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EDITOR’S PREFACE

The object and scope of this work have been lucidly explained
by the author in the Introduction. When Mr. Rao began his
studies in Income-Tax under my guidance, as a research scholar in
this School in 1927, the only economic work of importance on the
subject was Dr. Pagar’s ¢Indian Income Tax'. This is a histori-
cal study and does not contain an analysis of the Indian system.
In view of the increasing importance of Taxation of Income in this
country, a critical analysis of the prevailing system and its
comparison with that of other countries was likely to meet a real
want. Mr. Rao entered on this task full of enthusiasm and an
idealistic outlook imbibed from the teachings of Professor
P. A. Wadia who is well-known in Western India as the inspiring
teacher of many grateful young men now shouldering the responsi-
bilities of life in different spheres. Mr. Rao finished his work in
April 1929, and was awarded the M. A. degree of this University
with distinction on the same. Before he could revise the work
with a view to publication, two other works were published deal-
ing with Indian Income-Tax, namely, (1) Dr. Bannerjea's ¢ History of
Indian Taxation’ and (2) Mr. Niyogi’s ¢Evolution of the Indian
Income-Tax’. The former contains a long chapter on Income-
Tax, and the latter is by its very title a historical volume,
though some attempt to analyse the present system has been made
in it. Though the present work takes note of some more points of
historical importance than is the case with Dr. Pagar’s book, it
must be admitted that the historical aspect is treated more fully
in the volumes referred to above. The historical portion in the
present work serves as an introduction to a more detailed study of
the problems of the Indian Income-Tax system in the light of the
experience of other countries, and of the latest theoretical principles
regarding the subject. It is in this sphere that the real importance
of Mr. Rao’s work lies, particularly in view of the possibility of a
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complete overhauling of the Indian system which has been pro-
mised by Sir George Schuster, Finance Member, Government of
India. His approach in most cases is bold, and attacks the root
of the problem; his enthusiasm is tempered by the rigid require-
ments of scientific treatment, and his conclusions are therefore
refreshing on the one hand and convincing on the other.

I may add that the authorities of the University of Bombay
very kindly gave a substantial grant towards the cost of this
publication.

C. N. Vakil.

School of Economics
and Sociology,
University of Bombay,
1st May 1931.
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INTRODUCTION

Along with the growth of the democratic ideal in the politi-
cal field during the last century, there also grew up a correspond-
ing tendency to apply principles of justice to the realm taxation.
This tendency found concrete expression in the introduction of the
income-tax. Like a number of other democratic institutions, the
income-tax first originated in England, though its immediate
cause was more the need for revenue to meet the expenses of the
Revolutionary Wars than an appreciation of its ethical qualities.
As a matter of fact, the tax met with a very hostile reception, and
had to be given up at the end of the Napoleonic Wars, though
its fiscal effectiveness was proved beyond question during the
short tenure of its existence. It is characteristic of English
genius for theory to follow practice, and the income-tax was on
exception. The tax was reintroduced by Sir R. Peel and managed to
survive, in spite of repeated forecasts of its extinction including
the celebrated ¢<bribe to the electors’ made by Gladstone in
1874; and to-day it forms the corner stone of the English tax
system yielding an annual income of £ 285 millions,! as contrasted
with the £ 18 millions it yeilded at its first inception. Besides being
a powerful fiscal engine, the tax has been improved almost beyond
recognition by the addition of differentiation, graduation and
family allowances; so that it is an embodiment of justice in
taxation, based, as it is, on the canon of ¢¢ability to pay’’. From
England, the tax moved to the continent and rapidly increased in
popularity, gaining additional significance as a redistributor of
tax burdens, and thereby becoming a plank in the Fabian-cum-
socialist platform. The advent of the Great War of 1914 with its
immense need for additional revenue gave a further impetus to the
extension of the income-tax, and several important countries

1 Approximately for 1928-29, Statistical Abstract of U. K., Seventy-fourth
Issue.



xiv INTRODUCTION
joined the ranks of income-tax levying nations. To-day there is
hardly a country of note which does not levy an income-tax,
while those which do not are fast trying to fall into line by
introducing it!. The income-tax has undoubtedly come to stay.

For the first and probably the best exposition and popularisa-
tion of the principles underlying the income-tax, the world owes
a great debt of gratitude to Professor Seligman. It was he who
gave the final death-blow to the vociferous claims of the principle
of proportion and established the majesty of that of progression.
He followed it by a very detailed study of the income-tax in 19138,
which is still a classic on the subject. Simultaneously the
British Foreign Office published an enquiry into the systems of
income-tax prevalent abroad, and it was followed in 1926 by a
somewhat similar, though more restricted study by Mr. A. Bernard
for the Senate of the United States of America. The reports and
minutes of evidence given before the British Royal Commission on
Income-Tax in 1920, form the most valuable material ever printed
with regard to the income-tax, both in relation to theory
and practice. The latest study on the subject comes from
Mr. H. B. Spaulding of the London School of Economics whose
work is a comparative study of the income-tax systems of Great
Britain and the United States of America. It is clear that the
income-tax has as much succeeded in attracting the attention of
theorists as it has in forcing itself on practical financiers.

We may now turn our attention to the Indian position.
Income-tax was first introduced in India in 1860 by Wilson, the
first Finance Member of the Indian Government. It had a
chequered career for the next 13 years, when it was allowed to
lapse in 1873. It was revived in 1886, and continues to exist to
the present day after acquiring a fairly steep progression as a
result of the War.

The history of the Indian income-tax is interesting for the
way in which expediency and the need of the moment have
dominated its provisions and principles. It was introduced in
1860 in order to make up an expected deficit; it was abandoned

1Ceylon is the latest example of such an attempt.



INTRODUCTION XV

in 1878 because of its unpopularity. It was revived in 1886 to
meet pressing financial needs. Progression was added to it in 1916
out of similar motives. It was reformed in 1918 because of
administrative difficulties in its working; it was remoulded in
1922 on account of a perverse High Court decision. And every
year sees new amendments intended to meet difficulties found to
exist in practice. In recent years substantial additions to the
rates have also been made. Throughout the whole of its long
career, the Indian income-tax has never been subjected to a
rigorous theoretical scrutiny. There has been nothing in India
corresponding to the different Select Committees appointed by the
House of Commons at various times (1859, 1869, 1905, 1908) to en-
quire into the principles and working of the British income-tax; nor
hasthere been any Indian Commission or Committee correspondingto
the British Royal Commission on Income-Tax. No attempt has
been made to enquire whether the Indian income-tax is based on
and contains all the elements arising from correct principles of
taxation; whether it corresponds to modern theory and modern
practice, and whether it needs a more or less thorough overhaul-
ing. The need for such an analytical and comparative study of the
Indian Income-Tax and its relation to modern principles of
taxation as illustrated and modified by modern practice is
undoubtedly great; and such a study was long overdue. It was in
order to supply this want that the present writer took up this
subject as a research student in the University of Bombay.

The work has been divided into two parts, viz. Historical and
Analytical. The historical portion is a comparatively short survey,
and reviews the history of the tax from its original inception in
1860 to the latest amendment in 19291, This historical survey
finds place in this work chiefly because the present position and
our criticisms thereon cannot be properly understood except in the
light of the past. The main porlion of this work, however, is the
analytical one. This contains an analysis of the Indian Income-
Tax system in the light of the doctrine of ability, enunciated by
Sir Josiah Stamp in his ¢t Fundamental Principles of Taxation’’, as

1 Recent changes have been given in an appendix.
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modified by the prevalent practice abroad. The arrangement is on
similar lines; Chapters IV, V and VI examine the scope of the
tax, Chapter VII analyses the income concept from the point of
view of the time element and the expenses involved in the
creation of the income. Chapters VIII and IX look to the personal
side of the income. Chapter VIII deals with the way in which
the income is spent, while Chapter IX is concerned with the
amount of the income and the way in which it is earned.
Chapter X treats of the impersonal classes of income-tax payers
such as companies, firms and Hindu Undivided Families, while
Chapter XII contains a brief discussion of some of the adminis-
trative problems attendant on our income-tax system. No apology
is needed for Chapters XI and XIII. The former deals with the
well-known problem of double taxation which has attracted world-
wide attention, and has formed the subject of a series of confer-
ences held under the auspices of the League of Nations. Chapter
XIII attempts to make use of available income-tax statistics, in
drawing certain conclusions regarding the economic condition and
progress of the Indian people during the last 45 years and more.
The concluding chapter briefly reviews Government’s income-tax
policy, and contains a summary of the main changes in the
Indian Income-Tax system proposed by us. If the publication of
this work results in the creation of an intelligent public opinion
on the subject of income-tax, and if it helps to create in the
country a well thoughtout and popularly backed scheme of
income-tax reform, the author would regard his labour as well
rewarded. There is, however, one point to which he would like
to draw the reader’s attention, Several of his proposals mean an
increase of taxation; these are necessary to create justice in the
incidence of our tax system; but before the people of this country
press for the adoption of these proposals they should be certain
that the money so raised would be spent for nation-building
purposes, and not on the already expensive essential services.



CHAPTER 1
THE PERIOD OF EXPERIMENT, 1860-1886

INTRODUCTION

It may be asserted that, like the introduction of the
study of the English language in Indian education, the
introduction of Income-Tax in the Indian financial system
is one of the few happy heritages of British rule in this
country. To a contemporary of John Wilson who first
introduced the tax in 1860 or of Lord Lytton who refused
to sanction its reintroduction in 1876,' such a statement
would have seemed the apex of human absurdity ; to us
it seems a mere statement of fact. To appreciate such
a radical alteration in the public attitude, we must study
the history of the Indian Income-Tax from the date of its
inception to the present day.

In discussing the history, we can conveniently divide it
into the following three parts :—

I.  The Period of Experiment ... ... ... 1860-1886
II.  The Period of Integration ... ... ... ... 1886-1916
ITI. The Period of Legislative

Consolidation ... ... . e eer ... 1916-1928

Before the permanent introduction of income-tax in the
Indian financial system, direct personal taxation was the
subject of prolonged experiments by the Government of
India. As a result of these experiments, they found such
taxation to be an indispensable part of their general
scheme of public finance ; at the same time, their doubts
as to the exact form that such taxation should take were
also finally dispelled. At the end of this period of experi-

U Strachey ‘‘Finances and Public Works of India”, p. 194.
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ment, Government decided to make income-tax a regular
feature of the Indian financial system.

The second period deals with the income-tax of 1886,
and its actual working for the next thirty years. In direct
contrast to the period which preceded it, and—we may
add—the one which followed it, the tax was left practi-
cally unaltered during the whole of this period. This
rigorous absence of further legislation had a two-fold
effect. On the one hand, it facilitated the smooth opera-
tion of the income-tax and built up a steady background
for it, while on the other, Government gained valuable
insight into its shortcomings and equipped themselves
with the knowledge necessary for sound administrative re-
form. We may truly style this period one of integration,
as, the Indian Income-Tax, recovering from the unani-
mous official and non-official obloquy it had received in
1873, now secured an equally unanimous support.*

By the beginning of the third period, a wholesale re-
examination of the fundamental provisions of the Indian
Income-Tax had become overdue. Till then, financial
necessity had been the only basis of income-tax legisla-
tion, and no attempt had been made to work out a rational
and scientific basis for the tax. Government were aware of
the situation, but the normal course of events was rudely
disturbed by the advent of the War with its accompanying
demand for more revenue. The income-tax was one of
the first sources to which Government turned their atten-
tion. The rates of the tax were suddenly increased on a
progressive basis in 1916, and this was followed two years
later by an entire redrafting of the income-tax law. It
was again recast in 1922, and since then, there has been
a crop of amendments every year.® It is therefore but

1Vide Moral and Material Progress Report, 1873.
2 See discussion in the Imperial Legislative Council on Government’s
proposal to introduce progression, F. S. 1916.

3 From 1922 to 1927, there were no less than 13 amendments, Vide
Sunderam’s Law of Income-Tax in India, pp. 63-64.
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appropriate to call this period one of legislative consoli-
dation.

PERIOD OF EXPERIMENT

In no country in the world has an income-tax owed its
origin solely to its power of restoring justice in taxation.
1t has mostly been the demand for revenue, not the need
for justice, which has brought about its existence. India
was no exception to this rule. When Her Majesty’s
Government in India proposed the levy of an income-tax
in 1860, they did so not from an intelligent appreciation of
its virtues as an equalizer of tax burdens, but because it
would meet a part of the heavy demands created by the
“Mutiny’’ of 1857. Accordingly, Mr. John Wilson, the
English expert who had been sent to India to restore
equilibrium to the Indian finances, proposed the levy of
an income-tax and, following the English model, restrict-
ed its operation to a period of five years.

THE INCOME-TAX OF 1860

It will not serve any useful purpose to give a detailed
description of the provisions of the Income-Tax Act of
1860, as, since then, much water has flowed under the
bridges of the income-tax system in this country. We
may, however, summarise several interesting features that
characterised this maiden attempt :—

(a) Income was classified into the following four sche-
dules, wviz., income from Landed property, from
Professions and trades, from Securities and from
Salaries and pensions; and the tax was imposed
separately under these parts.

(b) The exemption limit for the general public was
fixed at Rs. 200 per annum. As contrasted with
this, the limit was Rs. 4980 for military and police
officials, and Rs. 2100 for naval and Indian
marine officers.

1*
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(c) Agricultural income was also subjected to the tax.
Such income in the case of cultivators was assumed
to be one-third of the rent value of their land. Thus
cultivators of land the rent value of which was less
than Rs. 600 were exempted from income-tax.

(d) The rate of the tax was 2 per cent. for incomes
below Rs. 500, and 3 per cent. for incomes above
that amount. The latter incomes really paid 4 per
cent., as they had to pay an additional 1 per cent.,
the revenue from which was utilised for public
works.

Returns of income were required from all who were
liable to taxation, with the assurance that they would be
taken into account in the assessment of income-tax. The
assessee was allowed to appeal against his assessment
within a specified period of time, failing which,
he had to pay the tax assessed on him. Except in the
city of Calcutta, practically no new administrative agency
was created, the working of the tax being left in the hands
of the land revenue officials.

WORKING OF THE INCOME-TAX OF 1860

The system of compulsory returns proved a dis-
mal failure. To a people just recovering from the
Mutiny, with the memory of British excesses fresh in their
minds, the demand for personal returns of total income
seemed to be but the first stage of an organised attempt
at wholesale confiscation. It is not surprising, therefore,
to find that ‘‘the returns were as a rule conspicuously and
shamelessly false’’.! They were so entirely untrustworthy
as to mislead rather than guide the assessors in making
assessments. The Government, therefore, decided to sus-
pend the clause relating to returns, and extended the
operation of the assessments for the year 1860-61 to the
succeeding year. The provision was found so convenient

1 Moral and Material Progress of British India—1860-61 Part II, p. 105.
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that it was renewed for a further period of three years.
Government thus openly acknowledged the weakness of
their assessing machinery, and by taxing industrial and
commercial income in 1864 on the basis of their assess-
ment four years before, reduced the income-tax to a
farce.!

In 1862, the exemption limit was raised to Rs. 500
per year. Assessees with incomes below that amount had
numbered 60 per cent. of the total, while their contnbu-
tion amounted only to 20 per cent. of the total amount.
They contributed less and cost more to collect.* The
change was therefore quite salutary, and as a matter
of fact made little difference to the total collections.®

A year after this, the Government reduced the rate
of the tax from 4 to 3 per cent. The tax itself was allowed
to expire in 1865.

THE LICENSE AND CERTIFICATE TAXES

India was without direct taxation only for one year after
the expiry of the income-tax. The financial position wors-
ened again and the Government were compelled to revive
direct personal taxation. But the income-tax was not
re-imposed, as the Government preferred the License-
Tax with its much less troublesome methods of assess-

1 This resulted in injustice to Government servants who paid the tax
on their actual income while others paid it on their income as assessed
in 1860. Thus the percentagec of tax contributed by Government
servants showed a steady increase.

64 21.1
Based on figures compiled from Appendix 15, S. C. 1873.
2 Cf. Samuel Laing ‘‘Now a tax which affects 6,00,000 persons to pro-
duce £3,50,000 gross, of which at least £1,00,000 is absorbed by
cost of collection, is condemned by the mere statement of figures’—

F. S. 1862-63.
3 Year No. of Assessees. Revenue in lakhs of Rupees.
1861 10,55,351 186.7

1862 3,44,630 157.6



6 TAXATION OF INCOME IN INDIA

ment. Accordingly, a license-tax was imposed on all
industrial and commercial incomes which exceeded
Rs. 200 per year. Assessees were divided into five
classes, the lowest class consisting of persons with incomes
between Rs. 200 and Rs. 500, and the highest class
consisting of persons with incomes above Rs. 10,000.
The lowest class paid Rs. 4 and the highest Rs. 200.
Government servants were taxed on the same basis as
trades and professions, but their exemption limit was
Rs. 1,000 a' year. Military officials got their usual
higher exemption. Joint stock companies were placed in
a separate class, the maximum tax payable being
Rs. 2,000.!

This tax lasted only for one year, being replaced by a
certificate-tax in 1868. This was a more comprehensive
kind of license-tax, with a higher exemption limit and a
sharper gradation of rates. Incomes below Rs. 500
were exempted, while incomes above that amount were
divided into ten classes, the lowest (those below
Rs. 1,000) paying Rs. 8 and the highest (those above
4 lakhs) paying Rs. 6,400. The average incidence of the
tax was 15 per cent. Government servants were taxed
at a uniform rate of one per cent. The exemptions conti-
nued as before.*

The chief importance of these taxes in relation to in-
come-tax history lies in the fact that for a long time they
were serious rivals to the adoption of income-tax in India.
The license-taxes appealed to the Government chiefly
because they involved relatively less inquisitorial methods.
As a matter of fact, they had expressed their preference
for this kind of tax as early as 1861.3 Mr. Samuel Laing

1 For further information see F. S. 1867-68. Also M. M. P.—1873-74.

2Cf. M. M. P. 1873-74; also F. S. 1868-69, and Sunderam’s *'The Law
of Income-Tax in India”, Appendix I.

3 “Experience is quite sufficient to show that as regards the numerous
classes who are required-to send in returns and whose income cannot
be ascertained without inquiring into their private incomes, it would be
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had echoed it in one of his financial statements. The ex-
perience obtained by them in the working of these taxes
convinced them of the superiority of the method of “‘class-
es and fixed fees’’ over that of ‘‘rate varying with
income’’, especially in the case of the lower incomes. This
experience was utilised in the framing of the income-tax of
1886.

Though these taxes were thus convenient from an ad-
ministrative point of view, they were not popular. Land-
holders and fundholders were unnecessarily exempted,
and further, government servants were treated with
undue leniency. There were even demands for a reintro-
duction of income-tax.

THE SECOND INCOME-TAX, 1869-1873

Financial difficulties compelled Government to replace
the certificate-tax by an income-tax ; this change, how-
ever, did not adversely affect the persons who were pay-
ing the former tax ; it only extended liability ‘‘to those
sections who are now exempt’’.

This tax was not, truly speaking, an income-tax at all,
tor it was not based on the original percentage rates. On
the other hand, it retained the system of ‘‘Income classes
and fixed fees’’ which formed so salient a feature of the
certificate-tax. While companies and salaries were taxed
at 2 pies per rupee, individuals were divided into classes
and paid fixed fees, varying from Rs. 6 on an income
of Rs. 500 up to Rs. 1,140 on an income of
Rs. 1,10,000 with Rs. 100 extra for every additional

a great improvement if means could be devised by which they might
be assessed at fixed rates under a scale of licenses on a system more
resembling that of the trade taxes in the Oudh and Punjab, which have
been carried out there so successfully and with results not only more
satisfactory to the people but more productive to the revenue than have
attended the application of the corresponding provisions of the Income-
Tax in other Governments'. Financial Despatch 63, to the Secretary
of State, 1861.
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Rs. 10,000. The effective rate on the minimum of
each class was thus a little over 1 per cent.

The exemptions were practically the same as those in
the Act of 1860 with this exception, that under the new
Act, Government servants lost their original privilege of
a higher exemption minimum. Moreover, the original
provision for compulsory filling in of returns was dropped.
Further, the rate of the tax was now fixed in terms of so
many pies per rupee instead of percentages.

Six months after the passing of the Act which fixed
the rate at 2 pies in the rupee, Government felt that a
further increase in revenue was necessary to avoid a de-
ficit ; they therefore raised the rates to one and a half
times of those previously scheduled.?

In 1870, the rates were further raised to 6 pies in the
rupee. This unstatesmanlike measure was adopted in‘the
face of fierce opposition, in spite of the fact that no clear
case had been made out for an addition to the revenues.®
This increase was accompanied by the abolition of the
system of income classes and fixed fees (except in the case
of incomes below Rs. 2000), and the application of a
uniform rate to the individual’s income.*

The anticipated deficits having turned into realised sur-
pluses, the Income-Tax Act of 1871 raised the exemption
hmit to Rs. 750, simultaneously reducing the rate to
2 pies in the rupee. The limit was raised to Rs. 1,000
next year. The Act expired in 1873 and was not re-
newed.

THE FAILURE OF THE INCOME-TAX

Government’s decision not to renew the Income-Tax
in 1873 was hailed with joy and relief by both the official

1 Sunderam’s ‘‘The Law of Income-Tax in India’’, Appendix I.
2 Vide Appendix, S. B. C. C. 1869-70.
3 Sunderam’s ‘*The Law of Income-Tax in India”, Appendix I.
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and non-official communities.' For a period of five years
following this decision, the Indian financial system was
without a direct personal tax.

The income-tax had thus proved an undoubted failure
during this period of experiment.? We shall now attempt
to discuss the different causes that led to this failure.

CAUSES OF FAILURE

The causes of this failure can be conveniently classified
under the following two heads :—

I.  Avoidable causes.

II. Unavoidable causes.
By avoidable causes are meant those which could have
been avoided with proper foresight and statesmanship on
the part of Government. By unavoidable causes are
meant those which could not be helped, because they
were inherent in the circumstances and conditions under
which the income-tax was first imposed.

AVOIDABLE CAUSES

The following are the four such causes which led to the
failure of the tax :(—

(1) Temporary nature of the tax.

(2) Addition to the rates in 1869.

(3) Inclusion of Agricultural incomes.

(4) Absence of proper administrative machinery.

The first factor to mar the successful operation of
income-tax in India during this period was its essentially
temporary character. Indeed, ‘‘ever since the days of

1 In the M. M. P. of British India, 1873, we came across references to
a memorandum submitted by collectors and others—in reply to a
government questionnaire—whole-heartedly condemning the Income-Tax.
In spite of all efforts we have not been able to obtain access to that
document.

2 When proposals to renew the income-tax were made in 1878, the
Viceroy dismissed them as impracticable and the Secretary of State
declared his decision to withhold his assent to any such revival. Cf.
Strachey’s ‘‘Finances and Public Works of India”, p. 194.

2
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Mr. Wilson license-taxes have succeeded income-taxes,
certificate-taxes have followed license-taxes in various
forms and shapes, and each in turn has been abandoned
through an entire absence of any settled continuity of
administration in our finances’’." If income-tax had been
introduced on a permanent basis, it would have been
followed by a gradual decrease of popular opposition, and
the public would have eventually come to regard it as a
necessary evil. Instead, it was enacted, repealed and
then re-enacted, thereby rousing public discontent.? This
vaccillating policy not only made the tax unpopular, but
also impaired its efficiency because accurate assessments
could not be made in such a short period marked by such
abrupt changes.?

The second cause was the sudden addition to the rates
of the tax in the middle of the financial year 1869. This
unheard of procedure on the part of the Government was
regarded by the people as a breach of faith. No appeals
were permitted against the assessment in spite of the
increase in rates ; this naturally created resentment among
the assessees, who had not cared to dispute the assess-
ment earlier on account of the low rates. Reports from
all districts lay considerable emphasis on the widespread
discontent that this act gave rise to.* And the discontent

1 Rivers Thompson, quoted in Strachey’s *‘Finances and Public Works of
India”, pp. 207-208.

2 The Government of India in a letter to the Bengal Chamber of Com-
merce admitted that these changes were a source of great perplexity to
the more illiterate classes ‘‘who were also harassed by the want of
fixity in the rate, by the low limit of taxable income and in some
cases the misconduct of the assessing agency’’. Appendix H, B. C. C.
1890.

8 This fact is recognised in an official document. *‘It is doubtful whe-
ther an income-tax could even be properly assessed unless it was
continued and carefully worked out during a long series of years”.
M. M. P. 1871-72. Also cf. Sir John Strachey ‘‘No agency could be
perfect under such constantly recurring changes’’.—Finances and Public
Works of India, p. 208.

4 Vide Income-Tax Administration Reports, Lower Provinces and North-
West Provinces, 1869 and 1870.
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gave rise to indignation when the revised estimates for
the year exposed the alleged justification of financial
urgency. It was but natural then that public opinion
condemned its continuance and welcomed its abolition in
1873.1

The third cause was the inclusion of agricultural in-
comes among those liable to income-tax. Whatever may
be the arguments of the present-day economist in favour
of this procedure, it was certainly not justified by the then
existing circumstances. Land had already a heavy share
of taxation, while trading and commercial incomes escaped
scot free. To tax landed incomes, while taxing commer-
cial incomes by income-tax, was taxing them again, and
in the absence of graduation in the income-tax, clearly
constituted double taxation. This created great discont-
ent and, if the report for the year 1870-71 on the
administration of income-tax in Lower Provinces is to be
believed, inflicted a great deal of hardship on a large
number of poor cultivators. This factor undoubtedly
contributed to the failure of the tax.

The fourth and most important cause was the ab-
sence of a proper administrative machinery. The
importance of proper administrative machinery in the suc-
cessful working of an income-tax cannot be overestimated.
It has been clearly proved by Seligman that in the absence
of such machinery even the theoretically best of taxes may
easily degenerate into an oppressive and unequal levy.
That was the reason why the British system combined the
democracy of local institutions with the bureaucracy of
central supervision.? No such scheme was introduced in

1 See evidence of Lord Lawrence before the East India Finance Com-
mittee, 1873.

¢Cf. ‘“The General Commissioners and the assessors were, in
a certain sense, representatives of the tax-payers and might
naturally be supposed to defend their legitimate interests against
the Treasury; while on the other hand, the necessary degree
of Government control was represented by the Surveyors and Inspectors
who were responsible to the Central Government. This ingenious

>
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India. The Government had an All-India machinery ready
at hand wéz. the regular administrative staff of the districts
who had, among other tasks, also the collection of land
revenue. They were now conveniently entrusted with
the assessment and collection of income-tax as well. Ex-
cept in the Presidency towns where special officers were
appointed to administer the Act, the assessors were
generally deputy collectors of long standing. The provi-
sion for compulsory filling of returns had been dropped by
1869, so that the assessors had now to rely on their own
judgments in making the assessments. They toured the
districts and this was considered sufficient to enable them
to know the incomes of persons resident therein. They
were assisted by no other machinery, for there was no-
thing in the Indian procedure corresponding to the
General or Additional Commissioners of the English
system. The Collector, who was the nominal assessing
head, had his work carried out for him by the Deputy Col-
lector, who in turn was assisted by his subordinate revenue
staff. The value to be attached to this assistance can be
inferred to some extent from the very interesting evidence
of Mr. Kazi Shabuddin before the East India Finance
Committee. Mr. Shabuddin as a Tahsildar, also happened
to be the collector of income-tax in his taluka. But he had
not much difficulty in making assessments. ‘‘The process
was simple enough. I hardly knew anybody in the Per-
gunnah, so that all I did was to send for the village
accountants and patels and give them the schedules which
they filled in and sent to me. The patels and village
accountants no doubt took advantage of this to favour
their friends and harass others. 1 was obliged just to send
on those schedules to the Collector.”’! No attempt was

combination of local representatives and of Government officials is
found, with some modifications, in the present income-tax’’. Seligman'’s
*‘The Income-Tax", p. 82.
1 Qs. 87358740 S. C. See his further evidence ‘‘The tax was very
unequal in its operation. Those who could evade it did so; others who
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made to test the accuracy of the returns ; and Mr. Shabud-
din asserted that ‘‘The Mamlatdar had so much to do that
even if he attempted it, he could not make the enquiries’’.
Such was the basis on which the Collector framed his
assessments. !

The assessment, therefore, was largely arbitrary. One
would, therefore, expect the provisions for appeal to be
at least liberal. Facts were otherwise. Appeals against
the Deputy Collector lay to the Collector, his next exe-
cutive head ; and against the Collector, to the Commis-
sioner. The judiciary had no power to decide questions
of fact; there was no machinery corresponding to the
General Commissioners of the British system ; the Col-
lector was not subject to any disinterested appellate body.
It was as if the prosecutor and the judge were combined
in one person.

The system was thus justly summed up. ‘‘The tax is
in the nature of a benevolence or aid and the Collector is
the almost irresponsible estimater and fixer of the quota
which each man had to pay”’.

Such a procedure naturally caused popular opposition.
To the charge of arbitrariness was also added that of
oppressiveness, the operation of the Act being in the
hands of subordinate and minor officials who levied extra
legal charges and raised the assessment of those who were
not in their good books.? ‘‘That these subordinates were
in many cases corrupt cannot be doubted and there are
numerous cases reported in which persons falsely assumed

had no friends or who were not on good terms with those who were
in power had to pay an almost ruinous tax'’. cf. Letter from Collector
of Gorruckpore to Board of Revenue ‘‘It is possible for a very painstak-
ing tasheeldar, possessed of some conscience and a great deal of prestige
in his jurisdiction so to keep his putwarees in hand that gross relative
misassessments be not made”. Income-Tax Report N. W. Province
1870-71.

1 Even the air of local knowledge was a myth, no Collector being kept
for long in charge of the same district.

2 Q. 9587. S. C. 1871.

.
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the title of Ameen or Collector of Income-Tax, travelled
about the country taking bribes, on the pretence that they
would arrange to have all persons who paid them exempt-
ed from the tax.’ It was even reported that there occurred
cases of suicide *‘‘which were attributed by the local
authorities to excessive dislike of the income-tax or rather
of the inquiries occasioned by the income-tax’’."

The chief fault of Government lay in failing to realise
the importance of proper machinery in the success of the
income-tax. Not only did they fail to provide a whole-
time and expert machinery, but they also entrusted its
operation to the overworked land revenue staff who handl-
ed it clumsily, because they knew little about it.

UNAVOIDABLE CAUSES

The following are the three unavoidable causes of the
failure :—

(1) Absence of industrialization.

(2) Novelty of the tax.

(3) The alien and undemocratic nature of the ruling

authority.

One of the more obvious lessons to be learnt from the
history of income-tax in the world is that it turns out to
be a success only if the country, where it is applied, is
fully industrialized. Large fortunes and great inequality
of incomes are rarely the result of a pursuit of the agricul-
tural profession ; they are largely the accompaniment of
an industrial civilisation.

1 Evidence of Samuel Laing, Qs. 7674-7675—S. C. 1872. Cf. Mr. Inglis,
Member of the Board of Inland Revenue, U. P. “‘Though only one
in 3oo paid income-tax to Government, he was afraid that of the
remaining 299, at least one half was subjected to vexation, oppressive
inquisition and extortion on account of the Tax'. The Lieutenant
Governor commenting on Mr. Inglis’ observations admitted that they
were ‘‘“To a very considerable extent well founded’”. Quoted by Prof.
Myles. Minutes of Evidence, Taxation Enquiry Committee Vol. 1V,
p. 31814. Also cf. Vakil’s Financial Developments in Modern India—
p- 383.
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If we remember this truism we can easily explain the
financial failure that the first Indian income-tax proved to
be. The India of 1860-1873 could hardly boast of any
industry run by machinery. There were few, if any,
concerns organised on a large scale. Nor was Indian
agriculture based on large scale farming. There was
little scope for the growth of large incomes, and hence the
amount realised by income-tax could not be large either.’

The second factor which helped to bring about the fail-
ure of income-tax was its novelty to the Indian people. In
the fierce controversy that ensued between the Madras
Government and the Government of India as regards the
imposition of income-tax, both parties dilated largely on
its indigenous nature, one side holding that it was
wholly Indian, the other that it was wholly non-
Indian.? While it was true that during the pre-British
days, there had been assessed taxes in India—taxes on
houses and establishments, the product of land and the
profits of trades—the idea of a tax, levied on the indivi-
dual’s total income and varying with its magnitude, was
undoubtedly foreign to the people. Such a tax had no
precedent in tradition ; its inquisitorial processes were
widely resented ; and the people that had just recovered
from the ‘‘Mutiny’’ suspected the bona-fides of the
Government and feared confiscation.

But the antipathy had nothing racial in it ; to say, as
Sir Charles Trevelyan did, that the tax was ‘‘unsuited to

1 Cf. Vakil’s ‘‘Financial Developments in Modern India’’—p. 380.

2e. g Sir H. B. E. Frere ‘‘Altogether I doubt whether there is any
part of India where an income-tax and taxes on arts, trades and
professions are as much of a novelty as the income-tax was in England
when revived by Sir Robert Peel: certainly there is none where such
taxes are as new to the people as the income-tax was in England, when
first proposed by Pitt as a regular part of his financial system’’.
Quoted in Kale’s “‘Dawn of Modern Finance in India’’, p. g5. On the
other side, Sir Charles Trevelyan asserted that, ‘‘When the orders
came from Calcutta for levying the income-tax, it was much as if an
avatar of one of their malignant deities had imposed a new strange
instrument of torture’’. Q. 898, S. C. 1873.
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the low state of morality of an Asiatic people’’! was sadly
to misread history. If at all the history of income-taxation
proves anything, it is this—that the tax is never popular
when first imposed and needs decades of continued exist-
ence to accustom the public mind to its necessity, much
less its merits.®

The third factor which went far to reduce its yield was
the fact that in India the Government was neither national
nor democratic. Even in a free and self-governing
country like England, income-tax based on personal re-
turns had proved a failure ; it is not surprising therefore,
that it did not succeed in India. The average assessee
did not understand why he should pay the tax; at the
same time he did not take a very personal or kindly inter-
est in the Government whose coffers it went to enrich.
Voluntary assessments were hence foredoomed to failure.®
The result was a considerable loss of revenue, the Col-
lector’s judgment being no adequate substitute for the
certainty that would have been obtained from correct
returns. This factor also encouraged evasion by lending
it a semi-halo of patriotic fervour.

CONCLUSION

Though the income-tax proved a failure in India during
the early stages of its operation because of the causes

1 Q. 896—S. C. 1873.

2 Seligman gives an interesting account of the controversy following the
imposition of income-tax in Great Britain and the long air of temporari-
ness that hung around it almost till 1873 and Mr. Gladstone's ‘bribe’
to the voters.

8 ““This income-tax based upon the principle of self-assessment is un-
suited to a people who are not united to their Government by a strong
tie of national interest. A foreign rule can never be popular in this
sense. Voluntary assessment without the stimulus of a strong per-
sonal interest in the Government to be supported is not likely to be
very productive”. Q. 896. S. C. 1873. Also cf. Sir Bartle Frere ‘‘The
demand on a great multitude of people ill acquainted with the objects
and usages of our Government in requiring them to tax themselves,
by stating the amount of income on which they are to be assessed, was
more calculated to puzzle and irritate than to reconcile them to the
new impost’’. Kale's “‘Dawn of Modern Finance in India™, p. 107.
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mentioned above, the question naturally arises—was the
abolition of the tax in 1873 a desirable and necessary step
or had the tax proved its right to an honourable place in
the Indian financial system ?

It is difficult for the modern historian to reconstitute
the past in its entirety ; if one refers to contemporary
opinion one meets with a chorus of condemnation. Three
Finance Members in succession condemned the tax.! The
officers who worked it disliked it ; the people hated it.
'And yet, if the causes of failure are closely analysed one
is led to the conclusion that the factors which made for its
failure were more avoidable than otherwise ; and under
better circumstances and with a more statesmanlike atti-
tude on the part of Government, the tax would have
proved, comparatively speaking, a success.

Even the causes which we grouped under the head
‘‘unavoidable’’ were so only under those circumstances.
Novelty could not have been a permanent handicap as
continued existence would have dispelled it. Progress of
time would have brought about industrialization, while
recent events hold out hopes of a democratic government.
Thus these three ‘‘unavoidable’’ causes were not perma-
nent in their character, while the others could have been
avoided by due foresight on the part of Government.

The way in which Government almost criminally
whetted the people’s distaste for the tax by insisting on

1 “Y think it is about as bad and obnoxious a mode of raising revenue
as it is possible to imagine in a country like India”. S. Laing.
. S. C. 1873.
‘“What I object to is the establishment of the income-tax as an ordinary
pgrt of the fiscal system in India’. Sir W. Massey. Q. 8582, S. C.
1872.
‘‘An income-tax based upon the principle of self-assessment is un-
suited to India.”” Sir Charles Trevelyan agreed that no Income or
License-Tax can be so adjusted as to give satisfaction or not create
such dissatisfaction as it is undesirable to make use of them. Qs.
896 and 9o8 S. C. 1873. It may be incidentally noted that Sir Charles
owed his recall from the Governorship of Madras to his open and
emphatic opposition to the introduction of the tax.

3
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its temporary character,' the lack of foresight which they
showed by creating a tax to work which they did not
create a competent machinery, combined with their un-
statesmanlike use of the tax as an elastic factor of the
budget—all these made the tax unpopular and led to its
failure. Given a permanent Income-Tax, with a suffi-
ciently high minimum of exemption, moderate rates,
exemption of agricultural incomes and an efficient adminis-
trative machinery, there was no reason why, with the
progress of time, the tax should not conquer the natural
aversion felt for a new tax, and come to occupy a decided,
though inconspicuous, place in the finances of India.* To
us who can look back with the wisdom of years, the un-
popularity of the tax seems only temporary. It had been
tried and had proved its worth.

THE LICENSE-TAXES, 1878-1886

Government, however, thought otherwise. When Sir
John Strachey’s new famine policy brought with it a
necessity for new taxation in 1878, the income-tax was not
reimposed. On the other hand, license-taxes on the earn-
ings of trades and industries were introduced in all the
provinces. These taxes were not instituted by central
legislation but owed their existence to the different
provincial governments.® By 1878, license-taxes were
levied in all the provinces of India with the exception of
Assam and British Burma. ¢

1 Cf. the emphatic assertion of Sir John Strachey ‘‘If any plan of direct
taxation is to become successful, the fast-and-loose system which has
hitherto been followed must be abandoned”. Finance and Public
Works of India, p. 207.

2 ‘1 think that if they fixed at a moderate rate of, say, 3 per cent. and
did not increase it and kept it as a source of revenue and took great
care to see that it was not abused and if such an arrangement were
made whereby there was no excessive extortion, the tax would not be
so unpopular as it was”. Lord Lawrence, Q. 5589, S. C. 1873.

3 Act II. (1878), India, applying to Punjab and N. W. Provinces ; Bengal
Act I of 1878 ; Bombay Act 11T of 1878; Madras Act III of 1878.

4M. M. P. 1880-81, p. 29.
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These license-taxes were not mere license duties, but
essentially limited income-taxes on non-agricultural in-
come, the agriculturists having been held to have
contributed their share through the cesses levied on land.*
‘““The tax payers are, for the purposes of the assessment
divided according to their presumed incomes, into classes,
all persons included in one class paying the same tax.’’*
The scale was so arranged that the tax never exceeded
2 per cent. on the annual profits of the assessee. *

There being no central legislation on the subject, details
of the tax varied widely in the different provinces. The
minimum of exemption, for example, was not the same,
being Rs. 200 in the case of North-West Provinces,
Oudh and Madras, while in Bengal, Bombay and the
Punjab, the limit was Rs. 100. This glaring anomaly
was remedied in 1880, the Government of India standard-
izing the minimum of exemption at Rs. 500. This
reform still left some provincial variations unaffected, as
can be seen from Major Baring’s complaints.* In North-
Western Provinces, Oudh and the Punjab, there were
two classes divided into 8 grades ; in Bengal, there were
6 classes ; in Madras and Bombay there were 8 and 11
classes respectively. Even the maximum tax payable was
not the same, being Rs. 200 in Bombay, while it was
Rs. 500 in the other provinces.

Moreover, the tax was levied only on earnings from
trade. It did not apply to incomes from Government
service, professions, and securities. This exemption
could claim no justification.®* Even with regard to the

1 Vide Sir A. Colvin’s speech introducing Income-Tax Bill, 1886.

2M. M. P. 1881-82.

8 Cf. **The so-called license-tax is in fact a limited income-tax assessed
on a system of classification according to approximate income’’.
Finances and Public Works of India, Strachey, p. 197.

4M. M. P. 1881-82.

5Cf. Fawcett. ‘‘Professional and official incomes are entirely exempt.
The Governor-General with £ 25,000 a year, the officers in the Army,
the well-paid civilians, successful barristers and doctors do not contri-

8
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incomes to which the tax applied, there was no equitable
sharing of burdens. In the same grade, the assessee
with the lower income paid at a higher rate, while the one
with bigger income paid at a lower rate ; further, fixing
the maximum at Rs. 500 led to a progressive regressive-
ness in the rate for incomes beyond Rs. 25,000.' The
commercial community both Indian and European, had
frequently complained of its uneven incidence. The Gov-
ernment admitted the validity of their complaint and
introduced in 1879 a Trade and Profession-Tax Bill
(No. XVIII of 1879) which extended the tax to official
and professional incomes at the rate of 14 per cent., and
steepened the scale of rates payable by the trading
classes ;* the bill was, however, withdrawn,® and the
reform was postponed till 1886 when an income-tax
replaced these license-taxes.

In view of these defects, the license-taxes did not prove
very successful in their working. They yielded about
Rs. 5o lakhs per year and the amount was collected
without much friction.* In 1880, the Government of
India invited the opinions of the several local Govern-
ments as to the desirability of continuing the license-
taxes.® The reply of the provincial governments is
instructive in regard to the general desirability of direct

bute a farthing to the tax, but it is levied from every ‘‘petty trader

and every handicraftsman, although their scanty earnings may amount
to no more than 4 sh. a week’’. Fawcett’s Indian Finance, pp. 125-28.
1 It presses most heavily on the poorer among the trading mercantile
and commercial class, and leaves the wealthier besides other whole
classes of the upper part of the population comparatively or absolutely
unassessed”’.—Sir A. Colvin, introducing the Income-Tax Bill—1886.
Also cf. ““The License-Tax was grossly unfair in its incidence. The
big fish broke through while the small were caught in the net’’.—
Mr. Steel, Council Debates on Income-Tax Bill, 1886.
2 See Appendix B, B. C. C. 1879-80.
3 ‘“From causes which need not be stated in detail the proposal was
dropped”. Strachey Ibid. p. 204.
4 Vide Strachey, Ibid, pp. 202-203.

5 The replies of the various local governments are summarized on p. 29,
M. M. P. 1880-81.
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taxation in India. With the exception of the Madras and
Bombay Governments,* the several local authorities were
unanimously agreed that :—

1. The doubt and uncertainty produced in the minds of
the people by frequent changes in the modes of
taxation were far greater evils than the taxes them-
selves.

2. That any objections which originally existed on
account of the pressure of the license-taxes on the
poorer classes were met by raising the minimum
assessable income to Rs. 500.

3. The people were becoming accustomed to the tax
and collections had been much improved.

Their reply was not only an implicit condemnation of the
vacillating policy of the Government during the period
1860-73, but also pointed the way towards the introduc-
tion of a permanent income-tax with an exemption of
Rs. 500.

THE PERIOD AS A WHOLE. 1860-86.

We have now seen the progress of direct taxation in
India, how it varied between Income-Tax and License-
tax, and how all the while there was no continuity of
policy. In spite of an impending deficit Sir Charles Tre-
velyan allowed the tax to expire in 1865. It was again
abandoned in 1873, against the will of Lord Lawrence.
There was a lull and then again in 1878 direct taxation
was renewed.

The experience of the Government of India convinced
them that direct taxation had come to form a necessary
complement of their revenues, and could hardly be given
up without seriously disturbing their finances.? At the

1 The Bombay Government preferred any other form of direct taxation,
while the Madras Government regarded the tax as unsuitable for im-
perial purposes.

2 This factor gained further strength, when in 1882 the Government
instituted a policy of Free Trade and thus voluntarily reduced their
revenue from indirect taxation.
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same time, equity and justice required that the trading,
official and professional classes, who prospered most under
British rule should be made to pay ; and direct personal
taxes were the only means of making them do so.

There were only two forms of direct taxation. License-
Taxes, though successful from an administrative point of
view, were thoroughly unjust and unequal as between
different classes. Income-Tax, on the other hand, satis-
fied all theoretical requirements of equity, but the inquisi-
torial methods it employed were universally disliked and
excited much discontent. These inquisitorial enquiries
were especially in evidence in the assessment of smaller
incomes, and in the assessment of agricultural incomes.
By 1878, Government had discovered another method of
tapping agricultural incomes, while the license-taxes
pointed out the way to avoid unpleasant inquiries in the
case of smaller incomes. Government thereupon hit on
a via media between the Income and License-Taxes ;
viz. a tax that would be an income-tax proper for incomes
above a certain level, but would only be a license-tax for
incomes below that amount. Thus, they could obtain
the advantages of both the Income and License-taxes
without their respective disadvantages. The Income-Tax
of 1886 was the direct result of this experience.

The period of experiment, then, was not without fruit-
ful results. It had enabled the Government to arrive at
a type of direct taxation, that was at once just and not
very inquisitorial ; and consequently it enabled them to
incorporate direct taxation into the financial system of the
country, with good hopes of its becoming its permanent—
though not predominant—part.

In the following chapter, we shall proceed to survey the
Income-tax which came into being as a result of this
experimental stage, and carry on the story of its history
till the introduction of the principle of progression in 1916.



CHAPTER II

‘THE PERIOD OF INTEGRATION, 1886-1916

We have seen in the preceding chapter how Govern-
ment had finally come to accept direct taxation as an
indispensable part of their financial system. The License-
Taxes, however, were inequitable in their incidence, and
contributed only a small amount to the exchequer. The
Income-tax, on the other hand, distributed tax-burdens in
an equitable manner being at the same time capable of
yielding more revenue. It only required a pressing neces-
sity for additional finance to usher the Income-Tax into
existence. That opportunity arrived in 1886, when gov-
ernment found itself faced with a deficit of £2,000,000.
Accordingly, the License-Taxes were repealed and re-
placed by an income-tax on non-agricultural incomes.

THE INCOME-TAX OF 1886

The proposed Income-Tax continued the desirable
features of the License-Taxes. The taxable minimum
was left unaltered at Rs. 500. Incomes below
Rs. 200 continued to be taxed on the old method of
income classes and fixed amounts, the regular rate of §
pies in the rupee being levied only on incomes above
that amount. In truth, the Income-Tax of 1886 was not
an introduction but ‘‘an enlargement, extension and
equalization of direct taxation’’. In spite of the efforts
of the Indian members of the Council, the tax was not
restricted to a particular period, thus differing notably
from the previous income-taxes.
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THE SCOPE OF THE TAX

The tax was not properly speaking an income-tax,
firstly, because it excluded agricultural incomes from its
scope ; and secondly, because it was levied not on an
individual’s ‘total’ income but on his different ‘sources’
of income. For this purpose, the Act classified all income
into the following four schedules :—

(1) Salaries and Pensions ;

(2) Profits of Companies ;

(3) Interest on Securities ;

(4) Other sources of Income.

The tax was imposed separately on each without refer-
ence to the others, e. g. if an individual had an income
of Rs. 400 under ‘‘Salaries’” and Rs. 400 under
““Interest on Securities’’, instead of being taxed on
Rs. 800, he was totally exempted, as under each sepa-
rate schedule his income was below the taxable minimum.
In other words, income was divided into a number of
water-tight compartments, and the Income-Tax of 1886
was therefore really a series of schedular taxes levied
under the authority of one Act.

BASIS AND COMPUTATION OF ASSESSMENT

The nominal basis on which the tax was levied was
the income accruing during the year of assessment. As
a matter of fact, this was only true in the case of income
taxed at source. As regards other income, the previous
year formed the real basis of assessment, though it was
held equal to the income of the ‘present year’. The Act
contained no provision as regards the computation of in-
come, but executive instructions enumerated the deduc-
tions allowable from gross income in computing it for
purposes of income-tax. These were not entirely uniform
in all the provinces, but the following were the chief
items allowed :—
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(1) Repair charges,

(2) Insurance charges,

(3) Rent of premises used for the business,

(4) Wages,

(5) Bad debts,

(6) Interest on money borrowed for purposes of the
business.

EXEMPTIONS

Incomes below Rs. 500 were exempt from the tax.
But this exemption was not absolute as persons with in-
comes above that amount were not given a corresponding
deduction. In the case of military officials however, the
exemption limit was Rs. 600o. The law authorised the
following further exemptions :—

(a) Agricultural income.® As we have already seen,
agricultural income was excluded from the scope of
Income-Tax as having been already taxed by the
local cesses levied on land in 1878.

(b) Such portion of the income—not exceeding one-
sixth—as would be spent for securing a deferred
annuity or a life insurance.?

(c) Profits of shipping companies.

(d) Interest on stock notes.*

1 The incomes exempted under this head were:— Income from land
subject to land revenue or local cess, and used for agricultural purposes ;
also income derived by the cultivator from processes rendering the
produce ready for the market, as well as from the sale of such pro-
duce ; also income derived by rent received from buildings which are in
the immediate vicinity of the land and are required as a dwelling
house or a store house or factory or out-building.

2 Such a deduction did in no way remove liability to the tax or alter the
rate where such liability originally existed, e.g. if a person had an
annual income of Rs. 500, he could not claim total exemption from
the tax on the ground that deducting the life-insurance charges, his
income amounted to less than Rs. so0.

8 Stock notes were an interesting experiment made by Government at
encouraging small investors. They were Government securities of
Rs. 10, 25, 50 and 1000 bearing 4 per cent. interest and issued at par.
They were legally exempt from all taxation. Vide Vakil. Ibid. pp. 299-
300.

4
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RATES OF THE TAX

The rate of the tax was 4 pies in the rupee for incomes
below Rs. 2000, while it was 5 pies for incomes abeve
that amount. The graduation was thus elementary, and
existed only as regards incomes below and above
Rs. 2000.

For Part IV, however, there existed a special arrange-
ment as regards incomes below Rs. 2,000. These were
the incomes most difficult to assess as the smaller traders
and businessmen kept no regular accounts and could not
give accurate returns of their income. Yet they had been
subject to the License-Taxes ever since 1878 ; and the
experience of those eight years demonstrated to Govern-
ment the superiority of levying fixed amounts from them
over the practice of assessing them on a strictly income-
tax basis. It was therefore decided to continue the same
arrangement as prevailed under the License-Taxes, but
only so far as incomes below Rs. 2,000 were concerned.
The scale of rates was as under :—

Income Fee Percentage of Tax
to Income
Rs. -
Between Rs. 500 and 750 10 1-3
» 750 and 1000 15 1.5
. 1000 and 1250 20 1-6
» 1250 and 1500 28 1-9
s 1500 and 1750 85 2:0
9 1750 and 2000 42 2-1

This system not only did away with the need for very
accurate assessment, but also introduced some element
of graduation for incomes below Rs. 2,000.
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ASSESSMENT AND COLLECTION

The method of deduction at source was employed in the
case of interest on securities, and salaries and pensions,
so far as they were paid by Government and Local Autho-
rities. There was no such compulsory deduction in the
case of salaries paid by companies and private employers,
but provision was made for arrangements between the
collector and the employer by which the tax could be
deducted in return for a commission.! In addition, all
employers had to notify to Government the number of
persons in their employ, their salaries and their addresses.

As regards companies, the principal officer had to sub-
mit a return of net profits, but was not liable to produce
his accounts in support of the same.

The visible and easily accessible sources of income were
those which came under Parts I, II and III. Part IV
included just those incomes—commercial, manufacturing,
trading and professional profits—which it was very difh-
cult, firstly to locate, and secondly to assess accurately.
It was in the assessment of incomes under this schedule
that the Collector found his hardest task.

The Collector could invite returns of income from al
persons chargeable under Part IV but was not authorized
to enforce their production.

THE ASSESSING MACHINERY

A close study of the Income-Tax Manual, 1886, brings
out the fact that though the Collector was the nominal
assessing head, the Mamlatdar or Tahsildar was the
chief pillar of the system. This revenue officer acted as
the Income-Tax Deputy Collector for his division and
attended to the assessment and collection of that tax. He

1 The commission varied, being 4 per cent. of tax proceeds if paid.in_a
lump sum, 3 per cent. of tax proceeds if paid quarterly and 1 per ceat.
of tax proceeds if paid monthly. ’

4
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was generally assisted by one or more assessors appointed
by the Government.

Subject to the Collector’s approval, the Deputy Col-
lector framed detailed instructions for the assessors, and
a scheme of operations for their circles. Each assessor
was furnished with a complete list of villages within his
circle and also one of persons who had been liable to the
repealed license-tax of 1880. He was also required
personally to hold local enquiries in order to verify the
correctness of the list, and to prepare a revised list for
assessment under the new act. In this task, the sub-
ordinate revenue staff were directed to give him the full
benefit of their experience and knowledge. The assessor
had then to submit his statement and returns to the
Income-Tax Collector at headquarters. After proper
scrutiny, and revision, if necessary, the deputy collector
had to send on these returns to the Collector’s office.

THE REGISTER OF ASSESSEES

On the strength of the information thus obtained, the
Register of Assessees was to be prepared at the Collect-
or’s office. This register contained details of income and
tax payable per different assessees, but was open for pub-
lic inspection only as regards those whose incomes were
less than Rs. 2,000. It could be divided into parts cover-
ing entire villages and these parts were to be posted on the
village post office or police station. It was also published
in the local vernacular newspapers. Along with the
register, there were notices inviting persons mentioned
therein either to pay the tax specified against their names
within sixty days bf the posting of the notice, or appeal
within thirty days of the same.

Similar rules for payment and appeal were enforced as
regards persons with incomes above Rs. 2,000, with
this difference that they had to be sent special notices of
assessment by the Collector.
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Thus though the Collector was nominally the supreme
pillar of the system, his work was largely carried out by
his subordinates. The assessor looked after incomes be-
tween Rs. 500 and Rs. 5,000 and the Deputy Collector
those between Rs. 5,000 and Rs. 10,000, and the Col-
lector personally minded incomes above Rs. 10,000.

As regards incomes accruing to occupying owners from
house property, the tax was to be levied on 5/6ths of the
gross annual rent at which it may reasonably be expected
to let. It was provided that this assessment shall not
exceed 10 per cent. of the owner’s income from all
sources.

REVISION AND APPEAL

Appeals against assessments were to be made to the
Collector before the date specified in the notice. The
Collector could hold the hearing at any time and place
he liked, and the assessee had to subordinate his own
convenience to that of the Collector.

Corresponding to the division of labour in the assess-
ment of income, there was a similar sharing of the work
of revision. The assessor was permitted to hear appeals
against tax assessments of less than Rs. 42. Appeals
against the assessor lay to the sub-divisional officer. The
Income-Tax Deputy Collector was the next superior,
being authorized to deal with objections to assessments.
As regards assessments above Rs. 250, the Collector
himself heard the objections. The appellate authority
above the Collector was the Commissioner, but appeals
relating to amounts of less than Rs. 250 could be enter-
tained only at his discretion. No Civil Court had the
power to entertain a suit to set aside or modify any assess-
ment made under the Act. The administrative machinery
was therefore entirely supreme in the matter of
assessment, revision and appeal.
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RISE IN THE EXEMPTION LEVEL, 1903

Before proceeding to survey the working of the tax
during this period, we may note one important change in
its provisions introduced in 1903. In that year, the ex-
empt minimum was raised from Rs. 500 to Rs. 1,000
per year. This tardy response to insistent public demand
greatly relieved the lower middle classes who had been
hard hit by the former level. A fuller account of this
Amending Act is given in Appendix I.

WORKING OF THE INDIAN INCOME-TAX, 1886-1916

We shall now examine the tax in its actual operation
under the following sections :—

() Scope of the Tax.

(b) Work of Assessment.

(c) Revision and Appeal.

(d) Public opinion and the Tax.

(e) Yield of the Tax.

THE SCOPE OF THE TAX

We have seen how the tax was nominally very extens-
ive in its scope, being based both on ‘origin’ and
‘residence’. But when it came to a matter of practice,
it was much restricted. The principle of origin—which
had laid down that all income arising or accruing in this
country shall be liable to its income-tax—was the one to
be most violated.

. Soon after the passing of the Act, salaries, pensions,
and leave allowances paid by the Government of India to
persons resident in Great Britain were exempted from
Indian Income-Tax.! A few years later, railway em-
ployees were granted the same concessions with regard
to their leave allowances drawn in England.® It was

1G. 1. F. C. No. 2101 of 28th April 1887.
2G. 1. F. C. No. 6028-S. R. of 6th December 1go1.
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Efurther extended in 1909, to employees of private
| concerns! as ‘‘a matter of grace’’.

Under Part 111, interest on the sterling securities of the
Government of India, though obviously arising in India—
as they formed a part of the well-known ‘‘Home
Charges’’ remitted year by year from the Indian Trea-
sury—was not liable to the Indian Income-Tax. They
were ruled by the law officers of the Crown to be
technically not Indian Securities,? and the Government
therefore desisted from taxing them.

Under Parts II and IV, we can find similar cases of
exemption in favour of income arising in India, but re-
mitted to or received in England. The South Bihar
Railway Company made an arrangement with the Secre-
tary of State under which they received a fixed rental in
London in lieu of net receipts from the working of their
lines in India. Their income was held to arise in England
and therefore not taxable in India.? In addition to this
special case, non-resident firms consigning goods for sale
in India through resident agents were not taxed on their
profits from such transactions, the sole ground for such
exceptional treatment being the difficulty of ascertaining
their incomes. *
~ The scope of the tax, therefore, was not so extensive
mn practice as it was in theory. As we have seen incomes
arising in India but receivable in England, were largely
exempted from the Indian Income-Tax.*

Further, the exemption of agricultural incomes made

1G. I. F. D. No. 4994—Exc. of 14th October 1909 quoted in Bombay

Income-Tax Manual—pp. 81-82, also of Bengal Triennial Reports 1go8-
11 and 1902-05.

2 F. S. 1916—Debates.
3 Bengal Triennial Report, 1902-05.

4 The proposal to tax them met with strong opposition from the European
Chambers of Commerce. Appendix H, B. C. C. 1890.

5 Thus in practice, the principle of ‘residence’ played a predominant part

espec‘:ially so far as the incomes of non-resident Englishmen were con-
cerned.
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the extent of liability very vague and indefinite. Con-
tradictory rulings were issued as regards the liability of
rent derived from land, but collected and appropriated by
a money-lender in return for interest due to him.! In a
similar way, while sugar factories were subject to the tax
on the ground that the processes they employed were not
those ‘‘ordinarily employed by the cultivator for rendering
the produce fit for the market’’, tea-plantations were
exempt even on their manufacturing profits. Thus in
practice, the tax tended to be vague and restricted in its
scope.

WORK OF ASSESSMENT

The assessment of incomes under Parts I and III
presented little difficulty, as the tax was deducted at
source in the case of Government servants and security-
holders, while in the case of employees of private concerns
the Collector made similar arrangements with the employ-
ers.* As regards Part 11, companies had to submit com-
pulsory returns of their profit, though not liable to submit
their accounts. As most of the companies had their
principal place of business situated in the big cities, they
were assessed by the special income-tax officers of those
places and consequently there was not much difficulty in
assessing their incomes.

The Part, which gave the greatest trouble so far as
assessments were concerned, was the one which was the
most productive.® This was Part IV which consisted of

1 Bengal Triennial Report, 1899-1902.

2 Where such arrangements were not made, there was a certain amount
of under-assessment. Cf. ‘It was brought to light towards the close
of the triennium that several persons in one district who received very
large salaries and allowances paid little or no tax whatever.” U. P.
Triennial Report 1924-1927.

8'*The objections are almost entirely against assessments on trades and
professional incomes under Part IV of the income-tax Schedule”, p. 88,
M. M. P. 1888-89.
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‘Other Sources of Income’. This vague phrase
included—

Professional incomes,

Industrial and Commercial incomes,

Incomes from house property,

Incomes from other unspecified sources.
Doctors, lawyers, money-lenders, merchants, house-
owners, industrialists—these formed the persons whose
incomes the Collector had to ascertain, and in this task
he received no help from the assessees themselves. Re-
turns of income were not compulsory and even when
submitted were ‘traditionally and notoriously nebulous’’.!

No new administrative machinery had been created

to work the tax. The executive staff of the district, who
worked it, were not persons chosen on their special
competence to administer the tax. Their chief task was
the collection of land revenue and the preservation of law
and order ; the assessment and collection of income-tax
formed only a subsidiary part of their functions. The
consequences were twofold. Firstly, these officers were
overworked, and had neither the time nor the energy to
devote themselves to the accurate assessment of income.*
Secondly, even with all the good intentions in the world,
they could not accomplish much. They were neither
trained in accounts, nor equipped with the special know-
ledge by which alone commercial or industrial income can
be accurately ascertained. So that, even where the
accounts were submitted, they were of little use as a basis
for the assessment, as these officers were incompetent to
examine them.?*

1 Punjab Triennial Report, 1908-11.

2Cf. *“We are told again and again in most of the Provincial Reports
on the Income-Tax that the district staff or even the Talooka staff is
either too busy or too tired for the income-tax to work”. Indian
Income-Tax by Pagar, pp. 105-106.

8 Their helplessness is clearly revealed in the following extract. ‘‘In
fact the assessing officer arrives at the conclusion that the leading
members of certain sections of the community are or ought to be liable
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This shows that the assessing officer had neither the
time nor the abilities to assess accurately the incomes of
assessees.' At the same time, his task was rendered more
difficult, for the assessees were illiterate and did not keep
accounts on a scientific basis. * Nor was it safe to base
assessments on standards of living, as these were deter-
mined largely by the social status and traditions of the
assessee, and not by his income. The result was that the
work was amateurish and conducted on a ‘rough and
ready basis’ ; the assessments were nothing more than
guesses on the part of the Collector.?

We shall now notice a few of the devices employed by
the revenue officers in supplementing their meagre re-
sources and trying to arrive at a true picture of the
i;llcomes of assessees. The methods adopted were mainly
three :—

to tax, but is uncertain as to the class in which he should place their
income”. This was pre-eminently due to the absence of special training.
Decennial Report, M. M. P. 1881-1891, p. 273.

1'The Deputy Commissioners generally held that the Tahsildar has
neither the training nor the time for this work—the work is carried
on on an amateur basis and there is little prospect of the Tahsildar
going beyond his rough and ready methods of assessment”. Punjab
Triennial Report, 1914-17. The district staff, however, were not with-
out excuse. Cf. ‘‘The assessment for income-tax in a country where
compulsory returns of income cannot be enforced and where personal
expenditure is no criterion of wealth presents great difficulties’’. De-
cennial Report, M. M. P. 1892-1902.

2 Cf. ““The task of assessing such incomes may be compared to the
problem which would confront the officers of Inland Revenue in
England if they were required to assess a number of traders, ranging
in status from an icecream vendor to a Provincial banker and keeping
their accounts in Norman French written in Black Letter on easily
detachable slips of parchment’, Punjab Triennial Report, 1908-11.
Sometimes, the accounts were too scientific. Cf. “‘In numbers of cases
among the trading classes in many parts of India, the system of book-
keeping adopted bears direct reference to the preclusion of the informa-
tion from the cognisance of any but the trader himself and those
whom he has had to initiate into the mysteries of his accounts”.
M. M. P. Decennial Report, 1881-91, pp. 268-269.

8 *“The Collector never really ascertains the income. It is impossible
to do more than make a guess”. Assam Triennial Report, 1917-20.
Also cf. ““Our present system or rather absence of system of assess-
ment is in the majority of cases under Part IV neither more or less
than a futile groping in the dark’’—Punjab Annual Report, 1914-15.
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(a) Assessment by Commissions,
(b) Assessment by Groups,
(c) Assessment by Special Officers.

ASSESSMENT BY COMMISSIONS

Under this method, the Collectors issue ‘Commissions’
to certain selected persons, authorizing them to go
through the accounts of some of the assessees, mainly
those with commercial or industrial income.' Those
‘selected persons’ were generally themselves in the trade
and had a working knowledge of accounts. The assess-
ment was based on the result of their enquiries. But the
very factors that ought to have made for its success
became responsible for its failure. If these persons had
the advantage of local knowledge and standing, they had
also the disadvantage of having their sympathies in favour
of the assessees, as against the Revenue. Where they
were not swayed by sympathy, they were not proof
against being deceived by bogus debits and other allied
methods.? This system, theretfore, could not prove a suc-
cessful solution of the knotty problem of accurate
assessment.

ASSESSMENT BY GROUPS

The idea of assessment by groups originated with
Lt.-Colonel Young, the Deputy Commissioner of Sialkot,

1'*The issue of commissions to private individuals for the examination
of the accounts of bankers and traders is a necessary portion of our
administering the Act. It is really the only way in which returns
of income made by those carrying on business on any but the smallest
scale can be checked, because there is no official agency available for the
purpose”. Financial Commissioners in the Punjab, Triennial Report,
1902-05§.

2 **It is undesirable that too much weight may be attached to accounts
and even if the man appointed to make the examination of the accounts
is perfectly honest, he may be deceived by bogus debits and other
methods....... The men appointed to examine accounts are necessarily
tradesmen or traders’ agents themselves, and instinctively sympathise
with those whose accounts they were examining”. Deputy Commis-
sioner of Karnal in Punjab Triennial Report, 1902-05.

5*
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and was first tried in his district. It is consequently
known as the ‘‘Sialkot System’’.

In cities, assessees were divided into groups according
to their trades or professions ; in rural tracts the groups
were constituted by reference to localities instead of to
trades and professions. The Collector fixed the total
assessment on every group, the collective assessments of
individual assessees being the basis in each case; the
general prosperity of a trade or of business and agriculture
in a particular tract were also taken into account in such
& determination of the total assessment.

Once the assessment was thus fixed, the whole group
of assessees was summoned. They could not alter the
total figure, but were permitted to exclude any old asses-
see or include any new ones. A small committee was
then selected which apportioned the assessment between
the members of the group. Objections were then invited,
the whole group having collectively to decide whether to
accept the objections in whole or in part. If any indivi-
dual assessments were reduced, the Special Committee
had to re-distribute the amount thus reduced over the
remaining taxpayers in the group. After carefully con-
sidering the distribution of lability made in this manner,
the Collector announced his assessments.!

The scheme was certainly not unattractive, promis-
ing, as it did, to secure an ideal distribution of the
assessment. On the advice of the Financial Commission-
er, the Lieutenant Governor ordered its extensive
adoption in the Punjab.? It was tried in 15 districts, but
did not meet with much success, being finally given up as
unworkable in the very district of its birth,* Sialkot.

1 Appendix, Punjab Annual Report, 1912-13. In case of objections after

the final announcement, the group committee had to render its assist-
ance in disposing of them.

2 Punjab Triennial Report, 1911-14.

3 Punjab Annual Report, 1915-16. Also cf. resolution of the Lieutenant
Governor of the Punjab, Triennial Report, 1914-17.
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We may now analyse the causes of its failure. First,
the scheme was in no way superior in accuracy so far as
total assessments were concerned. To find out the
income of a group was certainly not easier than to find out
the income of its individual members ; as a matter of fact,
the former was supposed to be based on the latter. In the
determination of the total assessment, then, the Collector
received no outside help. His assessments, therefore
could not be accurate as he had neither the time nor the
special ability needed for such a purpose.

Second, the scheme did not prove a success even as
regards distribution. The Panchayats or the ‘Interior
Committees’, while perfectly willing to order remissions,
were reluctant to propose increases. They did not pos-
sess the confidence of the trades either, for they displayed
a strong tendency to overassess the poor to the benefit
of the rich.?

In short, the system, though moderately successful in
parts where the Panchayats were not too selfish, could
afford no adequate solution of the problem of securing
accurate and definite information about the income of
assessees.

ASSESSMENT BY SPECIAL OFFICERS

The third device adopted to bring about accuracy in
assessment was the appointment of special officers with
special establishments—including an accounts clerk—to
revise the assessments in selected towns and cities. These
men were full-time officers, engaged solely in income-tax
work. They carefully went through the assessments of
the places assigned to them, examined accounts, and
supplemented their knowledge by searching enquiries into
the personal circumstances of the assessees. From the
results of their enquiry, the officers would then revise the

1 Punjab Annual Report, 1912-13; also Punjab Triennial Report, 1914-17.
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assessments. This not only increased revenue, but also
made the tax more equitable, many persons who had been
unjustly assessed being now excluded on more careful
examination.! The system ensured a generally reasonable
basis for the assessment and in consequence, appreciably
lessened the unpopularity of the tax? The use of full-
time and expert agency was thus found to have the most
beneficial results, and clearly foreshadowed the coming
order.® In addition to this inaccuracy, they were found

1 A typical example is the special agency employed under Pandit Girdhari

Lal for assessment in particular areas in the Punjab. ‘‘Apart from the
increase in the assessment of old assessees, 355 new cases were detected
in Lahore, yielding an assessment of Rs. 34,982 and 624 new cases
in Amritsar, yielding an assessment of Rs. 40,494. The advantage of
the operations were not limited to the increased assessments secured.
The burden has also been adjusted more equitably; small men who
ought not to have been included in the assessment lists have been
removed from them in the light of the fuller knowledge obtained and
friction has been reduced to the minimum”. Punjab Triennial Report,
1914-17.
Also cf. ‘‘It has been decided to employ an expert staff for the survey
of income-tax and the examination of accounts...... its employment
should do much to secure a full revenue to Government, substantial
assistance and relief to district officers, and among the people more
confidence than at present exists in the thoroughness and fairness of
assessment’’. C. P. Triennial Report, 1914-17.

2 Punjab Triennial Report, 1908-11. Also cf. ‘‘It is reported that as a
result of the improved methods of assessment, assessees now show a
greater readiness to pay the tax than in former years when assessments
were based on less thorough and sometimes rather haphazard enquiries,
a circumstance which gave rise to discontent among those assessees
who saw others richer than themselves escape with light or no assess-
ment’’. Bombay Triennial Report, 1914-17.

8 Punjab Triennial Report, 1914-17. Also cl. *‘It is to the employment of
special agencies, whether occasional or permanent or peripatetic that
we have to look to improve the unsatisfactory features of Income-Tax
Assessment”. Punjab Annual Report, 1914-15.

Also ‘‘Assessing officers are quite incompetent to examine accounts or
to check the examination made by any person appointed for the pur-
pose. It might pay Government to appoint an auditor to examine
accounts in the case of very large incomes’’. C. P. Triennial Report,
1914-17. ‘“The Board have addressed to the Government separatcly
asking for the provision of a full-time income assessing staff and the
matter is under the consideration of the Government’. U. P. Triennial
Report, 1914-17.

The Board of Revenue, Madras ‘‘suggested inter-alia the employment of
a staff of trained accountants to scrutinize and audit the accounts
produced before assessing officers”. Madras Triennial Report, 1911-14.
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definitely partial to the richer assessees.’ As a matter of
fact, the Sialkot system failed on this very account.? As
regards the ordinary agency, it was asking too much of
a Tahsildar to expect him to assess rich men properly.
He is inevitably afraid of the rich and influential, and also
nervous of the suspicion of personal animosity or corrup-
tion.? The tax therefore fell with much greater sharpness
on the poorer section of the assessees.

It is no wonder, then, that Income-Tax in India
became extremely unpopular. The assessors were gener-
ally men of little standing and no reputation. * They were
not well-paid and consequently were not above bribery,*
and their activities had the effect of making the already
low taxable minimum go down to a still lower level.® To
make matters worse, cases were not found wanting of pre-
tenders going about the country, black mailing the general
public and extracting money by threats of assessment to
income-tax.”

To sum up, the assessment was arbitrary and unequal
in incidence. Various devices had been tried by which it
could be improved ; but they had not proved very suc-

1 ““The ordinary agencies—busy with a hundred other more urgent jobs—
take the line of least resistance, fight shy of the rich man and decline
to release any of the small”’. Also cf. ‘It is in connection with this
class that the operation of the impost requires most strictly to be
watched”. Decennial Report, 1881-1891, M. M. P. p. 173.

2 Punjab Triennial Report, 1915-16.

3 Punjab Annual Report, 1914-17.

4 “Evidence and accounts are rejected which do not square with the
inspiration of that detectable knot of busy bodies—a necessary evil
perhaps—inspirations which are too often the figments of fancy, safe
against exposure because undisclosed’’. P. Ananda Charlu, F. S. 1902.

5 ‘“Although the income-tax has been in force for a number of years, the
inquisitorial methods which are in some cases adopted by ill-paid
and corrupt assessors in the mofussil, renders it a highly unpopular
imposition. I myself know of a case where a clerk employed in an
income-tax office drawing not more than Rs. 30 a month has in a
bank a big balance of some thousands which very discreetly is entered
in the name of his wife”’. Maharaja of Darbhanga, F. S. 1897-98.

6 Cf. P. Ananda Charlu, F. S. 1902-03.

7 Bengal Triennial Report, 1899-1902.
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cessful. The chief reason for this failure in the work of
assessment was the absence of a full-time and well-paid
administrative agency. Indeed, considering all the cir-
cumstances, it was really creditable that the tax was not
much more unpopular than it actually was.?

REVISION AND APPEAL

When we come to the working of the tax in relation to
appeals and revision, we are seriously faced with the
problem of absence of material. Even as regards the
work of assessment, we have been unable to secure all
the triennial reports on the administration of income-tax
in the various provinces—much less the annual reports.
In the section devoted to Income-Tax in th= ‘‘Statistics
of British India’’ Part IV (b), there is nformation
about revision and appeal. The only figutes we have
been able to gather are obtained from Return No. V of
the various Triennial Reports. From the figures so
gathered and collated, we have worked out All India
Tables. But, as already mentioned, all the reports were
not available, and therefore the word ‘All India’ cannot
be taken literally ; it sometimes means three provinces,
sometimes four or five and so on. Nevertheless, the
figures are all comparable, because we have taken, not
the absolute figures, but only percentages.*

No figures whatsoever, are available as regards the
period 1886-99, except the percentages of successful
appeals. If we take the later period, and start with 1903
(the year when the exemption limit was raised to
Rs. 1,000), we find the following results :—

1 We have devoted so much space to administrative considerations, be-
cause it is administrative efficiency alone which can result in an
equitable Income-Tax. This element was conspicuously absent in the
Indian System.

2 For details see Appendix II.
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QUINQUENNIAL AVERAGES

f P f
. P‘:)':““."“e tof m&?ﬁco‘; r;ac:g&ge of
Period objections to original Assessees | original assessment
total Asseasees to final assessees | to final assessment
1908-1907 222 5 5.4
1908-1912 19-6 4.2 5.2
19138-1917 18-4 3.6 6.4

The table clearly reveals a noticeable tendency towards
reduction in columns (1) and (2), and a less noticeable
though evident reduction in column (3). The following
inferences are plainly justifiable and throw great light on
the work of assessment.

(1) With the progress of years, the tax was getting
less unfbular and the work of assessment, less
inaccurate.

(2) Though the administrative machinery was getting
expert enough to locate people with incomes liable

to tax, it was unable to locate their incomes with
accuracy.!

Our conclusions as regards the growing efficiency of
assessment are further supported by the figures of the
percentage of successful appeals, given below.

PERCENTAGE OF SUCCESSFUL APPEALS—QUINQUENNIAL AVERAGES

1888-98 . . . ., 38
1898-97 . . . . 85
1898-02 . . . . 32
1908-07 . . . . 22
1908-12 - ., . . 21
1918-17 . . . . 20

1 This was true of the earlier period as well. Cf. *“In fact, the assessing
officer arrives at the conclusion that the leading members of certain
sections of the community are or ought to be liable to tax, but is un-
certain as to the class in which he should place their income’’. Decen-
nial Report, 1881-1891, M. M. P., p. 273.

6
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We have repeatedly made the assertion—based on the
results obtained in other countries—that however imper-
fect the administration of an Income-Tax might be at its
inception, its continued existence leads to a better machin-
ery. This is now corroborated by Indian experience.
There could be no worse machinery to administer the tax
than in India ; yet, year by year, the work of assessment
showed better results and the unpopularity of the tax
decreased, if that can be judged by the figures of objec-
tions. This, however, in no way modifies the view ex-
pressed in the last section that fundamental defects made
imperative the creation of a new machinery to work the
income-tax.

Appeals against the Collector’s decision were admitted
by the Commissioner, but only when the tax exceeded
Rs. 250, 1. e. where the incomes assessed exceeded
Rs. 9,600 a year. The Commissioner could, on his
finding, raise or lower the assessment; as a matter of
fact they were uniformly reduced, except in one year,
(1906) when the assessments were increased by .5 per
cent. above their original level. During the period, 1903-
1916, the average percentage of reduction brought about
by the Commissioner did not exceed .5 per cent. of the
original demand, as contrasted with the Collector’s 5 per
cent. This, of course, was due to the fact that the number
of appeals before the Commissioner was much smaller,
being only 6 per cent. of those before the Collector ; and
it was therefore, no indication of any undue rigour on the
Commissioner’s part. !

To sum up, a large number of assessees took advantage
of the provision for appeal that the law provided. And,
so far as an assertion can be made on the available
material, the Collectors seem to have acted quite fairly

1 Even the appeals before the Commissioner show a persistent reduction.
Quinquennial averages :—1903-07 ......
1908-12 ......
1913-17 oeeee
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in dealing with the appeals. The Commissioners, too,
do not seem to have been unjust in discharging their
appellate functions. At the same time, the original
assessments were not much reduced on revision, from
which it might be inferred that the assessments were
generally more or less accurate. An alternative explana-
tion is that some of the assessees were underassessed
and therefore refrained from appealing. The probably
correct explanation is that the appellate authority had not
any more material than the Collector to determine the
justice of the assessments, while the ignorant assessee was
quite unable to prove the amount of his income; the
relative absence of any change in the final demand is to
be traced to this cause, and does not indicate any general
accuracy in the assessment.

PUBLIC OPINION AND THE TAX

There was a strong section of public opinion that voci-
ferously demanded the abolition of the tax. They held
that direct taxation was unsuited to the circumstances of
the country and could not work in India ; it was imposed
in a time of emergency as a temporary measure and there-
fore, with the improvement of the financial position of the
Government, should be immediately repealed.* The de-
mand was confined not merely to some vocal members of
the Imperial Legislative Council. The European Com-

1 As regards revision by Deputy Collectors and Tahsildars, no informa-
tion is available.

2 ““The income-tax is, in my opinion, quite unsuited to the circumstances
of the country’’. G. R. Chitnavis, F. S. 1894, p. 95.
*‘The unsuitability of this country for the purposes of direct taxation
need not be gainsaid’’. Maharaja of Darbhanga, F. S. 1897.
**No form of direct taxation is suited to our country”. Rajah Durga
Charan Laha, F. S. 1898, p. 8.
“It is entirely unsuited to the conditions of the country and of the
people’’. Mr. Allan Arthur, F. S. 189g.
‘‘Being entirely unsuited to this country by reason of the circumstances
generally attending its collection and payment, it should not be regarded
as a permanent source of revenue and its total abolition should be
constantly kept in view”’. Sir Montague Turner, F. S. 1903-04.

6*
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munity also pressed vigorously for its abolition. The
Bengal Chamber of Commerce in 1890, and the Bombay
Chamber in 1903 submitted memoranda to the Govern-
ment pleading for the repeal of the Tax. Their repre-
sentative in the Council, while disclaiming any desire on
the part of the mercantile community to shirk a fair share
of its obligations, opposed the continuance of the tax as
inquisitorial and unsuited to the country.?

The two stock arguments of the abolitionists were first,
that the tax was levied for a specific purpose and with its
removal, should be allowed to expire. Second, that it
was unsuited to the circumstances of the country.

The first argument was based on absolutely false pre-
mises. Government gave no such guarantee, as was
assumed by these people, of the early abolition of the
tax. As a matter of fact, Government had stoutly
opposed all attempts to make it temporary, and Sir Auck-
land Colvin’s speech in 1886 clearly showed that he
contemplated the permanent addition of the tax to the
financial system. The second ground may be dismissed
as too flimsy to be taken seriously. All taxation is un-
popular, but direct taxation is more so, because it is more
noticeable. There is nothing oriental or occidental in any
individual’s dislike for taxation. The dislike may be
greater in the case of a people subject to an undemocratic
and alien Government.

After all that could be said against the tax, it must be
admitted that it was the only means of making the rich
man contribute something even remotely approaching his
proper quota to the revenues of the country. The income-
tax undoubtedly made some efforts to adjust the incidence
of taxation on a more equitable basis. Government
rightly took their stand on this point.? The work of assess-

1F. S. 1904-05.

21 look on the income-tax as an excellent source of revenue and I
believe that it is most desirable that it should be continued. As years
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ment was bound to improve with time ; and an enumera-
tion of defects proved the case not for repeal, but only
for reform. Government therefore dismissed the plea for
the total abolition of the tax as ‘‘quite outside the range
of practical politics’’."

While one school of Indian thought thus repeatedly and
unthinkingly demanded the repeal of the tax, there was
another which indulged in a more constructive criticism.
They pointed out that the Indian Income-Tax was far
from being perfect and stood in need of great reform. In
this connection, the attention of the Government of India
was drawn to the following defects :—

(a) The absence of abatements in the Indian system
which made the tax press heavily on incomes just
above Rs. 1,000.?

(b) Absence of differentiation.*

(c) Absence of uniformity in the rates of depreciation
for machinery and buildings allowed in the various
provinces.*

(d) Absence of any popular element in the Indian ad-
ministrative machinery.®

Their complaints, however, were not very effective.

10ll by, the methods of assessment should steadily improve and I trust
that the tax will in course of time, perhaps with some modifications
enable us to obtain some reasonable share of contribution towards the
expenses of Government from an important class whom many think
have hitherto escaped unduly lightly’’. Sir Edward Law, F. S. 1903-04.
Moreover, the tax had now come to be accepted as ‘‘a necessary evil,
undesirable, but not intolerable”’. Bengal Triennial Report, 188y-1902.

1F. S. 1904-05.

2 '“The Indian rate, without the moderating influence of the wholesome
principle of graduated abatements, presses far more heavily on the
Indian people than the English rate does upon the English people.” Dr.
Mukophadyaya, F. S. 1904-05. Also Nawab Kwajah Sahimullah,
F. S. 1904-05.

8 “*The incidence of the tax is the same whether the income is permanent,
earned or unearned’’. Dr. Rash Behary Ghose, F. S. 1907-08.

4 Sir Sasson David, F. S. 1911-12 and Sir Vithaldas Thackersey, F. S.
1912-13.

5In 1912, the Hon'ble Mr. Rama Ayyangar demanded in the Council
that Government should take up seriously the problem of the associa-
tion of non-officials in the assessment of income-tax.
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Government occasionally admitted the existence of these
defects ; but deferred their consideration to the time when
the tax would be thoroughly revised. This they under-
took to do in the near future.

Public opinion, then, had by the end of this period,
got itself accustomed to the existence of the tax. The
demand for abolition was succeeded by the demand for
reform. It only needed, as in 1886, the necessity for
increased revenue to bring about the much needed
revision.

YIELD OF THE TAX

Before we conclude our survey of this period, we must
analyse the progress of the tax from the point of view of
its yield. Appendix III gives in detail the figures of
annual yield. Here we shall only reproduce the quin-
quennial average of such figures, as better indicative of
the true success of the tax.

Period Number of Assessees Amount of tax
(in thousands) (in lakhs of rupees)
1886-87—1890-91 400 148
1891-92—1895-96 456 172
1896-97—1900-01 496 191
1901-02—1905-06 357 196
1906-07—1910-11 268 226
1911-12—1915-16 319 276

The fourth quinquennial period 1901-02 to 1905-06
should be left out of consideration when considering the
progress of the tax because during the earlier half of that
quinquennium, the taxable minimum was Rs. 500,
while during its later half, the exemption limit was raised
to Rs. 1,000. Ignoring this period, then, the figures
reveal a steady progress on the part of the tax. While
the new exemption considerably reduced the number of
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assessees, it was followed by no such corresponding reduc-
tion in the yield of the tax ; on the other hand the tax
shows a consistent increase throughout the period, the
increase being particularly noticeable during the latter
half of this long period.

CONCLUSION

The period 1886-1916 with which this chapter is mainly
concerned, has been entitled ‘“The Period of Integra-
tion’’. Following the experiments in direct taxation which
the Government of India embarked upon, during the
period 1860-86, they arrived at a final decision, and
instituted an income-tax in 1886 ; from 1886 to 1916, this
tax remained on the statute book, with but a few altera-
tions. Its unbroken existence for 30 years was doubly
useful. To the Government, it laid bare the defects that
underlay the Indian system and showed the way to re-
form. In the people, it bred an intelligent, though
gradual, acquiescence to the continuance of the tax.
Before the end of this period, the tax became a genuinely
integral part of the Indian Financial System ; all talks of
its abolition practically ceased, and both Government and
the people could look forward to it for increased revenue
and more equitable incidence of taxation. Indeed, the
Income-Tax had obtained such firm support in India, and
such public opinion had been created in its favour, that,
when the war came, there was no opposition to the drastic
changes it brought about in the Income-Tax System of
our country. Even as the period of experiment afforded
the proper basis for the inauguration of an Income-Tax in
this country, similarly this period of integration furnished
the real foundations for the sweeping reforms in the
Income-Tax that have been introduced since 1916.



CHAPTER 111

THE PERIOD OF LEGISLATIVE CONSOLIDATION,
1916-1930

The history of the Indian Income-Tax is brought up
to date in this chapter and is followed by a brief descrip-
tion of the present position. We shall divide this chapter
therefore into two parts :—

(@) Legislative Consolidation.

(b) The Present Position.

LEGISLATIVE CONSOLIDATION

As contrasted with the legislative lethargy of the
preceding thirty years, the period 1916-28 1s conspicuous
for its numerous Income-Tax Acts. The movement
started with the introduction of a progressive scale in
1916 ; it was succeeded by a wholesale alteration of the
income-tax law in 1918 ; a famous ruling of the Madras
High Court upset the fundamental conception of ‘income’,
and following the report of a specially appointed commit-
tee, the law was put in a consolidated form in 1922. The
legislature was not satished however, and every year has
seen a crop of amendments being placed on the statute
book.

The first change to be introduced was in 1916, the
rates of the tax being raised for incomes above Rs. 5,000.
In the following year, the Act was further amended,
returns of income on the part of assessees being now made
compulsory. But such piecemeal legislation could not
solve the problem. There were more fundamental defects
in the Act of 1886 which clamoured for early remedy.
For example, the concept of income differed in different
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parts of India, as its computation was governed by local
procedure which resulted in confusion and want of uni-
formity ; at the same time, with the advent of progression,
the old conception of income, which strictly differentiated
it into different compartments, had become obsolete and
created injustice even as between persons of equal ability
to pay, e. g. if an individual A derived Rs. 10,000
wholly from one source, he paid tax on it at the rate of
9 pies in the rupee; if another individual B derived an
equal amount, but from two sources, say, in the propor-
tion of Rs. 6,000 and 4,000 each, he paid tax on 6,000
at the rate of 6 pies and on the other 4,000 at the rate
of 5 pies in the rupee. Thus, though A and B had equal
total amounts of income, A paid Rs. 493-12-0, while B
paid only Rs. 266-10-8. In other words, B was a gainer by,
Rs. 227-1-4 solely for the reason that his income was
derived from more than one source. Considerations of
equity demanded a thorough overhauling of a system
that could create such a situation ; prudence also dictated
a similar course, for without an improvement in its ad-
ministrative provisions, the Income-Tax could not easily
yield the larger revenue that the government expected
from it. It became evident therefore that income-tax
reform could not be postponed any further. The result
was the repeal of the Income-Tax Act of 1886 followed
by the enactment of the Income-Tax Act of 1918.

THE INCOME-TAX OF 1918

Without going into a full description of the provisions
of this Act, we shall notice the more important changes
which it introduced in the income-tax system of this
country.

(1) The original conception of income as separated into
watertight compartments is replaced by the concept of
total income. The rate of the tax was henceforth to be
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determined with reference to the individual’s total income
under all sources.

(2) The basis of computation was embodied in the
statute and the connotation of ‘income’ was thus made
uniform throughout the country.

(3) Some of the unjust exemptions allowed under the
old Act, such as those granted to foreign shipping com-
panies and military officials with incomes above Rs. 6000
were now disallowed.

(4) Returns of income were made compulsory. Income-
Tax officers were also empowered to demand the
production of accounts and other relevant documents ;
non-compliance resulting in a loss of the right of appeal.
The task of assessment was thus greatly facilitated.

(5) Provision was made for the assessment of non-
residents on their ‘Indian’ income. When such income
was not accurately ascertainable, a statutory equivalent
was provided.!

(6) The period of assessment was henceforward
the current year. In practice, the assessee was first
taxed on his previous year’s income. If within the next
year, either the assessee or the Government ascertained
the actual income of the assessed year, either party could
demand that this actual income should be made the basis
of assessment. If this proved to be greater than the
previous year’s assumed income, the assessee paid to the
state the tax on the excess ; if the amount was less than
the assumed income, the state refunded him the tax on the
difference. This procedure was technically known as the
‘‘Adjustment System’’ on account of the adjustments
involved.

RAISING OF THE EXEMPTION LIMIT, 1919

Within one year after the new Act was passed, the

taxable minimum was raised from Rs. 1,000 to Rs. 2,000.

1 The Income-Tax Officer was empowered to tax the non-resident at a
reasonable percentage of the turnover of his Indian business.
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This step was justified on the ground of the great
rise in the level of prices which had followed the War and
the consequent distress of the poorer middle classes.’
While relieving about 181 thousand assessees or nearly
50 per cent. of the total number, the financial loss was
only 6-2 per cent. of the total tax collected. It was there-
fore a welcome change.?

THE SUPER-TAX ACTS OF 1917 AND 1920

Super-tax is only another name for an additional levy
of income-tax on incomes above a certain high level. The
Indian super-tax was first introduced in 1917 and made
applicable to incomes above Rs. 50,000. In addition to
taxing individuals on their total income, the super-tax was
also levied on the undistributed profits of companies,
firms and Hindu undivided families.?

The mercantile community vigorously protested against
the taxation of the undistributed profits of companies on
the ground that it discouraged the building of sound
commercial reserves and hampered business develop-
ment. When a new super-tax Act was passed in 1920
this defect was removed, and the graduated super-tax on
the undistributed profits of companies was converted into
a flat super-tax on their total profits at the rate of one
anna in the rupee. The exemption of those below
Rs. 50,000 was however continued. Hindu undivided
families and unregistered firms were now deprived of their

1 Vide Sir James Meston, F. S. 1919-20.
2 The actual figures are:

Year Assessees Tax Collected (Rs. '000).
1918-19 366,431 934,31
1919-20 185,791 8,76,2

4
Compiled from Table 115, Statistics of British India Vol. 1V, Tenth
issue.

3 They were also allowed to deduct from their income, liable to super-tax,
one-tenth of their income as calculated for purposes of Income-Tax.
This was a concession. In the case of Hindu undivided families the
tax was applied only to that part of their income which was not
distributed or finally allotted to their members. Super-Tax Act, 1917.

T*
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previous concessions without any corresponding compen-
sation, and treated on the same lines as individuals. At
the same time, the Act levied substantially higher rates
on the bigger incomes.

THE INCOME-TAX ACT, 1922

The Act of 1918, however, did not survive for a long
period. The theoretically perfect ‘‘Adjustment’’ system,
which the mercantile community had forced on the Select
Committee of 1918, was found unworkable in practice.
It involved the keeping of a continuous account between
the State and the taxpayer ;! and while the taxpayer was
ready to claim refund from the State in case his actual
income was less than his assumed income, he was not so
willing to pay when it exceeded his assumed income. It
also created a sense of grievance on the part of the tax-
payer and resulted in great discontent.

While the basis of assessment under the Act was thus
showing itself in urgent need of reform, a peculiar judicial
interpretation of the word ‘‘income’’ forced the hands of
Government. A full Bench of the Madras High Court
decided that income meant what ‘comes in’,? and nothing
could be regarded as income unless it was actually received
by the assessee. The business community however
largely kept their accounts on a mercantile basis. They
credited amounts due to them and debited amounts due to
others. It was on that basis that they calculated their tax-
able profits. They were naturally upset by this interpre-
tation of ‘Income’ which conflicted with their long
practice. It was also felt that the legislation of 1918, a
product of the War period, was undertaken rather
hurriedly and that a thorough revision of the Income-Tax
system would not be out of place. Government therefore

1 Cf. “This continual see-sawing demonstrated the unsuitability of the
Adjustment System now in vogue’’. Punjab Annual Report, 1920-21.

2 Board of Revenue vs Arunachalam Chetty, Case 20, I. T. C.
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appointed a committee to investigate into the whole
problem of income-tax in India and report upon a pro-
posed bill. The committee collected evidence from
Chambers of Commerce and other commercial bodies and
finally reported to the Government in 1921. The
Income-Tax Act of 1922 is based on their report.
During the course of this and the preceding two
chapters we have surveyed at length the history of taxes
on Income in India. As contrasted with many foreign
countries,! India had been very fortunate in this respect
that income-tax had been established here long before the
others had even dreamed of having it. Repeated ex-
periments in direct taxation had sufficiently modified the
tax to suit Indian conditions, and from 1886 it enjoyed an
unbroken tenure of existence for 30 years. When the
War came with its accompanying strain on the national
finances, this long existence of the income-tax stood it
in good stead. While other countries had hurriedly to
create a new tax and a new machinery, the Indian
Income-Tax, was ready to assume its natural function.
It became an engine of national finance. From the
insignificant place it occupied in the Indian fiscal system
in 1913, the tax now assumed mighty proportions, and
averaged to 12-6 per cent. of the total revenue during the
period 1922-26. Its yield was more than quadrupled
within four years,? while complaints against its existence

1 Nogably Belgium, France, Canada, Australia, South Africa and the
United States of America all of whom introduced the *‘Income-Tax’’
during the years 1913 to 1917.

2 No. of Assessees Amount of tax
(in thousands) collected (in
lakhs of rupees)
1916-17 to 1920-21 (average) 323 1125
1921-22 271 2191
1922-23 271 1813
1923-24 286 1849
1924-25 204 1623
1925-26 297 1618

1926-27 304 1682
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were at best half-hearted and without any public support.’
The Indian Income-Tax has thus undoubtedly won its
way into the Indian financial system.

THE PRESENT POSITION

We give below a brief description of the present posi-
tion of income-tax law. The taxation of income in India
is governed by the following authorities :—

(1) The Indian Income-Tax Act of 1922, as subse-

quently amended.

(2) Rules framed by the Board of Inland Revenue up
to 1924, and thereafter by the Central Board of
Revenue under section 59 of the Indian Income-
Tax Act and published from time to time in the
Gazette of India.

(3) Notes and instructions regarding Income-Tax Law
and Rules issued by the Government of India as
Part III of the Income-Tax Manual. (Volume I)

(4) Income-tax Case Law or the law as interpreted by
judicial decisions.

(5) The rates of the tax are not embodied in the
Income-Tax Act itself, but are fixed by the annual
Finance Acts. This is meant to secure elasticity in
the fiscal system, the rates being adjusted with
reference to the annual budgetary requirements.
But as a matter of actual practice, the rates have
remained stationary since 1922.°

1 As contrasted with the opposition in 1886, the Indian members of the
Imperial Legislative Council declared themselves strongly in favour of
the Income-Tax and congratulated Government on their introduction

of graduation into the tax and some of them refused to hear any talk
about its abolition. F. S. 1916.

2 ““The Central Board of Revenue may, subject to the control of the
Governor-General-in-Council, make rules for carrying out the purpose
of this Act and for the ascertainment and determination of any class
of income”’.

8 Cf. Sir George Schuster’s second Budget (March 1930) in which the rates
of income-tax were increased by one pie in the rupec uniformly for all
incomes above Rs. 5000.
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SCOPE OF THE TAX

All incomes arising, accruing or received in British
India are liable to the Indian Income-Tax. In addition
certain incomes are deemed to arise, accrue or be received
in this country and are thus brought under the scope of the
tax. Besides, the Act taxes the total incomes of the
following entities :—

(1) Hindu undivided families.
(2) Companies.

(3) Firms.
(4) Other Associations of Individuals.
‘Exemptions :— The following are among the import-

ant classes of incomes exempted from the Indian Income-
Tax :—
(1) Agricultural Income.
(2) Income of property devoted to religious or charit-
able purpose.
(3) Salaries and pensions payable outside India.?
(4) Interest on securities held by certain ‘approved’
provident funds. ?
(5) Disability and war pensions.
(6) Casual gains and capital receipts.
(7) Life Insurance premiums not exceeding one-sixth
of the assessee’s total income.
(8) Income from tax-free securities.
(9) Income of local authorities.
Excepting companies and registered firms, the other
assessees are liable to the tax only if their income exceeds
Rs. 1,999 per year.
Computution of Income :—The basis of assessment
under the Indian law is the previous year’s profits. The
1 Interest on sterling securities is also exempt in practice; such incomes

were not specifically exempted, as it was held that they were outside the
scope of the Act and hence not taxable.

2 The provident funds thus exempted are those to which the Provident
Funds Act of 1897 applies.
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assessee has to pay income-tax on his income of the pre-
ceding year. The previous year of the assessee need not
necessarily coincide with the Government Financial year
which ends on 31st March. The basis of taxation is the
profits of his previous accounting year. This normally
consists of 12 calendar months,* but in accordance with the
prevailing practice of the assessee, especially when his
accounting period is a Hindu year, it may vary from
eleven months to thirteen months.? Once the assessee has
thus exercised his choice, he cannot change his decision
except with the consent of the Income-Tax Officer.

There is no comprehensive treatment of net income as
distinguished from gross income, though the permissible
deductions are specified under each head. The general
principle governing the scheme of deductions is first, that
nothing in the nature of capital expenditure will be allowed
to be set off against profits ; and second, that no expendi-
ture shall be allowed as a deduction unless it is incurred
solely for the purpose of the business.

Income from Salaries and Securities :— So far as salar-
ies and interest on securities are concerned, the gross
yield is generally equal to the net yield. But where it can
be proved that money was borrowed specifically for in-
vestment in securities, the interest on such money is
allowed as a necessary deduction.

It is only when we come to income from property and
business that we find a sharp difference between gross
receipts and real profits. The law, therefore, specifically
lays down the deductions, that may be allowed in this
case.

Income from property :—In computing income from
property the following deductions are allowed®:—

I Section 2 (II), Income-Tax Act, 1922.
' Para 5, Part 111, Income-Tax Manual.
$ Section g, (i) to (vii, c¢) Income-Tax Act, 1922.
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(1) Cost of repairs, not exceeding one-sixth of the
annual value of the property.

(2) Annual premium paid to insure the property against
the risk of damage or destruction.

(3) The amount payable by way of ground rent on
mortgage charge, if any.

(4) Land Revenue paid in respect of the property.

(5) Collection charges not exceeding 6 per cent. of the
annual value.

(6) As regards partly or wholly vacant houses such
sums as the Income-Tax Officer may determine having
regard to the circumstances of the case. This allowance
is made only for houses which are usually let.?

It is also provided that the aggregate of these allow-
ances shall not exceed the annual value of the property.

Income from Business :—Allowances under this head
can be classified broadly under the three following
groups :—

(a) Ordinary expenses of Production.

(b) Depreciation.

(c) Obsolescence.

Expenses of Production :—The expenses of production
are necessarily incurred in the making of an income and
are hence a just charge on the income. Amongst the
specific items thus allowed are?*:—

(1) Rent and repairs of business premises, also Munici-

pal taxes.

(2) Interest on capital borrowed for the purposes of the

business, provided its payment is not dependent on
the earning of the profits.?

(3) Charges of insurance against risk of damage or

1 Para 33, Notes and Instructions, Income-Tax Manual.
2 Section 10, (1) to (9), Ibid.

3 This proviso is meant to avoid loss of revenue by profits masquerading
under the guise of interest.

8
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destruction of fixed and circulating capital employed
in the business.*

(4) The cost of current repairs.

Under departmental instructions, premiums paid for insur-
ance against loss are allowed to be deducted, provided the
assessee agrees to pay tax on the sum recovered on any
such insurance.?

Depreciution :—Under the Indian law, depreciation
allowances are granted in respect of buildings, machinery
and plant owned by the assessee and used in his business.
They take the form of a percentage on the original cost
to the assessee, the rates being determined by the Central
Board of Revenue. Details are furnished in Appendix
No. IV. These allowances are granted only if the pres-
cribed particulars are furnished by the assessee ; and the
aggregate of such allowances are not to exceed the original
cost. If during any year there are no profits or gains,
against which these allowances can be debited, the law
provides for their being carried over to the succeeding
years.

Obsolescence :—In addition to depreciating in value,
machinery and plant also become obsolete. They have to
be discarded or sold, to be replaced by improved substi-
tutes. The expenditure incurred thereby is quite correctly
charged to the income. The law partially recognizes this
fact by making an allowance for obsolescence. The
amount allowed is arrived at by deducting from the ori-
ginal cost of the discarded machinery the amount of its
scrap value together with the depreciation allowance
hitherto granted.

PERSONAL ALLOWANCES

Personal allowances of the type found in the west are
singularly absent in India. Persons taxed under the

1 Viz. :—Buildings, machinery, plants, furniture, stocks and shares.
2 Notes and instructions, 42, Ibid.
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Indian Act are individuals and Hindu undivided families.
There is only one personal allowance in India, viz. :—
Insurance allowance, which has been already described.
The exemption from Income-Tax of persons, whose total
incomes are below Rs. 2,000 is hardly an allowance, as
the amount is not allowed as an abatement from incomes
above that amount. It is only an exemption limit.

RATES OF INCOME-TAX AND SUPER-TAX

The rate of the tax is determined not by the taxable
income of the assessee but by what is called his ‘‘Total
Income’’. The latter means not only the income on
which the individual is directly assessed but also that on
which tax has already been deducted.! In addition to the
income taxed at source, the total income includes the
allowance for insurance, and in the case of Government
Servants the deductions compulsorily made for provident
funds.

The super-tax which is an additional rate of income-tax
is essentially personal. It is levied on individuals, and
unregistered firms with incomes above Rs. 50,000 and
on Hindu undivided families with incomes of over
Rs. 75,000. Super-tax on dividends of companies and
profits of partners of registered firms is collected directly
from the individual. Tax-free securities are not exempt
from super-tax. Receipts from Hindu undivided families
and unregistered firms are not taken into account in deter-
mining the rate of super-tax payable by the individual.

In the case of Income-Tax the rates are determined
with reference to the total income ; in the case of super-

1 There is however one exception to this rule. The income received by
members of Hindu Joint Families from the Joint Family are not in-
cluded in their ‘total income’, as contrasted with the fact that they
have to include income received from either a company or a firm.

g*
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tax the rates are determined on the successive doses or
slices of income. The rates of the tax are given below :—

INCOME-TAX (RATES PER RUPEE)

Bleg;:;e 1916-20 1921 192230 | 1930-31
Pies Pies Pies Pies Pies
1,000- 1,999 4 4 nil nil nil
2,000- 4,999 5 5 5 5 5
5,000- 9,999 5 6 6 6 6
10,000-19,999 5 9 o 9 9!
20,000-24,999 5 9 12 12 18
25,000-29,999 5 12 12 12 16
30,000-39,999 5 12 16 18 19

SUPER-TAX (RATES PER RUPEE)

Income grade Before 1916-20 1921 1922-30 1930-31
as. as. as. a8,
First 50,000 nil nil nil nil nil
Next 50,000 nil 1 1 14,
Next 50,000 nil 15 1} 1} 1/,
Next 50,000 nil 2 2 2 24
Next 50,000 nil 2} 2} 2} 27
Next 50,000 nil 3 3 3 8,
Next 50,000 nil 3 3} 3} 37
Next 50,000 nil 3 4 4 47,
Next 50,000 nil 3 4 4} 47,
Next 50,000 nil 3 4 5 5.
Next 50,000 nil 3 4 5{; 575
Next 50,000 nil 3 4 6 6,5

There is a super-tax also on companies but this is levied
at a flat rate of one anna in the rupee and only on profits
above Rs. 50,000.

1 The rate for incomes between Rs. 15,000 to Rs. 20,000 was 10 pies in
the rupee.
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ASSESSMENT AND COLLECTION

The assessment and collection of the tax is effected in
the following ways :—

(1) Deduction at source.

(2) Taxation at source.

(3) Direct assessment on the individual.

(4) Presumptive assessment.

Deduction at source :—This means a system under
which whoever pays the income is compelled to deduct
the tax thereon. Under the Indian law, deduction of tax
at source is made compulsory in the case of two heads of
income, viz. salaries and interest on securities. In the
case of salaries, the rate at which the tax is deducted is
the one appropriate to the assessee’s total income solely
on the basis of his annual salary ; in the case of interest
on securities, deduction is to take place at the maximum
rate.

Taxation at source :—Though firms are legal entities

and hence taxable, their income is really enjoyed by a
number of persons, and it is these partners of firms or
shareholders of companies who really pay the tax. In
other words, individuals are taxed at the source on their
income from firms and companies.
_ So far as the methods of assessment are concerned,
firms and companies are treated in no way different from
individuals. They have to submit returns of their in-
come' and can be called on to produce their accounts ;*
failing compliance, they can also be taxed at an amount
determined as ‘fair’ by the taxing officer.?

The only difference in procedure is with regard to
companies. The principal officer has to submit the return

1 Section 22 (1), Income-Tax Act, 1922.
2 Section 22 (4), Ibid.
8 Section 23 (4), Ibid.
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before the 15th of June every year and no special notice
calling for the same need be sent to him.

Direct Assessment :—This is the method of assessment
which is employed in the majority of cases ; because unlike
his income from salaries and securities, an individual’s
income from business, which is the most important source,
is known only to himself.

The procedure adopted for direct assessment is as
under. The Income-Tax Officer has to send notices to all
individuals—who he thinks are liable to the tax—asking
for returns of their income!® in the prescribed form. With-
in a month of the receipt of the notice, persons to whom
such notices have been sent are to submit their returns—
whether they are liable or not. If the officer thinks that
certain points in the return need elucidation or require
proof, he can call upon the assessee to present himself at
his office and explain the return.? He can also call for
the accounts of the assessee,® summon witnesses and take
evidence.* If the return is accepted as correct, the assess-
ment must be based on that return. But where neither
accounts nor returns have been submitted, the officer is
to make the assessment to the best of his judgment. This
does not mean, however, that he can substitute the rule
of thumb for the rule of law ; he has to act in a judicial
spirit and make the assessment on available evidence.*

Presumptive Assessment :—Two factors have given
rise to what may be called presumptive assessment of in-
come, where the income is legally calculated on some
fixed formula. These two factors are first, the complexity
of modern income, and second, the fact that especially in
the case of non-residents, the necessary records might be
beyond the reach of Indian jurisdiction.

1 Section 22 (2), Ibid.

2 Section 23 (2), Ibid.

3 Section 22 (4), Ibid.

4 Sections 37 and 38, Ibid.

5 Cf. Sunderam’s Law of Income-Tax.
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The following classes of income are assessed on a
presumptive basis :— o

(1) Income from house property :—This is declared to
be its bona fide annual value, the sum at which the house is
reasonably expected to be let from year to year.!

(2) Life Insurance Companies, Indian :—1n the case
of those companies incorporated in British India which
carry on life assurance, annuity, or capital redemption
business and whose profits are periodically determined by
actuarial valuation, it is provided that their income shall
be the average annual net profits disclosed by the last
preceding valuation. But if in arriving at such actuarial
valuation, any deductions are made from the gross income
that are not admissable under the Income-Tax Act, they
are added to the net profits and then taxed.?

(3) Life Insurance Companies, Non-Resident :—In the
absence of more reliable data the income of Indian
branches of non-resident insurance companies (Life, fire,
marine, accident, burglary, fidelity guarantee, etc.) may
be deemed to be a proportion of the total profits of these
companies corresponding to the proportion which their
Indian premium bears to their total premium income.

(4) Shipping Companies® :—In the case of non-resi-
dents who carry on shipping business in British India, the
law provides that before departure from any British
Indian port, the master of the ship shall file a return of
the full amount received by way of, freight charges. The
Income-Tax Officer after ascertaining the accuracy of
such return shall assess the profits of the business at 5 per
cent. of the receipts.

(5) Mixed Incomes® :—In the case of incomes derived

1 Section 9 (1), Income-Tax Act, 1922.
2 Rules 25, 26 and 35, Income-Tax Manual.

3 These provisions apply only where there is no agent of the principal
from whom the tax can be recovered.

4 Section 44-B, Ibid.
5 Rules 23 and 24, Ibid.
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in part from agriculture and in part from business, the
income assessable to the tax is the total income as dimi-
nished by the market value of the agricultural produce.
Market value is given a statutory meaning. It is calcu-
lated according to the average price at which the agricul-
tural produce is sold during the year previous to that of
assessment. But where the agricultural produce is not
usually sold in its raw state, the market value will be the
aggregate of the expenses of cultivation, the land
revenue, and a reasonable rate of profits—as fixed by the
Income-Tax Officer—on the scale of such produce. In
the case of income derived from the growth, manufacture
and sale of tea, these rules do not apply ; and 40 per cent.
of the total income is deemed to be the profits of manu-
facture.!

(6) Incomes of Non-residents® :—Where the Income-
Tax Officer is of opinion that the actual amount of income
accruing to non-residents from their business connection
in British India is not ascertainable, he can assess their
profits at a reasonable percentage of the turnover. Other-
wise he can assess it at an amount which bears the same
proportion to their total income as their Indian receipts
bear to their total receipts.

In all these cases, the amount of the individual’s in-
come is not ascertainable, and a statutory substitute is
provided by the Rules made under the Act.

REFUNDS, REVISION AND APPEAL

A necessary result of taxation at source is the provision
for refunds. The deduction is made at the maximum rate,
and individuals whose incomes are taxable only at a lower
rate have to be refunded the excess tax thus collected.

1 Till 1927 the proportion so taxable was 25 per cent.
2 Rules 33 and 34, Income-Tax Manual.
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There are no refunds under Super-Tax, because it is
collected direct from the assessee.’

Claims to refund have to be accompanied by the
claimant’s return of income in the prescribed form. The
rate of relief will be the difference between the maximum
rate and the rate applicable to his income.® The assessee
is given the option to receive his relief either in cash or
set it off against the tax payable by him on his directly
assessed income. No claims are entertained that relate
to refunds beyond a year from the recovery of the tax.®

When the same income is taxed twice—once in Great
Britain and once in India—the effective tax paid is the
one with the higher rate. The lower tax is refunded to
the assessee. So far as relief is concerned, the first charge
is on the British Exchequer, to the extent of one-half of
the British rate of tax. The remaining relief, if any, is
given by the Indian Government subject to the maximum
of one-half of the Indian rate.*

Appeals against the Income-Tax Officer’s decision lie
to the Assistant Commissjoner. ®* The Assistant Commis-
sioner has the power to enhance as well as reduce the
assessment fixed by the Income-Tax Officer.® Appeals
against the Assistant Commissioner’s judgment lie to the
Commissioner, but only in case he imposes a penalty or
enhances the original assessment.” On a question of fact,
there is no appeal.® On a question of law, however, the
assessee can ask the Commissioner to state the case to
the High Court.® The Commissioner can also make a
reference to the High Court, either on his own accord or

1 The only case of deduction of Super-Tax at source is from the dividends
of companies accruing to non-residents.

2 Section 48, Income-Tax Act, 1922.

3 » 50, Ibid.
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at the request of an Income-Tax Officer. Where he
declines to do so, and the assessee is not satisfied with his
decision, the assessee can move the High Court to compel
the Commissioner to state a case; and if the Court so
orders, the Commissioner has to present the case before
it. The Court can also ask him to supplement the refer-
ence on points that it thinks necessary for arriving at a
proper judgment of the case.® The decision of the High
Court is binding on the Commissioner as well as on the
assessee. There is the usual provision for appeal to the
Privy Council.*

The right of appeal, however, is not granted to every
assessee. Only those who have conformed to the law,
that is, have submitted returns of their income, presented
accounts and otherwise observed the provisions of the
Income-Tax Act, are given the right of appeal. Other
assessees, who have not done so, cannot appeal against
their assessments.* But if there is some reasonable excuse
for the delay in presenting returns, the assessee is restored
his privilege of appeal on submission of his return. ¢

In addition to revision through appeal, the Commis-
sioner has the power to review any proceedings under the
Act, and if necessary, alter the assessment.? But the
assessee has a right to be heard before the assessment is
enhanced.

PENALTIES

A penalty of Rs. 10 for every day during which the
default continues is imposed in the case of the following
offences ¢ :—

(1) Failure to deduct tax.

1 Section 66, Income-Tax Act, 1922.
-3 ,, 66-A, Ibid.

4 » 30, ”
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(2) Failure to furnish returns of income.

(3) Failure to produce accounts and documents de-

manded by the Income-Tax Officer.

If, in any return under the Act, the assessee makes a
declaration that is false or which he knows or believes to
be false, he has committed a penal offence,® the maximum
punishment for which is simple imprisonment for six
months or a fine of a thousand rupees or both.

Information gathered by any Income-Tax Officer,
under any proceedings under the Act is treated as con-
fidential ; and disclosure of the same is punishable with
imprisonment for six months and also a fine. *

SUMMARY

The Income-Tax of India is very simple. It taxes the

net annual income, arising or received in British India,
of all individuals, whose incomes are above Rs. 1,999
a year. Certain exemptions are made under the Act;
otherwise, there is no complexity, differentiation and per-
sonal allowances being conspicuous by their absence. A
part of the tax is collected at source, the rest by direct
assessment. Where income is not ascertainable, the law
provides a statutory equivalent. The executive are the
sole appellate authorities on matters of fact, while there
are ample provisions for appeal on matters of law. No
non-official machinery is utilised by the State, either in
assessment or in appeal.
_ In the succeeding chapters, we shall analyse the exist-
Ing system in its various aspects, compare it with that of
other countries, and finally suggest reforms, with a view to
bring the Indian tax into line with correct theory, and the
best modern practice.

1 Section 52, Income-