438 0.91538 1.81189 63.73930 1.05965
(-3.76167)*** (~3.08887)**x*
-2.43702 -2.25718 0.90531 1.91153  56.78023 0.95385
(=3.87940)*** (=3.3635]1)***
-2.59479 -2.46632 0.89972 1.97238 53.03942 0.90633
(-4.07242)***  (_3,5633] ***
-2.71481 -2.51999 0.89612 2.00751 51.03288 0.88847
(-4.27143)*+*+ (-3.94025)**+
“Note: 1.C .. . T

P is the dependent variable in all equations. The table presents

the P coefficient values: t-statistics are given in parentheses,
okkx> k> and “*’ represent 1 per cent, 5 per cent and 10 per
cent levels of significance respectively.
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TABLE

Regression Results with RAVs as the

Equation No. Value Constant KGQ NOCB TTR
of q
€Y ¢)) @A) “) (&) 6

1V. 431 0.1 23.00983 .00053 .00016 96415
(3.96003)*** (1-87182) (2.93335)**

IV. 4.3.2 0.2 17.65242 .00055 .00003 1.15619
(4.35898)* %% (.42329)  (3.71674)%%*

IV. 433 0.3 13.96579 .00060 —.00008 1.34414
(4.77211)*** (—1.02190) 4.27885)***

1vV. 4.34 0.4 12.20749 .00063 —.00013 1.43621
(4.60624)*** (—.149361) (4.13859)***

1V. 4.35 0.5 11.60555 .00066 —.00014 1.45442
(4.31047)**% (—1.40398 3.75652)***

IV. 4.3.6 0.6 11.50840 .00063 —.00013 1.43873
(4.09539)*** (—1.17520) (3.41316)***

IV. 4.3.7 0.7 11.58980 .00070 —.00011 1.41106
(3.97035)*** (—.95293)  (3.15266)***

IV. 4.3.8 0.8 11.72082 .00072 —.00009 1.38077
(3.90711)*** (—.77102)  (2.96165)**

IV. 4.3.9 0.9 11.85517 .00073 —.00006 1.35184

(3.88125)**% (—.63042) (2.82223)**
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443

Interest Rate Variable !

ERI (R12—R1I) R-? SEE F D.W,
@) ® )] (10 (11) (12)
—2.72532 —.99018 0.95173 1.36844 115.35835 2.03513

(—8.29888)***  (—2,56659)**

—1.95152 —1.06436 0.95616 1.30419  127.43935 2.11087

(—6.24910)***  (~2.96442)**

—1.76921 —1.10726 0.95542 1.31511  125.30093 2.14018

(—5.51331)***  (~-3.08249)**

—1.74351 —1.23040 0.94605 1.44666 102.71574 1.86504

(—4.90119)%**  (—3,15029)%**

—1.79350 —1.39933 0.93319 1.60997 82.00998 1.55430

(—4.52831)***  (—3.27238)***

—1.87685 — 1.57388 0.92092 1.75150 68.54736 1.33205

(—4.37580)%**  (—3.44878)***

—1.96705 —1.73184 0.91079 1.66038 60.21264 1.18794

(—4.34903)***  (—3.64436)***

—2.04957 —1.86403 0.90301 1.93979 54.99870 1.09525

(—4.38015)*** * (—3.63242)**

—2.11865 —1.96937 0.89734 1.99570 51.69513 1.03436

(~4.43232)%%+

(—3.99930)***

Note 1'% is the dependent variable in all equations. The table presents

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 the cocfficient values for the other
four variables are of the same order of magnitude, suggesting
some underlying stability in the sp:cifications. This point
about the stability of the estimated coefficient is reinforced
when we tura our atteation to the full set of regressioas
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)?. 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.315)
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, itis income and trans-
actions unreported to tax auathorities that constitutes the

defining characteristic—not reporting to national account
authorities.

Notes

1. This and the next section are based on Acharya (1984b).

2. Tt isinteresting 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 R?is 0.969 in both cases and since the significance tests
for the regression coeflicients 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.
[n 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.* 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-
jon 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)

(iii)

(iv)

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.

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 kouseholds (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.

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.

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 asscssed 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 eonsequences of some alternative
assumptions regarding the extent to which the NAS
estimates may be biased downwards because of tax
evesion and related factors.

(viii) The entire analysis is subject to a large number of
qualifications and shcricomings. The princinal 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
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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.> 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 cest 62,324 106,209
2. Less income from entrepreneurship
and government accruing to government
administrative deparyments 997 2,245
3. Less saving of non-departmental
enterprises 222 184
4. Income from domestic product accruing
to the private sector 61,105 103,780
S. add interest on national debt 491 1,500
6. add net factor income from abroad —255 330
7. add current transfers from government
administrative departments 1,350 2,808
8. add current transfers from the rest
of the world 528 2,064
9. Private income 63,219 110,182
10. Less savings of private corporate sector 347 2,513
11. Less corporation tax 862 1,311
12. Net Personal Income 62,010 106,558
13. add consumption of fixed capital
(households) 2,492 4,871
14. Gross personal income 64,502 101,529

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
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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.?
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.l.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 wurban
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 Agricultu- Livestock Business Salary
income ranges ral income income income income
(Rs)
(0)) (2 &) O] &)
0-1200 26.40 0.00 44.17 42.45
1201-2400 116.31 1.09 422.24 253.29
2401-3600 387.25 215.79 2313.33 2390.98
3601-4800 508.95 98.24 2605.19 6292.82
4801-6000 587.62 176.15 3485.10 8302.60
6001-7500 533.79 299,58 3075.55 7901.01
7501-10000 619.35 317.09 5409.39 11510.74
10001-15000 821.77 228.50 595.056 12318.48
15001-20000 480.41 113.97 4031.14 9170.60
20001-25000 377.06 37.66 255499 6179.87
25001-30000 117.65 88.26 2927.32 3237.94
30001-60000 295.67 73.27 1597.44 4117.12
40001-50000 311.08 25.22 1563.20 1436.60
Over60000 239.04 15.89 3510.93 633.70
All Income Ranges? 5422.36 1690.72 39496.54 73788.10
Earner-Density of Household? ,
One-Earner 3191.22 1003.57 20718.67 47792.94
Two-Earner 1142.35 346.91 10136.39 18895.78
Three-Earner 696.25 74.06 3896.90 5070.81
Four-Earner 197.57 31.49 1604.49 1548 .95
More than Four-
Earners 194.95 234.69 3140.08 479.63
GRAND TOTAL 5422.36 1690.72 39496.54 73788.10

Notes: 1. Earner-Density of households are given only for ‘All Income
Ranges’. For the other income ranges, see Table A.1.1
Appendix 1.

2. Totals may not tally due to rounding.

Source; Same as for Table A.1.1, Appendix 1.
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(Rs million)

"Agricul- Non-agri- Housing Dividend Transfer Gross
tural cultural income and income income
wage wage interest
income income income

(©) O] ® )] (10) n
25.70 73.04 20.15 0.00 16.02 247.92
361.44 3243.19 132.51 0.00 31.81 4561.80
88.15 5014.65 403.03 3.44 519.23 11335.86
56.00 3598.78 738.07 2.44 286.21 14186.70
207.99 1640 90 514.49 45,23 628.78 15589 25
0.00 1498.99 452.08 31.50 790.79 14492.79
0.00 673.06 780.44 39.99 907.31 20257.38
19.44 183.56 1570.23 95.51 448.39 21941.92
0.00 16.42 764.82 118.53 585.40 15281.79
0.00 2.27 534.97 52.46 110.95 9850.14
0.00 0.00 487.18 44.14 117.95 7020.40
0.00 6.53 430.72 46.64 81.35 6648.90
0.00 0.00 349.41 43.57 7.35 3736.65
0.00 0.00 284.29 2,70 0.00 4685.54

758.72 15861.39 7762.39 526.14 4531.76 149838.12

272.36 7736.60 4602.60 310.94 3484.25 89113.14
230.92 6242.75 1777.29 174.91 537.54 39484.85
36.64 1496.01 778.08 30.03 258.24 12337.02
207.99 386.03 265.63 8.55 245.58 4496.28
10.80 0.00 338.80 1.71 6.16 4406.83

758.72 15861.39 7762.39 526.14 4531.76 149838.12
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TABLE 5.3.2

Summary Version of the Frequency Distribution of Reporting
Houscholds (NCAER) by Source Components of Income for Urban
India, 1975-76

(Households in Hundred)

Household Agricultural Livestock Business Salary
Income ranges income income income income
(Rs)
(¢)) ) )] 4) ()
0-1200 1200 0 800 36
1201-2400 1816 2908 2944 1272
2401-3600 4153 4180 9236 8854
3601-4800 5636 5036 7771 15724
4801-6000 2108 3672 7834 16796
6001-7500 2926 2670 5866 13952
7501-10000 2154 3363 8345 15873
10001-15000 2321 2667 6549 12295
15001-20000 715 823 3351 5935
20001-25000 414 459 1593 3118
25001-30000 207 571 1372 1404
30001-40000 234 234 576 1386
40001-60000 135 162 432 387
Over 60000 90 144 405 189
All Income Ranges 24109 27889 57074 98221
Earner Density of Householdst
One-Earner 15432 17252 33554 71745
Two-Earner 5786 7575 16455 19949
Three-Earner 1767 1839 4313 4849
FourE-arner 589 234 1183 963
More than Four-Earner 535 989 1569 715

Note: 1. Same as note 1 of Table 5.3.1.
Source: Same as for Table A.1.2.
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Agricultural Non-azricul- Housing Dividend  Traasfer Gross
wage income tural wage income and in- income income
income terest
income

(6 g (8) ) (10) a2
400 1200 1672 0 836 2836
2800 18544 10396 0 1272 24468
436 20481 19906 2800 3600 38315
800 11744 18760 1600 2072 34495
430 4180 12342 2836 3317 29210
0 2544 10244 2580 4180 21463
0 2216 11520 3705 4585 23800
72 504 11623 2664 1579 18264
0 36 4427 2492 1255 8872
0 9 2493 666 198 4387
0 1966 297 207 2587
0 18 1368 306 225 1935
0 0 639 171 18 774
0 423 72 0 468
4908 61476 107779 20189 23344 211874
2036 31034 66594 14850 17710 144114
2000 24140 29736 4021 3269 51567
436 5205 7402 1048 976 11215
400 1097 2752 234 980 3220

36 0 1295 36 409

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 housebolds. 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 14.4114 33.5484
(68.02) (43.33)
Two-earner 5.1567 28.0044
(24.33) (36.17)
Three-earner 1.1215 9.5292
(5.29) (12.31)
Four-earner 0.3220 4.0392
(1.52) 5.22)
More than 0.1758 2.2608
four-earner (0.83) 2.92)
No earner 0.0 0.0360
(0.00) (0.05)
All households 21.1874 77.4186
(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 columus (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
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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 5.3.4

Distribution of Earners (Urban and Rural) from Households of
Varying Earner-Density, 1975-76.

(in million)

Earner-density of Number of earners
household Urban Urban Rural Rural
cumu- cumu-
lative lative
One-earner 14.4114 144114 33.5484 33.5484
(47.48) (47.49) (22.83) (22.83)
Two-earner 10.3134 24.7248 56.0088 89.5572
(33.98) (81.47) (38.11) (60.93)
Three-earner 3.3645 28.0893 28.5876 118.1448
(11.08)  (92.55) (19.45) (80.38)
Four-earner 1.2880 29.3773 16.1568 134.3016
(4.24)  (96.80) (10.99) (91.38)
More than 0.9725 30.3498 12.6720 146.9736
four-earner (3.20) (100.00) (8.62) (100.00)
All-earners 30.3498 146.9736
(100.00) (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. Itis 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 carned 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.l showsa 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 © 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 X.—statistic. The details are given in Appendix 1. Basi-
cally, the fit was “good” (i.e., above 90 per cent confidence
level) for the urban frecquency distribution. In the rural case,
the lognormal was a “‘good fit” ounly in the case of the
single-earner distribution. For the all-earners case we assum-
ed the lognormal to be a crude approximation, with @, 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 crore®. 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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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 decisjon to accept the NAS estimate of gross personal
income as 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

(Income in Rs crore.
Population and
earners in million)

Item Urban India Rural India All

India
Total income (NCAER 14984 30167 45151
unadjusted)
Number of earners 30.35 146.91 177.26
(unadjusted)
Population (NCAER) 122.90 466.00 588.99
Population (1981 census) 128.70 487.98 616.68

Adjustment factor
(Population as per 1981
census < population as per

NCAER) 1.047 1.047 1.047
Total income (adjusted)! 15691 31590 47281
Number of earners?

(Adjusted) 31.78 153.81 185.69
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
I: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

(Rs crore)
Ttem Urban Rural All

India India India
Gross personal income 15691.0 31590.0 47281.0
(unscaled, population-
adjusted NCAER estimates)
Alternative Allocation of “Missing Income’"!
(a) UUR=1:2 5740.3 11480.7 17221.0
(b) U.R =1:1.5 6888.4 10332.6 17221.0
(c) URR=1:1 8610.5 8610.5 17221.0
Scaled-up gross personal income
(a) UR=1:2 21431.3 43070.7 64502.0
(b) U:R =1:1.% 22579.4 41922.6 64502.0
(¢) URR =1:1 24301.5 40200.5 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
unscaled 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 earnsrs. The three
different assumptions for allocating “missing income”’ imply
different degrees of underreporting for urban and rural
carners. 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 a// 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, O, constant. The different *‘scaling up”’ assumptions—
corresponding to the different assumptions for allocating
“missing income”’—simply lead to different values for p 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 5.4.3

Estimated Distribution of Gross Personal Income by Income Ranges
for Earners—Urban India 1975-76

(Rs crore)
Income ranges (Rs) Gross personal income under
for earners Case | Case 2 Case 3

UR=12 UR=11.5 U:R =1:1

1-1200 154.75 138.87 113.76
1201-2400 894.94 833.21 768.85
2401-3600 1497.99 1457.61 1379.91
3601-4800 1652.05 1625.35 1676.72
4801-6000 1740.94 1690.26 1770.03
6001-7500 2015.04 1985.44 2043.19
7501-10000 2866.08 2989.53 3060.19

10001-15000 3846.10 4107.75 4393.71
15001-20000 2312.96 2400.96 2870.07
20001-25000 1340.93 1560.49 1796.01
25001-30000 867.97 1033.35 1166.65
30001-40000 953.61 1096.13 1363.64
40001-60000 708.45 831.64 1028.45
Above 60000 581.19 830.42 871.82
All Income ranges 21433.00 22581.00 24303.00

Source: As explained in the text.
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TABLE 5.4.4

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) Case 1 Case 2 Case 3

U:R =1:2 U:R=1:1.5 UR =11

1-1200 2939.35 3003.94 3243.30
1201-2400 8447.39 8868.26 8670.95
2401-3600 8380.84 8269.94 8179.13
3601-4800 6091.41 5831.58 5753.42
43801 6000 4296.62 4281.32 3700.30
001-7500 3613.76 3452.52 3244.69
7501-10000 3443.24 3326.89 2975.63

10001-15000 2780.86 2581.72 2306.14
5001-20000 899.13 838.86 700.29
20001-25000 345.26 307.02 260.89
25001-30000 142.73 131.11 110.01
30001-40000 104.12 89.13 74.86
40001-60000 37.49 33.38 25.96
Above 60000 1547.80 906.33 954.43
All income ranges 43070.00 41922.00 40200.00

Source: As explained in the text.

5. The Derivation of Taxable Income

The derivation of (approximate) earner-wise distributions
which arc 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 54.5

Estimated Distribution of Gross Personal Income by Income
Ranges for Earners ~ All India, 1975-76

(Rs crore)
Income ranges for Gross personal income under
earners (Rs) Case 1 Case 2 Case 3
U:R =1:2 UR =115 UR=1I1
1-1200 3094.10 3142.13 3357.06
1201-2400 9342.33 9701.47 9439.80
2401-3600 9878.83 97217.55 9559.04
3601-4800 7743.46 7456.93 7430.14
4801-6000 6037.56 5971.58 5470.33
6001-7500 5628.80 5437.96 5287.88
7501-10000 6309.32 6316.42 6035.82
10001-15000 6626.96 6689.47 6699.85
15001-20000 3212.09 3239.82 3570.36
2000£-25000 1686.19 1867.51 2056.90
25J01-30000 1010.70 1164.46 1276.66
30001-40000 1057.73 1185.26 1438.50
40001-60000 745.94 865.02 1054.41
Above 60000 2128.99 1736.75 1826.25
All income ranges 64503.00 64503.00 64503.00

Source: As explained in the text.
TABLE 5.4.6

Size Distribution of Income Based on Derived Earner-Wise Data
and the NCAER Raw Household Data for Urban and Rural India,

1975-76
Fractiles Proportion of Proportion
Earners of house-
Urban Rural All holds
India India India (NCAER
raw data)!
All India
Bottom 20%, 4.55 5.80 5.39 5.77
Bottom 409, 13.66 16.88 15.81 15.69
Top 20% 49.21 25.90 47.00 49.34
Top 10%, 31.10 28.39 29.29 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 omes. 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 inccme, 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
stzong 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 foliows:

(i) the exclusion of agricultural income;

(i1) 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 VI A 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.
Qur only defence here is to reiterate that we believe that
we have accounted for the quantitatively imporrant exclusions,
exemptions and deductions, and that is both necessary and
sutficient for the kind of “orders of magnitude” exercise
that we are engaged in here. In any case, the data necess.aiy
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
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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

(Per cent)

Source of component of Share in Gross income
income Urban India Rural India
A. NCAER classification

Agricultural income 3.61 47.88

Livestock income 1.13 6.55

Business income 26.30 7.94

Salary income 49.12 9.51

Agricultural wage income 0.51 13.27

Non-agricultural wage income 10.59 8.36

Housing income 5.17 3.61

Dividends and interest 0.35 0.12

Transfer income 3.22 2.75

Gross income 100.00 TOE&)_
B. Qur classification

Agricultural income (including

livestock and agricultural wages) 5.25 67.71

Salary income (including non-

agricultural wage income) 59.71 17.87

Business Income 26.30 7.94

Other income (including housing

income, dividends and interest, and

transfer income) 8.74 6.48

Gross income 100.00 100.00
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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.®
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 | 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 cgses, 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)).” 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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TABLE5.5.2

Unscaled Gross Personal Income Distribution by Income Ranges for
Earners. Urban India, 1975-76

Income ranges Agricul Livestock Business Salary
for earners tural income income Income
Income
(Rs)
(¢} 2) ©)] 4 o)
0-1200 73.27 —11.60 167.58 141.56
1201-2400 * 586.49 243,70 2870.04 1708.89
2401-3600 451.07 346.04 4379.53 4187.97
3601-4800 372.45 119.99 3747.32 9247.32
4801-6000 1043.86 234.41 5787.96 14004.84
6001-7500 397.42 292.14 2525.46 7963.06
7501-10000 609.56 213.35 411353 12704.42
10001-15000 572.78 61.51 5261.96 10027.74
15001-20000 574.56 101.27 3721.69 6707.99
20001-25000 259.50 27.92 3110.32 3077.56
25001-30000 179.20 —1.17 1621.84 1807.43
30001-40000 187.05 57.71 585.33 1439.40
40001-60000 48.44 —0.90 1191.50 518.72
Above 60000 66.71 6.35 412.48 251.20
All income ranges 5422.36 1690.72 39196.54 73788.10

Source: As explained in the toxt.
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(Rs million)
Agricul- Non-Agri- Housing Dividend Transfer Gross
tural cultural income and income income
wage wage interest
income income income
© Q] (8) ® (10) amn
276.62 1555.23 52.20 nil 39.20 22294.06
337.32 6567.41 492.63 1.47 367.56 13175.51
88.14 4873.91 736.82 15.44 662.39 15741.31
56.64 1916.70 897.83 11.73 203.23 16573.21
nil 698.20  1009.79 82.97 841.98 23704.01
nil 230.27 475.55 37.29 739.72 12660.91
nil 5.27 756.76 55.77 701.61 9160.27
nil 13.14 1537.51 100.20 328.39 17903.23
nil nil 673.49 124.41 509.71 12413.12
nii nil 473.38 70.33 66.15 7085.16
nil nil 312.31 9.72 71.82 4001.15
nil 1.26 206.97 7.48 nil 2485.20
nil nil 96.15 7.66 nil 1861.57
nil nil 41.00 1.67 nil 779.41

758.72 15861.39 7762.39 526.14  4531.75 149838.12
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Unscaled Gross Personal Income Distribution by Income Ranges for
Earners, Rural India, 1975-76

Income ranges Agricultural Livestock  Business Salary
for earners income income income income
(Rs)

(€)] 2) 3 (O] )
0-1200 14315.70 1439.13 1376.53 540.00
1201-24C0 42437.35 6941.14 5791.82 5234.06
2401-3600 26433.66 4220.41 3596.81 5322.58
3601-4£00 17511.91 3291.04 3692.91 5553.61
4801-6C( 0 9306.43 1166.24 1780.96 3388.37
6C01-7500 10633.67 1776.98 1054.37 4459.42
7501-10000 9128.17 622.93 1703.44 2648.61
10001-15060 9542,04 264.83 1725.14 1192.98
15001-200C0 3010.49 —13.49 325.48 300.78
26001-25000 1619.28 69.89 662.40 0.00
25001-30000 266.47 8.69 522.72 58.10
30001-40000 15.08 2.47 0.00 0.00
40001-60000 190.11 —3.29 0.00 0.00
Above 60000 0.00 0.00 1705.68 0.00
All Income Ranges 144410.36 19786.97 23938.26 28698.37

Source: As explained in the text.
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(Rs million)

Agricultural Non-agricul-
wage income tural wage

Housing Dividend Transfer Gross
income

and inter- income Income

income est income

(6 @) ® ) (10) (1
20250.33 7548.91 1321.48 0.99 632.95 47473.76
15931.96 10364.72 3039.15 47.19 1900.84 91752.13
3053.84 4767.54 1964.20 9.81 1659.20 51105.05
650.30 2074.49 1456.77 8.96 1443.11 35699.04
13844.44 402.19 701.61 3.99 432.14 17337.57
5.18 27.90 896.28 1.7 285.28 19273.80
0.09 1.94 626.15 75.17 537.63 15361.02
0.00 0.00 493.52 26.85 776.12 14150.93
0.00 0.00 130.66 5.17 54.00 3816.16
0.00 0.00 70.26 51.88 23.76 2497.47
0.00 0.00 71.33 127.44 0.00 1054.74
0.00 0.00 4.23 0.00 0.00 108.17
0.00 0.00 2.79 0.00 9.00 198.60
0.00 0.00 109.08 0.00 0.00 1814.76
40030.05 25187.69 10887.51 359.24 7753.96 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, Case 1 (‘Missing Income’ Allocated in
Ratio of U:R=1:2)

Income Gross Agricul- Deprecia- Standard H.R.A.
ranges income tural tion deductions Deductions
for earners income
) &) 3) “) ©) 6)
1-1200 154.75 28.49 1.03 26.32 0.00
1201-2400 894,94 82.52 17.79 117.71 0.00
2401-3500  1497.99 87.61 38.03 185.77 0.c0
3601-4800  1652.05 56.74 34.09 189.68 0.00
4801-6000  1740.94 96.92 38.31 202.53 50.02
6001-7500  2015.04 114,07 36.67 222,61 67.55
7501-10000  2866.08 128.10 56.15 321.46 97.53
10001-15000  3846.10 140.61 103.15 396.11 109 88
15001-20000 2312 96 122,01 63.28 208.53 67 42
20001-25000  1340.93 56.56 53.71 125.61 58.33
25001-3¢000 867.97 40.09 32.10 71.06 39.06
30001-40000 953.61 97.74 20.37 64.43 52.43
40001-60000 708.45 17.53 40.92 37.90 18.90
Above 60000 581.19 56.69 28.00 98.70 7.12
All Income
Ranges 21433.00 1125.68 563.68 2268.42 568.24

Source: As explained in the text.
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(Rs crore)

Employers’ Ch.VIA Sum of Col2 Amount Netincome Cumula-

contribu- rates cols. 3 minus of ch.VIA (Col. 10-11) tive of
tion to P.F. through 7 coll9 deductions Col. 12.
@) (8) 9 (10) an (12) (13)
3.79 0.3171 59.63 95.11 30.16 64.95 64.95
16.96  G.1171 234.98 659.96 209.27 45 .69 515.64
26.77 0.3171 338.19 1159.80 367.77 ©92.03 1307.67

27.33 0.3171 307.84  1344.21 426.25 917.96 2225.63
29.18 0.1270 416.95 1323.99 168.94 1155.05 3380.68
32.07 0.1276 -~ 472.97 1542.07 196.77 134530  4725.98
46.31 0.1051 649.55 2216.53 232.96 1983.57 6709.55
62.59  0.1071 812.35  3033.75 324.91 2708.83 9418.39
37.95 00988 499.19 1813.77 179.20 1634.57 11052.96
24.96 0.0790 319.17  1021.70 80.72 941.04  11994.0)
15.99 0.0914 198.30  669.67 61.21 608.47  12602.46
18.12 0.0712 253.09 700.53 49.88 650.65 13253.11
14.79  0.0742 130.04 578.41 42.92 535.49 13788.60

8.40  (.0585 198.90 382.21 22.36 359.85 14148.45

365.21 N.A. 4891.23 16541.77 2393.32 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 Gross Agricul- Deprecia- Standard H.R.A.
for carners income tural tion deduct- deduct-
income ions ions
D @ 3) ) (5) (6)
1-1200 138.87 25.53 0.90 22.58 0.00
1201-2400 833.21 76.71 16.16 114.80 0.00
2401-3600 1457.51 85.11 36.14 180.30 0.00
3601-4800 1625.35 55.73 32,75 199.62 0.00
4801-6000 1690.26 93.94 36.32 180.38 45.82
6001-7500 1985.44 112.21 35.29 218.53 66.77
7501-10000 2989.53 133.41 57.20 335.08 102.37
10001-15000 4107.75 149.94 107.50 422.80 118.08
15001-20000 2400.96 126.45 64.16 233.99 76.27
20001-25000 1560.49 65.72 61.05 132.96 62.21
25001-30000 1033.35 47.66 37.33 80.04 44.11
30001-40000 1096.13 112.16 22.87 75.26 61.76
40001-60000 831.64 20.55 46.91 42.63 21.34
Above 60000 830.41 80.88 39.17 123.55 8.64
All income

ranges 22581.00 1185.98 593.87  2362.48 607.37

Note: Totals may not tally due to rounding.
Source: As explained in the text.



THE SCALE OF BLACK INCOME: A FISCAL APPROACH

109

(Rs crore)
Employers Ch.VI A Sumof 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
Q) ®) Q) (10) (11) 12) 13)
3.17 0.3171 52.18 86.69 27.49 59.20 59.20
16.10 0.3171 223.78 609.42 193.25 416.18 475.38
25.29 0.3171 326.84 1130.76 358.57 772.20 1247.58
28.00 0.3171 316.10 1309.24  415.16 894.08  2141.65
25.%9 0.1276 381.70  1308.55 166.97 1141.58  3283.84
30.65 0.1276  463.45 1521.98 194.21  1327.78 4511.02
46.99 0.1051 675.08 2314.48  243.25 2071.23 6582.25
65.02 0.1071 863.44 324431 347.47 2896.84 9579.09
41.50 0.0988 542.37 1868.59 183.60 1674.96 11254.06
25.73 0.0790 347.67 1212.82 95.81 1117.01 12371.07
17.45 0.0914 226.59 806.76 73.74 733.02 13104.08
20.63 0.0712  292.68 803.45 57.21 746.24  13850.33
16.27 0.0742 147.70  683.94 50.75  633.19 14488.52
9.85 0.0585 262.09  568.34 33.25 535.10 15018.62
371.94 N.A. 5121.64 17459.36 24440.74 15018.62 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 Gross Agricul- Depre- Stan- H.R.A.
for earners income tural ciati- dard deduc-
(Rs) income on deduc- ions
tions
) €3] ©)] () (&) ©)
1-1200 113.76 21.00 0.73 20.12 0.00
1201-2400 768.85 71.07 14.72 105.67 0.00
2401-3600 137591 §0.90 33.73 165.94 0,00
3601-4800 1676.72 57.72 33.31 190.80 0.00
4801-6000 1770.03 98.77 37.50 199.79 51.67
6001-7500  2043.19 115.94 35.81 235.33 71.81
7501-10000 3060.19 137.11 57.72 353.54 107.87
10001-15000 4393.71 161.03 113.46 449.4] 12528
15001-20000 2¢70.07 152.07 75.60 261.98 85.30
20001-25000 1796.01 75.93 69.27 152.27 71.16
25001-30000 1166.65 54.03 41.55 93.27 51.44
30001-40000 1363.64 140.10 28.04 89.47 73.47
40001-60000 1028.45 25.52 57.18 52.15 26.10
Above 60000 871.81 85.25 40.54 113.75 11.06
All income
ranges 24303.00 1276.42 639.16 2483.49 675.16

Aote: Totals may not tally due to rounding.
Source: As explained in the text.
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(Rs crore)

Emplo- Ch.VIA Sum of Col.2 Amount Net Cumula-

yers’ rates cols.3 minus  of Ch.VIA income tive of
contri- through col.9 deduct-  (col. col.12
butions 7 ifons 10-11)
to P.F.
W) €)) ) 10y an a2y 13)
2,69  0.3171 44,54 69.22 21.95 47.27 47.27

14.11 0.3171 205.57 563.28 178.62 384.67 431.94
22.16 0.3171 302.73 1077.18 341.57 735.61 1167.55
25.47 0.3171 307.30 1369.42 434.24 935-18 2102.72
26.67 0.1276 414.40 1355.63 172,98 1182.66 3285.38
31.42 0.1276 490.31 1552.88 198.15  1354,73 4640.11
47.20 0.1051 703.44 2356.75 247.69  2109.06 6749.17
65.76 0.1071 914.94 3478.78 372.58  3106.20 9855.37
44.24  0.0983 619.19 2250.88 222,39 2028.50 11883.87
28.05 0.0790  396.68 1399.33 110.55  1288.78  13172.65
19.41 0.0914 259.69 906.96 82.90 824.06  13996.71
23.39  0.0712 354,47 1009.17 71.85 937.31 14934.03
19.00  0.0742 179.94 848.51 62.96  785.55  157i9.57
12.02 0.0585 262.62 609.19 35.64 573.56  16293.13

381.58 N.A. 5455.81 18847.19  2554.06 16293.13 16293.13
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TABLE 5.5.7

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.RA.
for earners in- cultural ciation ard deduc-
come income deductions tions
(Rs)
n @ 3) 4 ) ©)
1-1200 2939.35 2363.21 5.96 6.69 0.00
1201-2400 8447.39 6369 40 37.26 96.38 0.00
2401-3600 8380.84 5855.52 41.21 174.57 0.00
3601-4800 6091.41 3877.61 44,03 189.52 0.00
4801-6000 4296.62 2785.54 30.84 167.94 34.12
6001-7500 3613.76 2465.91 13.81 167.22 41.85
7501-10000 3443.24 2315.32 26.68 118.75 29.71
10001-15000 2780.86 2041.43 23.69 43.23 9.78
15001-20000 899.13 747.99 5.36 11.26 2.99
20001-25000 345.26 247.36 6.40 0.00 0.00
25001-30000 142.73 39.45 4.94 1.02 0.46
30001-40000 104.12 17.89 0.00 0.00 0.00
40001-60000 37.49 37.36 0.00 0.00 0.00
Above 60000 1547.81° 0.00 101.66 0.00 0.00
All income
ranges 43070.00 29163.99 341.84 976.58 118.91
Note: Totals may not tally due to rounding.

Source: As explained in the text.
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(Rs crore)
Emp- Ch.VIA Sum of Col.2 Amount Net Cumula-
loyers® rates cols.3 minus of Ch. VIA income tive of
contribu- through col.9 deduct- (col.10 col. 12
tion 7 ions -11)
to P.F.
©)] ®) ) (10) 1) (12) 13)
0.80 0.3171 2376.66 562.69 178.43 384.26 384.26
11.45 0.3171 6514.49 193290  612.92 1319.97 1704.24
20.74  0.3171 6092.04  2228.80  725.78 1563.02 3267.26
22.52  0.3171 4133.68 1957.73 620.79 1336.93 4604.19
19.96  0.1276 3038.40 1258.21 160.55 1097.67  5701.85
19.87 0.1276 2708.67 905.09 115.49 789.60  6491.46
14.11 0.1051 2504.57 938.67 98.65 840.02 7331.47
5.57 0.1071 2123.70 657.16 70.38 586.78 7918.25
1.68 0.0988 769.28 129.85 12.83 117.02 8035.28
0.00 0.0790 253,76 91.50 7.23 84.27 8119.55
0.19 0.0914 46.06 96.67 8.84 87.84 8207.38
0.00 0.0712 17.89 86.23 6.14 80.09 8287.47
0.00 0.0742 37.36 0.13 0.01 0.12 8287.59
0.00  0.0585 101.66 1446.15 84.60 1361.55 9649.15
116.90 N.A. 30718.22 12351.78 2702.64  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  Gross Agri- Depre- Stan- H.R.A.
for earners income cultu- ciation dard deduc-
(Rs) ral deduc- tion

income tions
M @ ) @ &) ©)
1-1200 3003.94  2375.62 6.88 6.84 0.00
1201-2400 8868.26 6577.40 44.20 101.18 0.00
2401-3600 8269.94 5683 54 45.95 172.26 0.00
3601-4800 5831.58 3651.51 47.63 181.44 0.00
4801-6000 4281.32  2730.24 34.72 167.34 34.15
6001-7500 3452.52  2317.36 14.91 159.76 39.86
7501-10000 3326.89  2200.50 29.13 114.73 28-63
10001-15000 2581.72 1864.25 24.85 40.76 9.05
15001-20000 838.86 686.43 5.65 10.52 2.78
20001-25000 307.02 216.36 6.43 0.00 0.00
25001-30000 131.11 35.63 5.3 0.93 0.42
30001-40000 89.13 15.07 0.00 0.00 0.00
40001-60000 33.38 32.72 0.00 0.00 0.00
Above 60000 906.32 0.00 67.25 0.00 0.00
All income
ranges 41922.00  28386.64 332,73 955.16 114.89

Note: Totals may not tally due to rounding.
Source: As explained in the text.
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(Rs. crore)
Emplo- Ch.VIA Sumof Col.2 Amount Net Cumuia-
yers’ rates cols.3 minus of Ch. income tive of
contri- through col. 9 VIA (Col.10 col.12
bution 7 dedu- -11)
to P.F. ctions
Q) ®) )] (10) an az2) (13)
0.73 0.3171 2390.14 613.80 194.64  419.16  419.16
11.59 0.3171 6734.36  2133.90  676.66 1457.24 1876.40
19.73 0.3171 5921.48 2348.46 744.70  1603.76  3480.17
20.78 0.3171 3901.36 1930.22 612.07 1318.15 4798.31
19.17 0.1276  2985.62 1295.70 165.33  1130.37 5928.68
18.30 0.1276 2550.20 902.33 115.14  787.19 6715.87
13.14 0.1071 2386.12 940.77 98.87 84190 7557.77
4.99 0.1071 1943.29 638.43 68.38 570.05 8127.82
1.51 0.0988 706.88 131.98 13.04 118.94  8246.75
0.00 0.0790 222.79 84.23 6.65 77.58 8324.33
0.17 0.0914 42.29 88.82 8.12 80.70  8405.04
0.00 0.0712 15.07 74.06 5.27 68.79 8473.83
0.00 0.0742 32.72 0.00 0.05 0.61 8474.44
0.00 0.0585 67.25 839-07 49.09 789.98  9264.42
110.16 N.A, 29899.58  12022.42 2758.00 9262.42 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

H.R.A.

Income ranges Gross Agri- Depre- Stan-
for earners income cultural ciation dard deduc-
(Rs) income deduc-  tions
tions
m 2) 3) 4 (&) (6)
1-1200 3243.30 2565.41 7.39 7.38 0.00
1201-2400 8670.95 6432.24 43.00 98.93 0.00
2401-3600 8179.13 5622.18 45.22 170.37 0.00
3601-4800 5753.42 3603.24  46.76 179.01 0.00
4801-6000 3700.30 2360.14 29.86 144.63 29.52
6001-7500 3244.69 2178.27 13.94 150.15 38.15
7501-10000 2975.63 1968.52 25.92 102.62 26.07
10001-15000 2306.14 1665.56 22.08 35.88 8.24
15001-20000 700.29 573.15 4.69 8.77 2.37
20001-25000 260.89 183.89 5.44 0.00 0.00
25001-30000 110.01 29.91 4.28 0.78 0.36
30001-40000 74.86 12.66 0.00 0.00 0.00
40001-60000 25.96 25.45 0.00 0.00 0.00
Above 60000 954.42 0.00 70.47 0.00 0.00
All income
ranges 40200.00 27220.63  319.06 898.52 104.71

Note Totals may not tally due to rounding.
Source: As explained in the text.
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(Rs crore)

Emplo- Ch.VIA Sumof Col.2 Amount Net Cumula-

yers’ rates cols.3 minus of Ch. income tive of
contri- through col.9 VIA (col.10  col.12
bution 7 deduc- 11
to P.F. tions

) ® )] (10 an (12) (13)

0.82  0.3171 2581.01 662.20  210.01 452.28 452.28
11.00  0.3171 6585.18 2085.77 661.40 1424.38 1876.66

18.94  0.3171 5856.71 232242  736.44 1585.98 3462.64
19.90  0.3171 3848.91 1904.51 60392 1300.59  4763.23

16.08 0.1276  2580.23 1120.07 14292  977.15 5740.37
16.69  0.1276  2397.20 847.49 108.14  739.35 6479.72
11.41 0.1051 2134.55 841.08 88.40  752.68 7232.41
432 0.1071 1736.08 570.06 61.05  509.00 7741.41
1.23  0.0988 590.21 110.08 10.88 99.20  7840.61
0.00  0.0790 189.32 71.57 5.65 65.91 7906.53

0.13  0.0914 35.46 74.55 6.31 67.74  7974.26
0.00 0.0712 12.66 62.20 4.43 51.17 8032.03
0.00  0.0742 25.45 0.51 0.04 0.47 8032.50

0,00  0.0585 70.47 883.95 51.71 832.24  8864.74

100.53 N.A. 28643.45 11556.55 2691.80 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 coniribution 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 10,000 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 th: 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 disaggregation
for presentation. However, for rural [aiia the exercise has
to becarried out at the level of the 14 broad income inter-
vals in which the data are availablz. Column (3) of Tables
5.5.4 t0 5.5.9 prese1t 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 personalincome
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 V1A 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., Jife 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 I, 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 duringa 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 AIITS 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 toour 14 income classes, an estimate of gross
income minus the five deductions previously mentioned is
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 bave 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 o f 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 1n 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 ALITS (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.G.’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. Before 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 per cent 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.® 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.® Table 5.6.1 presents, for the assessment year
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TABLE

Summary Estimates of Taxable Income Under Different Scenarios

SL. Item Urban India
No. Case 1 Case 2 Case 3
1) @ 3 @
1. Gross income 21433.00 22581.00 24303.00
2. a. Agricultural income 1125.68 1185.98 1276.42
b. Depreciation 563.68 593.87 639.16
c. Standard deduction 2268.42 2362.48 2483.49
d. HRA deduction 568.24 607.37 675.16
e. Emplovers’ contribution
to provident fund 365.21 371.94 381.58
f. Amount of Ch. VIA
deduction 2393.32 2440.74 2554.06
Sub-total of a. to f. 7284.55 7562.38 8009.87
3. Net income (1-2) 14148.45 15018.62 16293.13
4. Income below exemption
limit (Rs 8000) 8776.11 8889.38 9116.92
5. Taxable (assessable)
income (3-4) 5372.34 6129.24 7176.21
Source: Based on Tables 5.5.4 through 5.5.9.
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5.5.10

1975-76 (Assessment Year: 1976-77)

(Rs crore)
Rural India All India
Case 1 Case 2 Case 3 Case 1 Case 2 Case 3
&) ©) O] ®) ©) 10)

43070.00  41922.00  40200.00  64503.00  64503.00 64503.00
29163.99  28386.64  27220.63 30289.67  29572.62 28497-05

341.84 332.73 319.06 905.52 926.60 958.22
976.58 955.16 898.52 3245.00 3317.64 3382.01
118.91 114.89 104.71 687.15 722.26 779.87
116.90 110.16 100.53 4382.11 482.10 482.11

2702.64 2758.00 2691.80 5095.96 5198.74 5245.86
33420.86  32657.58 31335.25  40705.41 40219.96 39345.12
9649.14 9264.42 8864.75 23797.59 24283.04  25157.88

8276.19 8461.97 8022.10 17052.30 17351.35 17139.02

1372.95 802.45 842.65 6745.29 6931.69 8018.86
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1976-77, the unadjusted data on incomes assessed (by status
of assessees), the same data after adjustment for capital galns,
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 raxable 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 scction 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 1975-76.1°

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 Assessed Income  Assessed Blow-up Income
assessees income assessed income factors  assessed
(non-corporate (unadjust- from minus for to tax
sector) ed) capital capital under-  (adjust-
gains gains coverage ed) col
col (2-3) (4x5)
€)) ) 3) (C)) (5 (6)
Individuals 2696.13 22.65 2673.48 1.4188 3793.13
Hindu undi- 135.43 4.46 130.97 2.8657 375.32
vided family
Association 24,10 2.74 21.36 2.2410 47.87
of persons
Unregistered 32.32 0.05 32.27 1.9181 61.90
firm
Total (Non- 2887.98 29.90 2858.08 N.A. 4278.22
corporate
sector)

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 wurban
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).
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TABLB 5.6.2

Estimates of Tax-Evaded Income in India (First Approximation)
Under Three Scenarios for Non-Corporate Sector, 1975-76
(Assessment year, 1976-77)

Item Case 1 Case 2 Case 3

(¢ ) 3 “
1. Taxable (assessable) income 6745.3 6931.7 8018.9
2. Assessed income (adjusted

for undercoverage) 4278.2 42782 4278.2
3. Tax-evaded income

(Row 1 minus Row 2) 2467.1 2653.5 3740.7

4. Tax-evaded income as
percentage of GDP at

curreat prices in 1975-76t 3.7 4.0 5.6
5. Tax-evaded income as

percentage of income

actually assessed to tax 57.7 62.0 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 ¢ para-
meters estimated for our 1975-76 lognormal distributions also
apply to the corresponding 1980-81 distributions. The location
parameter, g, 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 ¢ and the value of mean
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earner income (2) 6 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 1, © 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.l. 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 actuaily
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)

Urban India

Sl Item

No. Case 1 Case 2 Case 3 Case 1
¢))] (2) 3) )] &)

1. Gross Income 40668.00 42648.00 45837.00 70861.00

2. a. Agricultural income  2135.92 2239.92 2407.41 47982.11
b. Depreciation 1069.56 1121.63 1205.55 562.42
c. Standard deduction 3787.27 3954.88 4056.61 1784.50
d. H.R.A. deduction 1233.30 1310.02 1410.31 254.00

e. Employer’s contribu-
tion to provident fund 421.45 428.21 438.33 116.95

f. Amount of Ch.VIA
deductions 3619.81 3772.01 3885.37 3251.49

Sub-total 12267.31  12826.67 13403.58 53951.47
3. Net Income (1—2) 28400.69  29821.33  32433.42  16909.53

Income below exemption
limit (Rs 12000 16629.21  17280.27 17141.09 16764.65

5. Taxable income (3-4) 11771.48 12540.96 15223.31 144.18

Source: Based on Tables A.1.36 through A.8.41 and A.1.43 of
Appendix 1.

-9
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(Rs crore)
Rural India All India

Case 2 Case 3 Case 1 Case 2 Case 3
Cols.2+5 Cols.3+6 Cols.4+7

©) @ ®) (&) 10)
68881.00 65692.00 111529.00 111529.00 111529.00
46641.39 44482.02 50118.03 48881.31 46889.43
546.70 521.39 1631.98 1668.33 1726.94
1712.50 1630.04 5571.77 5667.38 5686.65
253.59 226.05 1487.30 1563.61 1636.36
110.17 100.05 538.40 538.38 538.38
3152.56 2999.64 6871.30 6924.57 6885.01
52416.91 49959.19 66218.78 65243.58 63362.77
16464.09 15732.81 45310.22 46285.42 48166.23
15223.31 14134.67 33393.67 32503.68 31275.76
1240.78 1598.14 11916.36 13781.74 16890.47
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tunately, the AIITS have not yet published the assessment
years-basis volume for 1981-82 . 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 assessimnts
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 ' (Rs crore)
Status of Assessed Income Assessed “Blow-up” Income
assessees income from income factors assessed
(non- (unadju- capital minus for under- to tax
corporate sted gains capital coverage (adjusted)
sector) gains Col.
Col. (2)-(3) @)X(5)
@ ()] (©)] )] ® (6)
Individuals 2210.60 6.35 2204.25 2.8476 6276.82
Hindu Undivi-
ded Family 110.00 1.09 108.91 5.3169 579.06
Association of
persons 25.50 0.19 25.31 4.3112 109.12
Unregistered firm 36.90  0.02 36.83 3.047¢ 112,39
Total (Non-
corporate
sector) 2383.00 7.65 2373.35 - 7077.39
B. Estimates of Tax-Evaded Income - (Rs c?r'oir_e;w
(¢)) 2) 3 4
Item Case 1 Case 2 Case 3
Taxable income 11916.36 13781.74 16890.47

Tax-evaded income

(taxable income miuus

assessed income of

Rs 7077.39 crore) 4838.97 6704.35 9813.08
Tax-evaded income as

per cent of GDP at

current prices and at

factor cost in 1980-811 4.23 5.87 8.59
Tax-evaded income as

per cent of assessed

income 68.37 94.74 138.65

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
enterprise underreports production and sales or overreports
expenses (perhaps by showing personal expenses as deductible
business expenses), the associated reduction in taxable profits
is 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 2to 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 ire 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 tke 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
Pprima 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.



THE SCALE OF BLACK INCOME: A FISCAL APPROACH 135

What adout the extent of such underestimation? Based
on guestimates for several specific sectors, Ghosh er. 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, respeactively. In the
light of available information and the views of national
accounts experts (including Ghosh et. al.) this range of under-
estimatijon 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 crore)
Percentage by Assumed proportion of GDP “inflation”
which official taking the form of tax-evaded income
GDP (factor
cost\ inflated! 1975-76 1980-81
Three- Three-
quar- Half quar- Half
ters ters
¢)] ) (3) 4 )
5 2489 1659 4285 2857
10 4978 3318 8570 5713
15 7467 4978 12855 8570

Noze: 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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TABLFE 5.9.1
Estimates of Tax-Evaded Income: An Illustrative Overview
(Rs crore)
1975-76 1980-81
" Tax-evaded income from:
1. Non-corporate income from current,
legal economic actlvity and legal
transfers assuming official NAS
data to be correct! 3,741 9,813
2. Adjustment to (1) for possible
under-estimation of official GDP* 3.318 5,713
3. Illegal transfers from public
expenditure® 900 1,683
4. Sub-total 7,959 17,209
5. GDP at factor cost at current price 66,370 114,271
6. Assessed income (adjusted for
undercoverage) 4.278 7,077
7. Sub-total as per cent of GDP
at factor cost (row 5) 11.99 15.06
8. Sub-total as per cent of assessed
income (row 6) 186.04 243.17
Notes: 1. The estimates presented here correspond to scenario 3, where

(8]

Source:

the “missing income’ is split between urban and ruralin
the ratio of 1:1 in the course of the “blow-up’’ to the NAS
controlling total.

. 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.

. These estimates (explained in more detajl 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.

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 incoms which should bz 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-evaded
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 agents,
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.'?> 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.’® 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.*

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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adjustiient 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 dowr-
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 35, to salary incomes are much greater
than those applied to business income.?’

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 personai
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 arc 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 rem.ins 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 behaviour! 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 i
4. Excludes capital gains (on both legally and
illegally transferred asset) »

5. Excludes incomes from illegal current
economic activity

6. Excludes illegal transfers? >
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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10.

1.

12.

13

14.

. 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.

. We should emphasise that the income ranges in column (1) of Table

5.3.5 pertain to household incomein the case of columns (2), (3) and
(4), and to earner income in the case of columns (5), (6) and .

- 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.

. For any given income range i and income component j, the weight

Wij is simply %wherc Yi;is the income inits income class attri-
i

butable to the jth component and yi is gross income in the ith class.
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 pubtic finance literature on
India.

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.

. The dimensions of this adjustment—based on information from

the regular ANTS series of publications—is actually rather small,
as can be seen from Table 5.6.1.

In this way we retain a comparable definition of earmers for
1980-81.
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.
The argument here is analogous to the reasoning advanced in tax
incidence studies, where the point is made that a/l taxes (includ-
ing corporation tax), are, in an important sense, borne by
individuals.

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.

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 ;of 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.



6

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 asingle 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 6.1.1 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-Indusiry in the Economy as a whole

Year Cutput Free Registered manufacturing
of sugar market Value of Asa per- Standing
(lakh tons) wholesale output centage of sugar
price of of sugar  of value in regist-
sugar (Col. 2 x of output ered
(Rs/ton)  Col. 3) in food manufa-
(Rs crore) products  cturing
0] 2) 3) (C)) ® 6)
1970-71 37.40 1839.1 687.79 25.72 9
1971-72 31.13 2252.0 701.05 25.68 10
1972-73 38.73 3048.6 1190.98 — -
1973-74 39.48 3900.9 1540.08 35.09 6
1974-75 47.97 4381.1 2101.57 47.27 6
1975-76 42.62 4555.0 1941.34 38.62 7
1976-77 48.40 4349.4 2104.91 39.17 7
1977-78 64.61 4279.9 2765.31 43.33 7
1978-79 58.41 2992.8 1748.21 25.59 9
1979-80 38.58 — — —_— —
1980-81 51.48 - — —_ —
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 (8) calculated from value of output of sugar-cane
and value of output of agricuiture found in Government
of India, CSO, (1¥83).

6. Columns (13) and (14) are from Report on Currency and

Finance (RBI1). Various Issues.
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6.1.1
Agriculture Private final consump- Wholesale price
Value of Asa Stand- tion expenditure Index (1970-71
out put per- ing of = 100)
sugar- cent- sugar- Sugar Asper- Stand- Total Sugar
cane (Rs ageof canein (Rs centage ing of (includ-
crore) total  Agricu- crore) of total sugar in ing
value Iture total pri- khand-
of vate final sari
output expend- and
iture gur
) ® @ a0 an a3 s
1036.79 6.91 4 1325 4.5 9 — —
1235.57  6.72 3 1822 5.7 7 105.6 141.2
1681.88 8.31 3 2259 4.5 7 116.2 188.0
1851.43 6.76 4 2473 6.4 7 139.7 192.4
2028.23 6.72 3 2429 4.7 8 174.9 199.8
1948.29  6.94 3 2477 4.7 8 173.0 213.5
2127.17 7.34 4 2782 5.1 8 176.6 217.5
1998.83 6.02 4 2366 3.8 10 185.8 185.4
1788.27 5.31 4 2704 4.0 12 185.8 146.8
2540.71 7.27 4 4451 6.0 8 217.6 231.3
4075.17 9.12 3 5811 6.5 8 257.3 376.9
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government regulation.! This holds out the possibility of
investigating links, if any, between controls and black income
generation at the level of an individual commodity.? Finally,
the homogeneous character of sugar makes the very difficult
task of estimatlon 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.?
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
cach 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- Yield No.of Average Average Total
under tion of ofcane facto- duration capacity cane
sugar sugar per acre ries in  (days) (tonnes crushed
cane cane (tonnes) opera- per day) (000
(000 (000 tion tonnes)
Acre) tonnes)

(¢)) @ €)) 1)) &) (6) D ®
1930-31 2,825 36.354 13.0 20 — — 1,339
1931-32 3,077 44,011 143 31 - — 1,814
1932-33 3,425 51,950 15.2 56 138 481 3,404
1933-34 3,422 53,297 156 111 103 500 5,240
1934-35 3,602 55,218 15.3 128 104 545 6,655
1935-36 4,154 62,185 15.0 135 126 644 10,045
1936-37 4,621 68,401 14.8 137 138 685 11,876
1937-38 4,043 56,533 14.0 136 112 722 10,075
1938-39 3,281 43,792 133 139 83 673 7,117
1939-40 3,125 40,145 12.8 145 129 778 13,342
1940-41 3,996 51,978 13.0 148 113 750 11,492
1941-42 2,956 38,515 13.0 150 85 698 8,155
1942-43 2,073 46,005 15.0 150 101 762 10,586
1943-44 3,617 52,741 14.6 151 117 762 12,333
1944-45 3,547 49,558 14.0 140 928 755 9,493
1945-46 3,210 47,273 14.7 145 93 768 9,510
1946-47 3,528 50,568 14.3 160 98 755 9,497
1947-48 4 056 58,170 14.3 134 110 815 11,014
1948-49 3,752 48,690 13.0 137 101 . 808 10,258
1949-50 3,624 49,380 13.6 139 92 855 10,024
1950-51 4,217 54,823 13.0 139 101 873 11,348
1951-52 4,792 59,227 124 140 132 938 15,889
1952-53 4,272 49,004 11.5 134 113 952 13,216
1953-54 3,485 43,182 12.4 134 86 926 9.778
1954-55 3,994 56,026 14.1 136 132 958 15,759
1955-56 4,564 58,384 12.8 143 145 980 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 Total Recove- Mola- Mola- Year Area Produc- Yield

of cane sugar ry of sses sses % under tion of ofcane
crushed pro- sugar % pro- cane sugar sugar per acre
by fac- duc- cane duction cane cane (tonnes)
tories tion (’000 (000 (000

to total (000 tonnes) Acre) tonnes)

tonnes)
0 oy an a2 3 4 as e (un

3.68 120 896 — - 1956-57 5,057 65,944 13.0
4.12 161 8.63 — 3.85 1957-58 5,080 65,948 13.2

6.55 295 8.88 132 3.89 1958-59 4,803 68,346 14.5

9.83 461 8.80 193 3.68 1959-60 5,220 74,016 14.2
12.05 578  8.69 232 3.50 1960-61 5,968 110,001 18.4
16.15 934 9.29 336 3.33 1961-62 6,066 103,967 17.1
17.86 1,128 9.50 414  3.48 1962-63 5,540 91,913 16.6
17.32 946 9.39 356 3.53 1963-64 5,557 104,225 18.8
16.25 661 9.29 246 3.46 1964-65 6,432 121,909 18.9
33.23 1,242 9.31 493 3.69 1965-65 7,008 123,990 17.4
22.11 1,113 9.70 431 3.76 1966-67 5,687 92,826 19.3
21.17 790  9.69 298 3.65 1967-68 5,057 95,500 18.9
2301 1,088 10.28 375 3.54 1968-69 6,257 124,682 19.9
22.38 1,235 10.02 446 3.61 1969-70 6,792 135,024 19.9
19.16 969 10.21 333 3.51 1970-71 6,462 126,368 19.6
20.12 959 10.09 333 3.6l 1971-72 5,907 113,579 19.2
18.78 935 9.85 323 349 - 1972-73 6,058 134,866  20.6
1893 1,092 9.91 417 3.78 1973-74 6,800 140,805  20.7
21.07 1,017 991 379 3.69 1974-75 7,151 144,289  20.2
20.30 995  9.93 363 3.62 1975-76 6,325 140,604 20.6
2070 1,100 9.99 387  3.60 1976-77 7,082 153,007 21.6
26.82 1,474 9.57 598 3.91 1977-78 7,786 171,966  22.7
28.98 1,277 9.98 501 3.85 1978-79 7,630 151,655 20.3
22.64 985 10.08 338 3.46 1979-80 6,449 128,833 19.9
2843 1,566  9.93 606 3.75 - 1980-81°® 6,543 150,522 73.0
3193 1,834 983 736 3.94
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No. Ave- Average Total %age Total Recove- Mola- Mola-

of fac- rage capacity cane ofcane sugar rysugar sses sses

tories dura- (tonnes crush- crush- produ- % cane produc- % cane

in ope- tion per day) ed ed by tion tion

ration (days) (000 facto- (000 (000

tonnes) riesto tonnes) tonnes)
total

) (19 0) (@D (22) (23) (24) (25) (26)
147 150 1016 20,536 31.14 1,998 9.73 768 373
158 129 1040 19,438 1,946 10.01 732 3.78
164 118 1082 19,187 27.67 1,889 9.84 720 3.75
168 138 1131 24,041 32.48 2,384 9.92 916 3.81
174 166 1172 31,021 28.20 3,021 9.74 1210 3.99
180 148 1144 27,946 26.88 2,729 9.76 1086 3.91
186 106 1151 20,799 22.63 2,139  10.28 749 3.63

' 194 22 1185 25,716 24.67 2,573  10.01 964 3.74
198 153 1204 33,454 27.44 3,222 9.66 1344  4.00
200 159 1253 36,512 29.45 3,541 9.70 1530 4.17
200 96 1229 21,637 23.81 2,151 9.94 838 3.81
200 97 1273 22,638 23.70 2,248 9.92 867 3.11
205 152 1320 37,699 30.24 3,559 9.44 1671 4.46
215 174 1333 45,701 33.85 4,262 9.33 2004 4.47
215 139 1394 38,205 30.23 3,740 9.79 1611 4.22
220 107 1437 31,015 27.31 3,113 10.03 1228 3.96
228 133 1460 40,407 32.36 3,873 9.57 1694  4.19
229 135 1491 42,278 30.03 3,948 9.34 1831 4.28
246 140 1534 48,435 33.57 4,797 9.90 2012 4.15
252 116 1563 41,880 29.79 4,262 9.83 1703 4.07
270 125 1578 48,819 31.91 4,840 9.91 2059  4.22
287 165 1551 67,329 38.05 6,461 9.59 2971 4.41
298 140 1562 59,717 37.56 5,841 9.78 2537 5.25
300 8 1651 39,050 30.31 3,858 9.88 1582  4.04
315 104 1719 51,584 34.27 5,148 9.98 2126 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 phenomenoa is known as “diversion”’.

The periods of rapid growth in sugar production, noted
carlier, 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, ualess,
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.*®

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 sugar. 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.

¢. 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 per cent is uscd 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:

1. 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 ot plants;

1 . 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



THE SUGAR INDUSTRY ¢ A CASE STUDY 159

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 are
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 cxception. 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. 1In 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 ioa 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
1956-57°. 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 tpd®. 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 extraction’.

Hence we can deem technology to have remained approxi-
mately invariant duricg the period in question, not only
because plant sizes were largely standardised, but also because
the efficiency of plants of different inakes 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 output®.

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 iastalled 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 subsiitution) 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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TABLE 6'4.1.
Corrected FElectricity Consumption per Unit of Output

Year Total number Total Number of Proportionate Installed
of factories installed factories installed super-cane
reporttng capacity working in generating crushing

(KW) the year capacity capacity
(KW) (tons/day)

M 2 3) 4) ©) (6)

1960-61 — —_ — ~- 203926

1561-62 99 70134 160 163687 205920

1962-63 98 80080 186 169070 214086
1963-64 95 99311 194 202803 229690
1964-65 100 102229 198 202413 238392
1965-66 109 119104 200 238203 250600
1966-67 141 166723 200 236557 245800
1967-68 134 172145 200 256733 254600
1968-69 136 183345 205 276322 270600
1969-70 140 195298 213 299922 286595
1970-71 140 201511 215 320213 299710
1971-72 136 215531 220 344078 316140
1972-73 145 224202 228 352538 332680
1973-74 143 236027 229 377973 341457
1974-75 149 270213 246 446123 377364
1975-76 163 300636 252 465087 393876
1976-77 178 364640 270 553106 426060
1977-78 209 435254 287 597693 445237
1978-79 274 425863 298 593998 465476
1979-80 216 470518 200 653497 495300
1980-81 227 496314 318 688718 541485

Source: 1. Columﬁs (4), from Table 6..2.1.

2. Column (5), calculated using columns (2), (3) and (4); col.
col. 4

() =m X Col. (3)

3. Column (6), calculated from Table 6. 2.1.

4. Column (11), 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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g Indexoflg  Total Py/1-P Output in P/o col
(col. 5. 1961-62 = electricity col.2 + the fiscal 10+
[col. 6.)  100) consump- col. 3) year (O) col. 11.

tion in million (lakh tons)
industry (P;) (KWH)

(million .

(KWH)

Y ) 9) (10 (11) (12)
0.7059 1.000 287.960 287.96 28.36 10.157
0.7897 0.992 312.285 314.74 25-67 12.261
0.8822 1.108 339.267 306.19 25.05 12.223
0.8491 1.064 360.174 337.55 29.00 11.640
0.9506 1.194 430.632 360.63 33.99 10.611
0.9624 1.209 428.350 354,25 27.43 12.918
1.0092 1,268 395.035 311.64 22.40 13.908
1.0211 1.283 459,700 350.30 27.19 13.170
1.0465 1.318 612.440 465.73 40.31 11.501
1.0684 1.342 679.890 806.62 45.23 11.201
1.0884 1.367 623.423 456.08 34.41 13.283
1.0591 1.331 660.832 496.49 36.68 13.536
1.1078 13.91 706.760 508.07 37.36 13.603
1.1822 1.486 866.163 583.27 47.26 12.337
1.1808 1.454 849.851 572.67 46.32 12,337
1.2982 1.631 1042.602 639.26 46.67 13.697
1.3427 1,687 1091.247 646.98 51.80 12,487
1.276i 1.603 1299.458 810.64 62.31 13.010
1.3194 1.658 1144.417 690.23 47.06 14.606

1.2719 1.598 1131.738 708.22 49.73 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 wasan
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 (14).

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 Number of Average Total crush- Age pro- Age index

year factories in capacity ing capacity file (years) I, (1960-
operation (tons per (per day) 61 = 1.0)
day) col. 2%
col. 3)

(€))] ) 3) 4 ) ()
1950-51 139 873 121347 17.00 —
1951-52 140 938 131320 16.70 —
1952-53 134 952 127568 17.67 —
1953-54 134 926 124084 18.63 -
1954-55 136 958 130288 18.69 —
1955-56 143 980 140140 18.19 —
1956-57 147 1016 149352 17.91 —
1957-58 158 1040 164320 17.11 —
1958-59 164 1082 177448 15.74 —
1959 60 168 1131 190008 15.63 —
1960-61 174 1172 20 928 15.53 1.000
1961-62 180 1144 205920 16-37 1.054
1962-63 186 1151 214086 16.71 1.076
1963-64 194 1185 229890 16.54 1.065
1964-65 198 1204 238392 16.87 1.086
1965-66 <00 1253 250600 17.02 1.096
1966-67 200 1229 245800 18.19 1.171
1967-68 200 1273 254600 18.46 1.189
1868-69 205 1320 270600 18.35 1.182
1969-70 215 1333 286595 18.25 1.175
1970-71 215 1394 299710 18.33 1.180
1971-72 220 1437 316140 18.23 1.174
1972-73 228 1460 332880 18.13 1.167
1973-74 229 1491 341439 18.67 1.202
1974-75 246 1634 377364 17.89 1.152
1975-76 252 1563 393876 18.14 1.168
1976-77 270 1578 426060 17 77 1.144
1977-78 287 1551 445137 18.01 1.160
1978-79 298 1562 465476 18.22 1.173
1979-80 300 1651 495300 18.12 1.167
1980-81 315 1719 541485 17.57 1.131

Source: 1. Columns (2) and (3), refer to Table 6.2.
2. Column (5), calculated as per the text:



THE SUGAR iNDUSTRY: A CASE STUDY 157

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 appcar 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 as a
percentage of hours available (in index form, In) would be
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TABLE 6.4.3

Number of days of Factory Running Corrected for Hours Lost—

Converted to Fiscal Year

Year Sugar Per Corre- Daysof Extra Fiscal Index 1=/

year cent cted running after year ofIn  1,—1/
number hours for upto March days  col.5)
ofdays lostin hours March 31 of
of effec- sugar lost 31 (Col. 4 opera-
tive year (actual —col 5) tions (N)
running days
1 (03] ©)] C)] (&) ®) (G )) ®
1960-61 166 — — 135 — -— — —
1961-62 148 17.20* 178 135 43 —_ —_ —
1962-63 106 16.70 127 127 0 170 1.049 1.049
1963-64 122 16.67 146 135 1 135 0.833 1.167
1964-65 153 17.39 185 135 50 146 0.901 1.099
1965-66 159 15.89 189 135 54 185 1.242 1.142
1966-67 96 20.00 120 120 0 174 1.074 1.074
1967-68 97 24.10 128 128 0 128 0.790 1.210
1968-69 152 19.00 188 135 53 135 0-833 1.167
1969-70 174 17.18 210 135 75 188 1.160 1.160
1970-71 139 18.20 170 135 35 210 1.296 1.296
1971-72 107 18.90 132 132 0 167 1.031 1,031
1972-73 133 17.80 162 135 27 135 0.833 1.167
1973-74 135 17.80 164 135 29 162  1.000 1.000
1974-75 140 17.20 169 135 34 164 1.012 1.012
1975-76 116 17.00 148 135 5 169 1.043 1.043
1976-77 125 17.60 152 135 17 140 0.864 1.136
1977-78 165 19.30 204 135 69 152 0944 1056
1978-79 140 21.00 177 135 42 204 1.259 1.259
1979-80 86 36.75 136 135 1 177 1093 1.093
1980-81 104 28.71 146 135 11 136 0.840 1.160
Notes: ¥ Approximate
Source: 1. Column (2), from Table 6. 2.1

2.

Ral ol

NS

ol

Column (3), Indian Sugar Mills Association, India Sugar
Year Book. Various Issues.

Column (4), calculated using Columns (2) and (3).
Column (5), as in the text.

Column (7), calculated by using column (6) and column
(5) [col. 7 = (6) for year t + col. (5) for year (t +1)].
Column (10), refers to Table 6.2.1.

Columns (11) and (12) are calculated using columns (5),
(6), and column (10).

Ci%l)umn (13), calculated using columns (5), (6), (11) and
(12).

Column (15), calculated using columas (3), (5) and (6).
Column (17), refer Table 6. 2.1
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Recovery Recovery Recovery Fiscal Index Per cent Index 1o In
per cent per cent per cent year of re- hours of hours fiscal

tn sugar upto after reco- covery lostin lost in year
year March 31 March 31 very percent fiscal fiscal
X) (\9X) percent [(Ir)sin Yyear year in
=I;] 16.39%
In==1.000
(10) an (12) (13) (14) (15) (16) amn
9.74 —_ —_ — — — — _
9.76 10.00 9.00 — — — — —
10.28 10.28 0.00 9.96 1.061 16,78 1.029 1.029
10.01 10.09 9.08 10.09 1.075 16.67 1.023 1.023
9.66 9.93 8.94 9.87 1.051 17.34 1.064 1.063
9.70 9.99 8.99 9.71 1.033 16.30 1.000 1.000
9.94 9.94 0.00 9.65 1.026 18.72 1.148  1.143
9.92 9.92 0.00 9.92 1.056 24.10 1.479 1.479
9.57 9.85 8.86 9.85 1.049 19.00 1.166 1.166
9.56 9.91 8.92 9.61 1.023 17.64 1.082 1.052
9.84 10.05 9.04 9.65 1.028 17.81 1.093 1.093
10.03 10.03 0.00 9.82 1.046 18.75 1.150 1.150
9.57 9.73 8.76 9.73 1.036 17.80 1.092  1.092
9.34 9.51 8.56 9.39 1.000 17.80 1.092 1.092
9.94 10.10 4.13 9.86 1.050 17.31 1.062 1.062
9.83 9.87 1.88 9.72 1.035 17.04 1.045 1.045
9.91 10.02 9.02 9.98 1.063 17.58 1.079 1.079
9.59 9.93 8.93 9.63 1.047 19.11 1.172  1.172
9.78 10.02 9.02 9.65 1.028 20.43 1.253 1.253
9.88 9.89 8.90 9.68 1.031 33.01 2.025 2.025

9.98 10.08 9.05 10.05 1.070  28.77 1.765 1.768
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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 2 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.

1. Doctoring of data on elecrricity 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 evas’on and so forth.
Thus, evasion is unlikely to depend on the variables Ia, Ir, In,
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 summary®. 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
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average age of plants, Ir is the average recovery percentage,
In is the index number of days of factory operation and In
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,InIr, In,In) ..l 6.1
and
E=T + P. (6.2)

For simplicity, we choose a multiplicative form of the
function F, so that

E=C0a. Iaa®Tr a3, (4 [IN—1)) atIna 5 ...... (6.3)
where C is a constant term.
Now, our assumption that sugar production technology is
. constant implies that a; = .
And holding other variables constant, we obtain
9E _ 9(T+P)
20 & O
Furthermore, it is shownin Appendix 3 that under these
assumptions,

= constant  ......... (6.4)

P_ ()
5= & & (6.5)

P). . . .
where (ﬁ) is electricity consumption per unit of sugar

output in the base year (taken as 1961-62) and Igis the
index of g, with Iz = 1 in the base year and with g defined as;
installed electricity generation capacity in
_ the industry . .. (6.6)
installed sugar-cane crushing capacity in
the industry
Using (6.2), (6.4) and (6.5) we can show that,
E« = 6.7)
I
Now, allowing the other factorsin (6.3) to vary, and com-
bining (6.3) and (6.7), we get:
5
_P C.Ia*2 ™, (14 /In —1/)* 4 | (6.8)
where C’ is a new constant term.

g
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Now let us define,

Pe = P/ (1g. Ia*2 It*3. (1 + /In—1/)*4 Ip*5)  ...... (6.9)
and

O0=0e+04a i (6.10)

where Oe + Oq is evaded (or suppressed) output and Oq is
declared output.

Then, we can show (as we do in Appendix 3) that

P _ (. Oy (P
o=+ 2 (od)o ......... (6.11)

where (%‘;) gives the value of the ratio when Oe is zero,
o

that is, when there is no evasion.
Now Oa is known and Pc can be estimated. If a graph of

ET"; is plotted against time, then equation (6.11) can be used

to calculate evasion. The ratio (—(l;—c(;) can be used as a first
o

approximation. This would bias downwards the results
obtained for output evasion in other years.
1. Estimation of evaded output'. We noted above that,

. . . . P .
with certain assumptions, the ratio O—; can be examined to

deduce the extent of output suppression in each year in our
- sample period. Estimation of the annual values of Pe requires
knowledge of the a; parameters. To estimate the & an ordinary
least squares regression was run on the logarithmic form of
equation (6.7), with the approximation involved in using Oa

in place of O, the latter being unobservable. It yielded the
following results:

P
log ( — ) = 2.42 + 0.67 log Ia—0.37 log I+
Ig Oa (1.43* ~ (-0.32)

— 0.28 log (1 + /In—1/) + 0.25 log In,
(— 2.23)** / / (3.72)*%* (6.11

where t — statistics are indicated in parentheses below the
coefficients!® and

R® = 0.68; F = 10.43; DW = 1.77.
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The regression coefficients (the «is) have the expected
signs and are also significant. except for that of Ir. The esti-
mates of oy 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
values of Oq and Pc¢, and hence the ratio g% for each year,
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 of 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.’! Table 6.4.5 and
Figure 6.3 show thatin almost all cases the evasion-implied
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TABLE ¢.4.4

Conversion of Evasion of Output from Fiscal Year to Sugar Year

Year Fiscal Sugar year Evasionin Number of
year output fisical year days of
output (lakh (lakh running in
(lakh tones) tons) tons) fiscal year

) 2 (©)] @ )

1961-62 28.35 27.29 —_ -

1962-63 25.67 21.39 3.23 170
1963-64 25.05 25.73 1.63 135
1964-65 29.00 - 3222 0.17 146
1965-66 33.99 35.41 0.24 185
1906-67 27.43 21.51 2.36 174
1967-68 22.40 22.48 0.16 128
1968-69 27.19 35.59 0.76 135
1969-70 £0.31 42.62 0.12 188
1970-71 45.23 37.40 0.00 210
1971-72 34.4] 31.13 3.65 167
1972-73 36.68 38.73 2.90 135
1973-74 37.35 39.48 3.85 162
1974-75 47.28 47.97 2.79 164
1975-76 46.42 42.62 2.65 169
1976-77 45.67 48.40 6.07 140
1977-78 51.¢0 64.61 1.04 152
1978-79 62.31 58.41 7.35 204
1979-80 47.00 38.58 3.90 177

1980-81 49.73 51.48 2.19 136

Source : Column (2), refer to Table 6.4.1.
Column (3), refer to Table 62.1.
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 Days of Days upto Days Evasion Percentage
per day running March 31 after in the evasion in
(col. sugar March sugar year the sugar
4 = col. § year 31 (lakh year (col.
lakh tons) tons) 10 as per-
cent of
col. 3)
©) @ @® O] (10) an
— 178 135 43 — —_
0.019 127 127 0 2.413 11.28
0.012 146 135 11 1.631 6.34
0.001 185 135 50 0.185 0.57
0.001 189 135 54 0.891 2.52
0.014 120 120 0 1.680 7.81
0.001 128 128 0 0.128 0.57
0.006 188 135 53 0.863 2.42
0.001 210 135 75 0.135 0.32
0.000 170 135 35 0.770 2.06
0.022 132 132 0 2.904 9.33
0.021 162 135 27 3.483 8.99
0-024 164 135 29 3.733 9.46
0.017 169 135 34 2.839 5.92
0.016 140 135 5 2.375 5.57
0.043 152 135 17 5.924 12.24
0.007 204 135 69 3.429 5.31
0.036 177 135 42 5.784 9.90
0.022 136 135 1 2.986 7.74
0.016 146 138 11 - —
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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.!* Figure 6.2 plots against
time (financial years) the following variables: evaded sugar
output (Oe), declared sugar output (Og) and the ratio of
indices of average sugar prices (Iav/lac). 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
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TABLE 6.4.5

Evasion: Implication For Underreporting of Sugar-cane Crusked and
Percentage Recovery (Partitioning)

Year Available Actual Additional Additional Additional

crushing  sugar- capacity sugar-cane  sugar pro-
capacity cane available implied by duction
(lakh tons) crushing (col.2— evasion explained
(lakh col.3) (lakh tons) by under-
tons) (lakh tons) reporting
of cane
crushed

(lakh tons)

(¢)) 03] 3 @ ® ©)
1961-62 304.76 279.46 25.30 — —_
1962-63 226.93 207.99 18.94 23.46 1.95
1963-64 260.47 257.16 23.31 16.30 1.63
1964-65 364.74 334.54 30.20 1.91 0.18
1965-66 398.45 365.12 33.33 9.20 0.89
1966-67 235.97 216.37 19.60 16.90 1.68
1967-68 240.96 226.38 20.58 1.29 0.13
1968-69 411.31 376.99 34.32 9.12 0.86
1969.70 498.68 457.01 41.67 1.46 0.14
1970-71 416.60 382.05 34.55 7.87 0.77
1971-72 338.27 310.15 28.12 28.94 2.82
1972-73 412.73 404.07 38.66 36.33 3.48
1973-74 460.94 422.78 38.16 39.99 3.54
1974-75 526.31 484.35 43.96 28.67 2.85
1975-76 456.50 418.80 38.10 23.33 2.29
1976-77 532.50 488.19 43.39 59.75 4.30
1977-78 734.48 673.29 61.19 35.75 3.43
1978-79 651.57 59717 54.50 59.12 5.33
1979-80 425.96 390.50 35.46 30.22 2.99
1980-81 563.14 515.84 — — —

42.62
Note 3 * 31880 = 1018

In the source (Table 6.2.1) the figure is given at 9.839% 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.
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/Reported Actual sugar- Actual Actual percentage Declared
percentage cane crushed sugar percentage sugar cane percentage

of sugar implied by output recovery under- recovery as
recovery reported- (lakh (col.9 as  reported percentage
undereported  tons) % of col.8 (col.4) of actual
cane [col.3, »——igllg X 100 (col.7 as%
or = (col 4, of col.10)
col.5)]
(lakh tons)
Q)] ® ® 10) 1) (12)
9.76 — — — — —_
10.29 226.93 23.803 10.41 8.38 98.00
10.01 273.46 27.361 10.04 5.96 100.00
9.63 336.45 32.405 9.63 0.57 100.00
9.70 374.32 36.301 9.70 2 46 100.00
9.94 233.27 23.190 9.94 7.25 100.00
9.92 227.67 22.608 9.93 0.57 100.00
9.44 386.11 36.453 9.44 2.36 100.00
9.33 458.47 42,755 9.33 0.32 100.00
9.79 389.92 38.170 9.79 2.02 100.00
10.03 338.27 38.034 10.06 0.31 99.70
9.57 440.40 42.213 9.56 0.25 100.00
9.34 460.91 43213 9.30 8.20 99.57
9.94 513.02 50.809 9.90 5.59 100.00
10.10* 442.13 44.993 10.18 5.20 100.00
9.91 531.58 54.324 10.22 0.16 96.97
9.59 709.04 68.039 9.60 5.04 100.00
9.70 651.67 64.194 9.83 8.36 99.29
9.80 420.72 41.568 9.00 7.18 100.00
9.98 — — — e —

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

. Col. (6), min. [Col.3, Col4] X Col.(7).

. Col. (7), refer to Table 6.2.1

. Col. (9), col.(9) + col.(2) of Table 6.4.4.

. Col. (12), from Table 6.2.1.

<N oA
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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.!?
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 from
sugar-cane, the prices likely to be offered by gur manufact-
urers to sugar-cane growers were estimated.!?

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.!® 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.1®

6. Black Income Generation in Sugar:
A Summary of Estimates

The entire underpayment for sugar-cane constitutes black
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.!” 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

Year Zone Minimum Actual  Gur Col. (5)—
sugar- average price* 20 per
cane cane (Rs./ cent
price price qntl)
(Rs/ paid
qntl.) (Rs/
qntl.)
(¢Y) 2 (&) 4) &) (6
1973-74 Northern 9.21 12.64 139.63 111.70
Western 9.87 11.76 181.25 145.00
Southern 8.80 11.32 143.75 115.00
1974-75 Northern 9.25 14.10 150.88 120.70
Western 10.75 12.75 185.00 148.00
Southern 9.66 12.83 147.25 117.80
1975-76 Northern 9.65 13.01 129.25 103.20
Western 10.82 14.55 133.76 107.00
Southern 10.08 12.70 147.50 118.00
1976-77 Northern 9.56 13.02 144.13 115.30
Western 11.01 12.93 189.25 151.40
Southern 10.10 11.80 147.50 118.00
1977-78 Northern 9.84 13.17 122.63 98.10
Western 10.70 12.16 135.25 108.20
Southern 9.48 12.60 97.52 78.02
1978-79 Northern 11.46 11.21 104.00 83.00
Western 12.70 10.61 111.00 88.80
Southern 11.30 10.97 97.00 77.60
1979-80 Northern 14.12 14.54 256.88 205.50
Western 16.26 14.08 266.25 213.00
Southern 14.15 14.11 212.00 169.60
1980-81 Northern 15.20 23.25 274.38 219.50
Western 16.08 19.30 342.50 274.00
Southern 14.37 29.54 258.50 206.80

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 - 1/2(Col.(7)) Sugar- 3-year Excess cane  Under-

col. 6/10) (Rs./ cane past crushed payment
(Rs/ qntl.) crushed moving (Col. 9— (Col. 8 X
qntl.) (lakh average col. 10) col. 11)
tons) (lakh (Rs lakh)
tons)
)] ® ® (10) (11) (12)
1.47 0.74 189.72 161.93 27.79 205.65
—2.74 — 107.18 107.54 0.00 —
—0.18 — 114.16 100.56 — e
2.03 1.02 197.53 143.44 64.09 55.72
—2.05 — 151.44 124.72 —
1.05 0.53 118.92 111.00 7.92 41.98
2.69 1.35 162.92 137.88 26.04 338.04
3.85 1.93 153.36 137.32 16.04 309.57
0.90 0.45 88.28 107.12 —14.84 0.00
1.49 0.75 193.28 139.08 54.20 406.50
—2.21 — 166.62 157.14 - —
0.00 0.00 113.36 106.84 - —
3.36 1.68 266.68 207.60 59.08 992.54
1.34 0.67 224.06 181.34 42.72 286.22
4.80 2.40 161.64 121.08 40.56 973.44
2.89 1.45 212.08 224.00 —11.92 0.00
1.73 0.87 221.68 204.12 17.56 152.77
3.21 1.61 143.32 139.44 3.88 62.47
—6.01 —_ 135.04 204.60 — -
—7.22 —_ 152.46 199.40 — —
—2.85 — 93.24 132.72 — —_
1,30 0.65 168.40 171.84 —3.44 0.00
—8.10 — 222.20 198.78 — —

—0.14 - 116.72 117.76 —_— -
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TABLE 6.6.1

Evasion of Excise, Income and Underpayment for Underweighed Cane

Year Evasion in Free market (Col.3)-—  Income  Price of
fiscal price of 10 per evaded sugar-cane
year sugar cent (Col.2x in sugar
(lakh tons) (Rs/ton) (Rs/tons) col.4) year

(Rs. lakh) (Rs/tons)
(¢)) @) ©)] “) o) (®

1961-62 — — —_ — —

1962-63 3.23 — — — —

1953-64 1.63 — — — -

1964-65 1.17 - — — —

1965-66 024 — — — —

1966-67 2.36 — —_ - —

1967-68 0.16 — — - -

1968-69 0.76 1775.87 1898.28 1214.69 73.00

1969-70 0.12 1749.27 1574.34 188.92 73.70

1970-71 0.00 1740.85 1566.77 0.00 76.30

1971-72 3.65 2076.08 1868.47 6819.92 77.90

1972-73 2.90 3213.10 2891 70 8385.93 90.10

1973-74 3.85 3740.50 3366.45 12960.83 87.90

1974-75 2.79 4487.50 4038.75 11268.11 99.00

1975-76 2.65 4422 80 3980.52 10548.38 98.30

1976-77 6.07 4551.40 4096.26 24864.30 99.10

1977-78 1.04 3829.30 3446.37 3584.22 95.90

1978-79 7.35 2378.40 2140.56 15633.12 100.10

1979-80 3.90 3117.70 2805.93 10943.13 145.30

1980-81 2.19 6190.10 5571.09 12200.69 -

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-overative 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- Under-pay- Total Clea- Average Duty evaded

reporting ment for excise rance excise (Col.2 x
of cane  cane under duty of sugar duty Col. 11)
crushed weighment collected (lakh (Rs/ (Rs lakh)
(lakh sugar year from qtls.) qtls.)
tons) (Col.6X VPS (Col.9+

col.7) (Rs lakh) col.10)

(Rs lakh)

M ® )] (10) a1n (12)
— _ 5842  222.76 26.23 —
18.94 — 7498 269.72 27.80 897.9
16.72 — 6617 234.85 28.18 459.3
2.01 — 6518 230.56 28.27 330.8
2.56 — 7500  261.20 28.71 68.9
18.61 — 11012 298.08 36.94 871.8
1.58 — 7396  212.54 34.80 55.7
10.56 780.39 6655 226.63 29.37 223,2
1.37 100.97 10215 305.65 33.42 40.1
0.00 0 13801 369.12 37.39 0.0
28.12 2190.55 16320  404.71 40.33 1472.0
31.92 2876.00 17540  350.76 50.01 1450.3
38.16 3354.27 19547 360.71 54.19 2086.3
28.58 2829.42 19050 328.75 57.95 1616.8
23.87 2346.43 22495 365.70 61.51 1630.0
43139 4299.95 22745 396.40 61.57 37313
1.35 129.47 20174  402.57 50.11 521.1
54.50 5455.45 18580 529.36 35.10 2579.9

32.41 4709.18 - — - —
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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 Committes 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.

. 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 are generally
not possible if the estimates of evasion and black income genera-
tion are limited to one or two years, asin 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:: period 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. 7, <% and “*** jndicated 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.

[ 8]
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13.

14.

15.

16.

17.

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.

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.

A three-year period was chosen as this roughly covers one cycle of
sugar-cane cultivation.

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.

Both the excise duty rates (which are ad valorem) and the tariff
values are changed from time to time. What is necessary isa
weighted average of the duty to be paid over the year. The average
rate based on clearances is one such weighted average.



7

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 taxesisa 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



192 ASPECTS OF THE BLACK ECONOMY IN INDIA

the table) rents or ‘“‘pugree’” payments, which capitalise the
difference between the anticipated profile of market cleariug
rents and the stream of controlled, nominal payments®.

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 ot “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 charges?.

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 wurban 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, undervaluatien 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 property’. 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
becn 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 Comuwissioner (IAC), Acg-
uisition—in a standard form 37G filled and verified by the
transferee>. 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 Hefore the IAC to pro-
vide additional information—hence these are called “notified
cases’’®, This notice provides information additional to that
contained in the corresponding form 37G, including the
judgement value of the 1AC.

This initial judgement valuc has no particular legal signi-
ficance. But it can be taken as one indicator of the property’s
matrket value, since it reflects the IAC’s initial judgement in
this respect, before he has had a chance to be influenced by
the transferce 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 (us 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) 1 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 8.2 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 confirms this
possibility, since the average declared value was closcr 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 valu:s, namely, that pro-
perties with low=r 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, therc 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 cxcludes 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 1983. This report gives
annual information on the total number of general powers of
attorney (GPA) registered in Dethi and the total number of
GPAs involving 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 <econd. that all DDA-property-related GPAs
pertain to “‘sales’” of immovable property. On the basis of
these assumptions and the additional assumption that the
information on bl:ck 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 ycar 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 2re 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 Dethi, 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 am