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ABSTRACT

This paper examines rates of return to Indian private  

financial savings instruments after personal taxation. A sample 

of about 30 assets is considered, including the most popular 

savings Instruments. It is found that the ranking of assets after 

income taxes differs across tax brackets, which implies a distor- 

tlonary tax system. Furthermore, tax deductions favour upper 

bracket taxpayers the most, so much so that tax incentives for 

savings may end up discouraging saving In higher brackets due to 

excessive subsidies. It Is also shown that the term structure of 

interest rates displays only a weakly increasing pattern as the 

holding period increases. The treatment of assets under current 

tax practice is also compared to proportional expenditure taxes 

using the Index of Fiscal Privilege. Budgetary implications of 

tax concessions are analysed and found, in many cases, to be a 

cause for concern. Some comments on the implications of these 

findings for Investment and government debt are also made.



PERSONAL TAXATION AND PRIVATE FINANCIAL SAVINGS IN INDIA

1. Introduction

The objective of this study is to analyse the Implications 

of current direct tax provisions in Tndia for rates of return to 

financial savings instruments and to analyse the consequences for 

the structure of financial returns and the government budget.

The most widely known financial saving instruments in In

dia are mainly various government bonds and equity shares or 

debentures from the private corporate sector. The rates of return 

to government bonds, to the extent that they are influenced by tax 

treatment accorded to them, have implications at five different 

levels. First, the after-tax return to savers as opposed to the 

pre-tax return is relevant for evaluating the cost of bond-
*

financed expenditure. As will be seen, the true cost of bond 

financial debt often diverges greatly from the announced interest 

rates when tax concessions are taken into account* Secondly, to 

the extent that tax concessions lead to divergent rates of 

return for individuals in different tax brackets, with these rates 

of retxirn differing from the post-tax yield that would prevail in 

the absence of concessions, there Is an effect on the progres- 

sivity of the tax system as a whole. There are also Implications 

for the relative progressivity of taxation of capital and labour 

incomes. Th irdly , the rates of return have Im plications for 

private saving behaviour and relative post-tax rates of return 

have implications for the mix of public and private sector assets 

in individual portfolios. Fourthly, tax treatment has implica

tions for capital market distortions which get reflected in the 

investment mix In the economy and in the efficiency of resource 

allocation. Finally, actual rates of return to public and private 

sector assets as also the mode of finance of interest payments on 

government bonds have implications for crowding out of private in

vestment .
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The analysis in this paper permits some conclusions to be 

drawn about each of, these aspects.

Hie plan of the paper Is as follows. Section 2 contains a 

description of the various tax benefits under the wealth, gift and 

incotae tax Acts for the assessment years (AY) 1987-88 and 1988-89. 

Further, the assets considered in the study are presented and in

come tax treatment of each asset is outlined. A broad overview of 

the methodology is presented in section 3. Section 4 presents the 

computed post-tax rates of return taking into account the income 

tax on different assets. The pattern of fiscal favour and im- 

pl ications for the structure of interest rates are analysed in 

section 5. The revenue and budgetary impact of concessions is 

studied In section 6, while private saving and crowding out im

plications are commented on in section 7. Section 8 concludes the 

paper with some policy suggestions.

2. Tax Treatment of Financial Assets under the Incoae,

Wealth and Gift Tax Acta

•

Income taxes: The sections of the Income-tax Act under

which tax concessions on financial assets are given to individuals 

are Section 10(11), 10 (12 ), 10(13), 10 (15), 48, 54E, 54F, 80C,

80CC, 80CCA and 80L. Of these, Section 10(15), 80C, 80CC, 80CCA 

and 80L are of the greatest importance to the majority of tax

payers.

B r ie fly , tax concessions to saving fa ll  into three 

categories: tax concessions of the 'y ie ld  exemption' type

[Sections 10(11)* 10 (12 ), 10 (13 ), 10(15) and 80LJ, tax concessions 

of the 'immediate deduction' type (Sections 80C and 80CC) and tax 

concessions to long term financial capital gains [Sections 54E, 

54F and 48 (b )J . Finally, the 1987 Finance Act introduced an as

set, the National Savings Scheme, which enjoys immediate deduc

tion, but will add back amounts withdrawn to taxable income ( i .e .  

'netting ' treatment) under the new Section 80CCA.
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Health  taxes : Section 5 of the Wealth-tax Act exempts a

number of assets from annual taxable wealth with or without ceil

ings. Of particular note is section 5 (IA ) , which contains a list

of assets which in aggregate are exempt from wealth tax upto Rs 

5 ,00 ,000 . Post office savings bank accounts, recognised or public 

provident funds, capital investment bonds and certain bonds of 

public sector undertakings are sone of the financial assets exempt 

from wealth tax without limit.

G ift  taxes: Besides a standard deduction of Rs 20,000

from the total amount gifted in an assessment year, certain types 

of gifts are exempt from the gift tax under Section 5 of the Glft- 

tax Act. A few government bonds are included among assets ex

empted from gift tftx.

It should be noted that the gift tax has lost much of its

rationale due to the recent abolition of estate duties. With es

tate duties both asset transfers after death and inter vivos are 

taxable. However, gift taxes alone still make wealth splitting to 

lower current (capital) income and wealth tax liabilities less at

tractive.

Basic tax rates : Table 1 gives details of tax rates for

AY 1987-88 and AY 19H8-89 for all three direct taxes.

Assets considered : A list of selected financial assets

and their tax treatment is given in ..Table 2. A selection/of 32 

assets from this table , which includes most of the important 

financial assets to taxpaying households, is taken up for quan

titative analysis. Brief comments on some other assets are also 

made in the text. The list of assets includes two assets newly 

introduced in AY 1987-88 and three newly Introduced in AY 1988-89.

The m ajority of assets considered here are government 

bonds with administered rates of return. Others, like assets of 

the Unit Trust of India, are Issued by Government undertakings. 

Even commercial bank deposits have interest rates fixed by the
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TABLE 1

Marginal Tax Rates of Incase^ Wealth and Gift Tax 
for Asses sweat Tears 1987-88 and 1988-89

(R u p e e s )

Range of base Marginal. Tax coflection at

  ____    __________  tax' rate __

M 1t; ir.iuta Maximum ( % }  Minimum Maximum

0 U ,000

T«eoe»« Tax

0 0 0
18,000 25,000 25 0 1,750

2 5,000 50,000 30 1,750 9,250
50*000 1, 00,000 40 9,250 29,250

1, 00,000 - 50 „ 29,250 -

0 2,50 >000

Health Tax

0 0 0
2,50 ,000 10, 00,000 0 .5 0 3,750
0 , 00,000 20, 00,000 1 3,750 13,750

0,00 ,000 ~ 2 13,750 -

0 20,000

Gift Tax

0 0 0
20,000 - 30 0 -



TABLK 2

Characteristics and Tax Treatment of Selected Assets for 
Assessment Years 1987-88 and 1988-89

Si. Naise of asset Effec Incasi? kteal th Remarks

No. tive

holding

period

(Months

E*lK

benef i t 

u/s

)

t.lx

benefit

u/s

U  ) (2> (5) (>)

National Savings Scheites

>
1 • Post Office Saving;; Bank Account 1 10(15) 5( IA> Half Yearly Conpotmdin;». Lottery 

based prize scheme for accounts vith 

balance of at least Rs 200/-

2. 15-Year Public Provident Fund I BO 10(11),

80C

5(1)

*>

Anntuil Compounding; Loans After 

One Year; Partial Withdrawals After 

5 Years.

3. National Savings Certificates

(VI Issue)

72 BOC,

SOL
5(1 A) Cumulative; Haif Yearly Cunpound

ing; 80C not available in last 

year on reinvested interc-wt.

A - National Savings Certificates 

(VII Issue)

72 HOC, 

80 L

5CU ) lion Cumulative, Half Yearly 

Compound ing

5. Post Office Time Deposits 12-60 10(15) 5( tA) Half Yearly Compounding; Premature 

encashment permitted with 2X 

penalty after I year

6 . 5 Year Post Office Recurring 

Deposit Account

60 10(15} 5 ( U ) Half Yearly Compound ing

7. 10 Year Social Security 120 No u s So tax Half Yearly Compound ing- Tax

Certif Icstts benefit benefit Treatment follows latest ?*'SO
- Brochure.

8. Indira Vikas Patra 4H Not

.'Kl.*ipt

Hearer Bonds, Money Doubles in 

5 Y»;;irs.

9. Kisan Vikas Patra (>(■> 4« Money Doubles in 5 years; Introduced 
in 19BS.

10. National Deposit Scheme (Series i ) 48 SOL 5(1A> Nod  Cumulative; Half Yearly

Interest. Interest deduction 

npto Rs 12,000.

11. National Deposit Scheme (Series U )  68 -do- 5{IA) Cumulative; Half Yearly Interest

Compounding. Interest deduction 

upto Rs 12,000.

12. National Savings Scherae 3ft S0CCA Tax deductible at time of purchase

and withdrawal added to taxable 

income. Annual coapound fog, 5i.!* 

deductible and 50% of withdrawal 

liable to tax in AY 1987-88.
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TABLE I (COOTO.)

nr ' H i *<*>' -\w
TJ. Post Office  Monthly incooe Scheme 72 80L 5UA>

Unit Trust of India

14. Units. Scheme, 1964 0 SOL 5{IA)

15. 10 'Year Unit Linked Insurance 

Plan, 1971

16.' Mastersharew, f986

Conaercial Bank Deposits

17. Saving* Deposits

IS. Fixed Deposits

120 rtOi,, 5<IA)

HOC

0 SOL, 5(1 A) 

48

0 HOL 5(*Ai

3-00 « 0L Sf tA >

Public Sector Bonda

19. [ntere»c Estewpt 'Bonds ~(i.0 Year) 0 I-'j.i 1 Ly S (\ )

I >1C IKTit}

20 .  interest Deductible Bondi. (7 Year) 0 AQL 5<tA)

Private Sector Bonds

21 7 Fixed Deposit Sch«;.lt?s

2 2 . .Convt-r1. 1 bie debentures (Kcliance ,

Series ' U ' }

23 . Debentures

L2 ?U> tnx No tax 

bene i 1t. burtt; C i I

-do-

-dir-

-du~

Vntroduced in 198H.

SOL available.* to Rs 10 ,000 ;  Sale 

price per Rs 10 unit: Rs 1 4 .5 5 ,

Re purchase price Rs 13 .00  in 

February, 1987 and 1 4 .6 8 / 1 3 .6  in 

December, HS. Dividend per Rs 10 

unit 15 .254  and 16 .52  in July 87 

July 88 .

H0L available to Ks 10 ,000 ;  Sale 

price per Rs 10 unit Rs it . 30; 

Kepurciuso price Rs .11,90 in 

February, 87 and December 1988. 

Dividend 13 .5%  per Rs 10 unit In 

July 19H8.

► 80L available to Ks 1 0 ,0 00 ;  ViX 

dividend In 37-g8» Net is  sot value 

Ks 14 .26  in July 1988 per R*> 10. Pro 

rata dividend 8% in i98b-S7.

Il,i i f  >•(.*, t r  1 y c  ova p o u n d  \ v-g .
Quarterly i:oi.spotmding; Vreoatore 

wl t tuirawal peraitsed at 2% Interest 

penalty tor all fixed deposits .

llay b.n'k at par for no id 3 nj; s 

of less than Ks 40,(.>00 af t e r ' ^  

years. Transferable and <|>joted. 

Buy bick at par for holdings 

of less than Rs 40,1*00 a< tor 1 

years. Transfvrable and quoted.

Half yearly Interest. Tax 

benefit under SOL for bonds of 

housing finance companies. 

Convertible into 2 equity shares 

after one year; Half yearly interest 

Tax benefit under SOL for debentures 

of housing finance companies.
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TABU', 2 (CONTI).)

nr nr nr W - ' - v r f

Life Insurance Corporation

24. 20 Year Endowment Policy

t*5. 20 Year Money Back Policy

240

240

80C

800

5 ( 1 ) fiMies received nut taxable.

5(1 ) PrewJun payable varies; with age of

purchaser.

Equity

20- Short T<sra Equity 0 80!. 5 1 A )

27. Lniv,> Term Equity " 3b 43 .

not

5(i.A)

28 .  i-Ui^Xbic* New is::ues 60 80CC. 

AS

Ex w p t

Other Assets

29. Contributory Provident Funds 240 

i Ass m u d )

HOC, 

1 0 O  ')

5'. 1 )

30 . 71 Capital Investment Bonds 100 10 (15) 5 ( U

31 ■ National Rural Development Bonds .36 801.,,

•J4K

5(1 A)

32- Special bcarur ilnixis, l>“)l 0 10 (15 ) 5 (1 )

33. Comercial Bank Muta.il Fund*
( V yea r }

12

iiOCC,

SOL

3 ( 1 A )

Assumed dividend rate I OS. Astiuciod 

capita) gain rate, 7 .HZ (Ri4l share 

p rice  Ipdex average  for 197Q~19*}6). 

Ki U )*;r 5{l ) or 3{1A ) wealth td* 

benefit# on new issues . I)tv id end 

«x«?<np( Ion »pto Ra 10 ,000  u /s  SOL 

from AY 1988-89.

I n t er es t  rate  os in Feb .  19«7 for 

Nil’i’ f' Kmployevs Funds. 

c o n t r ib u t io n s  by « s p l o y « t .  i.ioltcd 

loan f iic 11 i t i e s .

G i f t  tn'x tsxenpt.

Gift tax e*era;it. Bond pays 1203; 

of face value In 1991. Bonds are 

reportedly traded at « pre-a 1-hi in 

this open market.

301, available to Rs 10,0.00. Cangra 

Sank ’ Canshare' declared maiden 

dlv id end of ll.hX in July, 88

N o t es ;  i.  Unless  laotitiumfd o th e r w ise ,  B0L f.ormess i ons a v a i l a b l e  to Rs 7 , 0 0 0 .  

2. Bonds purchased through in»«st«enc firms usually have additional 

b e n e f it s  by way of  passed down c o n m ie s io n .



Re&erve Bank of India* Furthermore> commercial banks are mainly i.n 

the public sector. Finally„ even private sector bonds are subject 

to interest rate ceilings which are usually binding. Thus the 

basic rate structure for financial assets is essentially  ad

ministered with equity shares being the significant exception. 

This pattern of interest rate» is true of the formal financial

sector in general and is not limited to the assets covered in the 

study*

i

3. Overview of Methodology-

The foliowing ten points outline the main features of com

putations In the next three sections*

*M

a. For each asset, three rates of return are computedi

i . The rate of return before tax (Rpgj?)

i i .  The rate of return after tax (RpQgT)

i i i .  The rate of return after tax under the assumption

that no tax concessions (or penalties) are present 

( % c ) .

b. Rates of return are computed for each income tax bracket 

separately.

c. The annual tax revenue loss per rupee of asset purchased 

by an individual is computed fro© the rates of return 

above. This is defined as Rpogf ~

d. Current tax treatment and treatment under expenditure 

taxes are compared using the "Index of fiscal Privilege" 

which is defined as

% & £  “ rNC

x 100

While this statistic is discussed further in Das-Gupta 

(1988), the following features of the Index are worth noting:
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i .  For proportional expenditure taxes (complete tax

offset) the Index taxes on the value 100.

i l . For partial tax concessions the Index lies between 0

and 100.

iii . Index values over 100. indicate that there is a subsidy

element to tax concessions, so that the post-tax 

return exceeds the pre-tax rettmi.

iv. For tax penalties the Index is negative.

v. The statistic may be interpreted, as "the number of

rupees of tax revenue sacrificed as a fraction of nor

mally collectible tax revenues (multiplied by 100 )".

vi* The Index measures relative tax sacrifice aa opposed

to absolute tax sacrifice discussed at (c) above and 

is , consequentlyt useful for inter-*asset comparisons.

The rates of return &p0ST and Rj^ are defined a® the in

ternal rates of return of the after-tax cash flow as

sociated with an asset* the internal rate of

return of the pre-tax cash flow. Justification for using 

the internal rate criterion as opposed to a present value

criterion is to be found in Auerbach (1982).

For section 600, under which immediate deduction incentive 

is available in slabs, it is assumed that tax concessions 

are availed of at the maximum rate or not at a l l . In 

general, rates of return and government tax sacrifice are 

both lo**er for lower deduction slabs.

No attempt is made to adjust for the riskiness  or 

liquidity of assets. For the assets in the sample - even 

equity shares * this does not affect the results

m aterially . The proper interpretation  of the equity  

return is the long-term return to an investor who holds 

the market portfo lio  . L iquidity  premia should, of 

course* be reflected in the term structure.

For equity ahare3, the annual trend growth rate for the

RBI equity price index for 1970-86 (7 .8% ) is taken as the



capital gain rate in computations. A uniform dividend 

rate of 10% per annum 1ms been assused.

1 * Holding. period.® considered are effective holding periods* 

That is the sainimai period for which an asset has to be 

held without attractlog interest penalties whether due to 

tax laws or other*■?.!<»£♦

j . Besides this Index of Fiscal Privilege, Spearman rank cor

relation coefficients 'between, holding periods and after 

tax returns and between after*tax returns io different tax 

brackets are used to a&sees distortions.

4* Coitp&rlaoa of Pre-tax .and Fost-taar. £ates of Return for 
Different Iaccape tax Brackets **'

We now discuss the impact of the various income tax con

cessions*

(i) Assets enjoying proportional expenditure tax treitaeat

If tax rates tire unchanging over time* then proportional 

expenditure taxes ensure that pre-tax and post*tax returns are 

identical. This aay he seen by noting that expenditure tax treat

ment or 'netting" affords 100% deduction of saving and 100% add 

back of dissaving to the tax base. Thus, if t is the (tax  

inclusive) tax rate and r is the annual interest rate on a one- 

year bond costing Re i , the rate of return is (l*t)<l-*t>/(l~t)~

l»(14r)-l«*r which is the pre-tax rate of return. The extension- to

many period assets is straightforward* -Therefore, proportional 

expenditure tax treatment has the same impact as yield exemption 

which also leaves the pre-tax and post-tax rates of return equal. 

However, if the tax rates at the time of saving and di&s&vicg arc 

not the same (as say happen Kith progressive t a x e s )r netting  

treatment is not the saxae as yield exemption. The latter con

tinues to leave pre-tax and post-tax returns equal while the 

forcer results in higher post-tax returns if the tax rate at the

time of saving ia higher than that at withdrawal and a lower post-

1 0



tax return if the reverse la true.

Tables 3 and 4 list assets which enjoy yield exemption 

treatment in descending order of rates of return for AY 87-88 and 

AY 88-89 respectively. For comparison, post-tax ratee of return 

in the absence of tax concession*? are also presented. The table

also lists the effective holding period for each asset. The fol

lowing observations may be made about the results.

i . For ell assets in the table, yield exemption or netting

implies an Index of Fiscal Privilege of 100 while the con

cession appliesand  zero niter the ceiling of the conces

sions (limited concessions are given by Section 80L)»

l i . There is no one-to-one relation between effective holding

periods and rates of return. This is so even when one 

separately considers assets with only partial yield exemp

tion up to a limit or to assets with unlimited yield ex

emption. This is evidence of a degree of distortion intro

duced into the tens structure*.

i i i .  As is obvious a priori, the difference between the no con

cession return and the actual post tax return increases 

with the tax bracket. The progressivity of the tax system 

is , consequently* diluted,

iv. Cotoparing AY 87-88 and AY 88-89 we see that there is a 

general downward trend in interest rates at the upper end. 

Commercial bank deposits appear to have gained relative to 

other assets for deposits of upto two years due to recent 

interest rate changes.

(il ) Assets eligible for iaeBediate deduction

Tables 5 and 6 give details of pre-tax returns, actual and 

no concession post-tax returns and the Index of Fiscal Privilege 

for these assets . This category of assets includes the cost  

popular assets from the investor's point of view - as well as the 

assets with the largest revenue sacrifice from the government's 

point of view, The main reason for this state of affairs is due 

to the operation of lamediate deduction type incentives (under 

sections 80C, 8QCC). Immediate deduction (as d istinct from 

netting) w il l , in general, lead to post-tax rates of return higher 

than pre-tax rates of return. For the one-period bond discussed 

above, the break-even value for partial itamediate deduction can be

1 1



TABLE 3

Kates of Return for Selected Assets Entitled to Yield Exenptlon 

(AnRe;*«»t*nt Year 19H8-89)

i>i. N.Jic o f  a s s e t  K f f e c -  Arta-il

No • t i V t; { A ) / ;l(;

holding cess! on 0
period (N)
( m o n t h s )

1 . I n t e r e s t  D e d u c t i b l e  B o n d s  of 12 A 1 4 . 4 9 1 4 . 4 9 1 4 . 4 V i 4 .  4 9 1 4 . 4  9

P u b l i c  S e c t o r  U n d e r t a k i n g s N 14- 4 9 i 0 .  8? 1 0 .  14 8 ,  6 9 7 . 2 3

?. Po^t  O f f i c e  T ' m c  D e p o s i t s 60 ii 1 i - 83 Li.Bi 1 1 . 8 3 1 1 . 8 3 I t . 83

( 5  Y e a r ) !i » ! , H i If. 87 b ■ 2 ii 7 .  10 3.  9c

3 P us  t Of f i c e  R ec u r  r i ay t>epos i t s 1-60 A i I ■ 4 6 1 i . 4 6 ) \ . 4 6 1 I . 4 0 1 1 . 4 6

{ 3  Y e a r ) N 11 . 41 ' 8 ,  60 8 . 0 Z " 6 . 8 8 3 . 7 3

4 . Coaiaerci . il  Bank  F i x e d  D epos i t* . 60 A i 1 . 4 0 11- 46 11 . 4 6 ! 1 . 4 6 11 . 4 6

( 5  Y e a r ) N 1 1 . 4 6 8 . 6 0 fj . 02 6 .  HH 3 .  73

j • P o s t  O f f i c e  Ti ; ae  D e p o s i t s M-, A 1 0 .  78 i 0 .  78 J O .  78 1 0 .  78 1 0 .  78

{'} Y e a r ) S 1 0 .  7K 8 .  OP 7 . 3 5 6 . 4  7 5 . 3 9

6. I'm i t s ,  1 9 6 4 ; 2 A 1 0 . 4 8 " i 0 . 4 8 1 0 . 4 8 1 0 . 4 8 3 0 . 4 8

N 1 0 . 4 8 7 . 8 6 / . 3 4 6 . 2 9 3 . 2 4

Coaaiere i a l  Ba nk  Fi xud l i ep os i ts v:. A i 0 .  I K 1 0 .  38 1 0 .  18 ! 0 .  3 8 1 0 .  3 8

t3 Ye 11 j N 10.  IB ; y 7 ^ 7 6 . 2 3 3 . 1 9

8 . Post  0 f f  t e c  Tinse IH* pos it s 24 A 1 0 . 2 5 lo. :> 3 1 0 . 2 3 1 0 , 2 3 1 0 . 2 3

12 Y e a r ) ;< I m .1'3 7 . ^ 9 7.  !K (i. i 3 S . i i

H. T a x  Exerapt B o n d s  o f  P u b l i c * A ! 0 . 2  *3 i G . 2 3 1 0 . 2 5 i 0  - ./ S O . ^ 3

S e c t o r  U n d e r t a k i n g s N i 0 .  2 7.  f>l> 7.  18 6 - 13 3.  » j

10 . Po st  O f f i c e  Tisae i»e po -hi tk 11 A 9 .  n V .  7 J 9.  ? i 9 . 7 3 9 ,  73

( i  Y e a r ) N c>, 7 3 7.  30 b , H 1 3.  84 4 . 8 7

1 1 . Cotiuer i a l  Bank F i x e d  D e p o s i t s 2 4 9 .  ;»j. a ! t V. >i rK 3i 9 . 3 1

( ?  Y e a r ) N 9 , ji 6 .  98 6 .  hU 3. 4 • 6 6

1 2 . Counter c la 1 Bunk f  i xe d  Lk-ptisi 1 s 12 H . V ' « .  / / 8 .  7 7 H . 7 V 8 . 7 7

(1 r’e a  r ) N 8 .  i 6 ■ ; o 6 , i 4 5 . 2 6 4 ,  39

1 3 . 7 -i C a p i t a l  I ■'v»‘.s. tucr,  t B a ndy 100 7 . 0 0 ; .  ot> 7 . 0 0 7.  0 0 • .  oo

:i 7 . 1*0
J. > t

4 . 9 0 4 . 2 0 3.  30

1 4 . Post  O f f i c e  S a / i n / ,  S a n k 0 A 3 ■ 30 .5* !>•/ 3. 30 3, 30 5.  5*j

A c c o u n t s N 3 ,  30 4 .  13 ( . v”; ", 3 . 3 0 2 . 7 5

15- C o u a e r c i a l  B a n k . S a v  i n g s a A 3.  Of) ^ . 0 6 . 0 6 3 - 0 6 3 . 0 6

A c c o u n t s N "i.Oo i . 3 2 i . 3 7 3 . 0 6 2 . 5 3

N o t e s :  I .  S p e c i a l  l i m i t  on dedi Kt i . on s  a fs 8 0 L i or un i t

Z. I n d e x  of  f i s c a l  p r i vi l eg ee i s  10 0  in >.ti 1 c a s e h w h i l e y i e l d  e x e m p t i o n c on  t i n u e s .

3. Post  o f f i c e  sav n i g s  a c c o u n t s  p r o v i d e f» m1:c i a L be;s..i I tx In c e r t a in c.a SCE .

4 .  For u n it s ,  1964  sa le  and pt rebase p r ic es  are assumed to be ident  lc«l  to the quoted  

purchase p r ic e .  The « j l c  price  ts norm ally  lover than tlw purchase price  to 

the saver .  However, the d isc o un ted  purchase  price  normally of tered in the month 

of J u ly  is lower than the sa le .  pr Ice in oCiu*r months.
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TAB!/ <.

Kates of Itetuio for Self<ct«d Asset a Entitled to Yield b o ip t i o n  

(A*a*ssa«c»t tear 1988-89)

Si - Maine of asset Ff trt- Actual M»r« Inal im-unf t »* M t «  (X j Kin? H.-ir;!: Inf vri.-̂ t

S o . l t J c 1 A ) /  iv' _ if! rati.-

J w l J i n i i  0  ./Cj H> j*<) Vi

ueri 'id sai )

(Myaths)

1 . Post Oflii-C M onthly  Inr'.iMc- 11 A I i, $8

Schew* X 1 i .

2 . In t e r e s t  t)€<iui:l-abiir ilomi* '-it XI r I ! . a .;

p u b lic  S*«: t»t UwJi»rtakl>i>.;« N n . * :

J . Of f leu  R e c ur rin g  ttepuisite feu A i ; .  46

O  Y e a r ) N i i . 4 «.I

4 , Post O f f i c e  Titst; I>?p !5M t 6 6 U A u . io

( i  Vcitc' fJ 11 . '10

S. Un S t s , 1964 12 A 1 1 , 2 *

N i f. , Z4

6 . PuSt O f f i c e  Tttttf l> pj H 1 s )b A 1 0 - ?8

( 3  'tsar) N 1 0 / 7 8

7 . C'xaaiercial Bank Fixed  D e p o s it s 24 A 1 0 . 'ia

< 2 Y r a . and above)

f) i O . W

a. Po*t O f f i c e  T l » *  O e p a s ’ tii Z '< A i , 2 5

( 2  Y e a r ; N ILK 2 ^

9 . Post O f f i c e  T la c  D e p o s it s It A 9 . 71

U  Y eav / »i 9 . ?:i

1 0 . Cooaerc lai Batik f i x e d  D e p o s it s i? A v. ;M

(1 Y eer) N r*. is

1 1 . In te r e s t  Exempt Bond* -;>f :'ut>i i«; 12 A )  20

Sec rot U n d erta k ing s N ' H .V 'i

1 2 . C oa serc ia i  Bank F U e d  D e p o sit s I . O i 8 , ’b ’.

<•*1 *Jfcys) V 8 . 2 ^

1 3 . 7t C a p it a l  ifivtittUtwu Boi-d* 1W A
K*

7 . 0

U . Post Of lies- Sa v in g s  Bank o

»1

.*. :*J

11 i . >,f

1 5 . Coteuer c j-al S a v in g s  Bank 0 A . Ob

Accounts

Kotefc: S**o prcvjouH

i .j . ‘it; 1 ' : :. ’><:■ I <, r>H *

1 i>, I n V H .. i ’> t) . m

I j . ' . , ’ il i.: i J - i t l i . 4 .» ! >XTn;.lsi*

J 0 , 0  7 •; _v> H . 0 > t. ;•

it . 4 6 i i I I . 4 0 ; i . 4 <» J Dc-:' i

K . 00 <*. 02 (i. 5 8 5 -1 J

i i , )•.-• i i K ! ? 1 . .i0 I i . ;0 7. f)ec rc.) fV\ ?.»'

H >4 t . 7 H

1 1 . 2 4 11 24 U  . 2 4 !. i . 2 *i f, T m m * « 'it' ii'C r rtt1

S , 43 7 87 . 74 'j. < ;

1 0 . 7 H i 0 ;s io . 7a io . / > •i Dti-ri'iit S.iwr

e.oe- ? S ' 0 . 4 7 3 . J ?

s o. ‘ 0 >8 1 0 . 1 8 i 0 , iH i 1 . I»< re js .; ‘ tic r*. aht;

i , :> <2 V v . ) 1 V r . )
7 . 7 9 7 27 6 . 2 3 S . !9

Li .?'• i o J") i c» >; 5 i 0 . /  !> y> Saw.*

7 . 6 9 ; IB . i r- i . t }

« .  7 i ’1 7 j i . n <), 73 10 I r  (jjse S-iae

7 . 10 Si , f.’i '■ . >>.•'

9 . n <) V. f->. y. 9 . )1 i *. ( nci-e«isii> t ;n'. rr

s* ‘j* 4 . i j *)

f» ;:u 20 ‘ >, r ■? V.J(J V i/v : 11; j i*p f/'X fr' i sc

6. V 6 44 .?. 'a 4 .bU

3 . M H ?4 H . 74 H.-J4 - -

6 . jh j / ‘. .S . . 4 . i 2
* . /! t 0 7 . 0 /.f> L1 ■ t 'it'- S-'ll2v

5. 25 U VO '».?(? ; . V;
j v ; 5 . 3C- *j ■ rH > i. 4 Saav

4 . 1'; i f'«5 3 / - .
r* ■ v|L( :i 06 S. Ob 1 '< S.T̂r.>
}, /b J ..}. ,» j

....... _ ...__ ____ . ............. „  ̂ _
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TABLE 5

R a t e *  < tt R e t u r n  f o r  S e l e c t e d  k * « z t s  E n t i t l e d  t o  i s n e d i a t e  D e d u c t i o n  

A s s o s s i a e n t  t e a r  1 9 8  7 - # 8

$ 1  , N a n e  o f  a s s e t * *  I f j Y A V -  A c t u a l  M a r  ft I n a l  i n c o m e  tor .  r a c e U )

N o .  f i v e  ! A ) .  n-)

h o l d i n g  c o h c c "  0  2 5  3 0  A O  5 0

p e r io d  a tilt it! { N i ,

(fflOUt'iE) 1.1'P U  >

I.. K l i g l b l e  Hew E q uity  Issues b it A lfc.K) 19 .  25 2 0 . 4  5 2 1 . 9 3 2 3 . 5 5

N 1 6 . 6 0 1 2 .8 0 1 2 . 0 0 1 0 . 4 0 H .8 0

I Undv.- 1 8 0 . 2 6 It! 3 . 7 0 1 6 6 . 2 * 1 & 9 . 10

f ined

2 .  UIC 2 0  Year Money Back P o l ic y 240 A 13. h1* 19 .  On 2i 2 rt. 18

vith  P r o f it s  (Inveatiaent 14 i 3 . 6 4 10 .  79 , g . : u * . 9 3 >. r:>

C jBponent) I • indt;- 

1 *r .H

2 * 9 .  12 . 'Kl 2 7 2 . 1 0 2 V ; . 2 h

) .  Hi  ivsnr C on tribu to ry  P r o v i d e *; 240 A 13. S i 5 , 3 1 6 . 3 1 7 . 5 lb .  o

fund K 13. 3 1 0 , 6 10. C S . 9 7 . 6

£ U r<d e -

i i n«<J

118 .  ID 1 2 6 • 0 0 1 4 0 . 9 8 ! 54 .1 7

4 .  Na t io na l  Saving C'er ti tiratei; n A. 1 1 . X , 21-13 ?3. 2 8 . 2 5 3<«.?S

(VI  iv«u«> M \7.\h 9 . ') 7 s . 7 • 42 6 .  ::8

i U nd a~ 

f in «d

313, 5<: m . !>9 413  0? 44 9. b**

5 . National Saving  C e r t i f i c a t e s 7? A 1 1‘ . :if. I 9. 9 2l .fi ^ . 4 S 2 2

(Vi.t Issue) M 12. 9 . 2 7 7-42 b ib

I U twi 

f ined

3AJ . ?4 3 5 4 .0 5 3 * 0 . 0 0 4 ; * . 5 5

6 .  ib  Ye«v Pu blic  Provident  Fund 180 A \2.\y> : 2 1 7 . 6 i y . 6

H 1 2 . 0 0 8 . 0 ft, 6

1 5/ndc- 

? lord

! 9 4 . 1 8 i V'.' . 30 2 0 !  70 2 1 3 , 4 3

7 .  UTI  U )  'ieat  Wait  Linked 120 A i o . n 13 . if. 16. 36 1 9 . 0 * 22 .  2C>

insurance Plan  ( 1 9 7 1 ) N 10. 13 7 . 0 6 . 4 !>■• 2 4 . 0

I Unde- 

f Ined

2 5 U  13 2 6 0 . 5 ; 2 7 6 .0 0 2 9 3 . 5 5

6 . L IC  20 Year Endowment P o lity 2A0 A 6 , 8 0 11 .  14 U .72 j 2 . 9 3 IV. 33

W i t h o u t  P r o f i t s  ( I n v e s t m e n t h 8 . 8 0 7 . 3 ? 7 .0 4 *>.36 5 . 6 0

C a o p o n e n t ) I l ' tide*- 

f  ined

2 f>3 . 6 4 2 6 5 .9 1 2 6 9 . 2 6 2 7 4 . 3 8

N o t e » ;  1 . F o r  a s s e t s  e n t i t l e d  t o  b e n e f i t s u/j» 8 0 C , t  h e  c  a  b c o f  1 0 0 2 d o d u r  l l  o n i s  a h o v n

2 . A s s e t s  a r e  r a n k e d  i n  d e s c e n d i n g  o r d « ? r  o f  t h e  p r e  t a n  r e t u r n .

3 . A i l  b e n e f i t s  t o  w h i c h  a s s e t s  a r e  e n t i t l e d  a n d  n o t  j u » *  i m m e d i a t e  d e d u c t i o n  

t a k e n  I n t o  a c c o u n t .

4 . J F P  ;  I n d e x  o f  F i s c a l  P r i v i l e g e *
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TABLE b

Kates of Return for 5*'iect«J Aaseta Entitled to Iawedinte Deduri!n:i 
Asttctintent Year 1988-09

S I .  Nawc: of  a s s et  

No.

Etlec- 

t lve  

ho id .1 ng 

period  

(laonthfc)

Ac t.uui 

( A ) ,  no 

conce- 0 
s slo n  ( N ) ,  

1KP C O

Marginal  income tax rate i> )  

" " I T '  3 0  4 0 * ' * "  § 0

Rank Interest  

change rate  

fo r  50% cbanp.c 

tax
r a t e

I ,  Eligible. New E q uity  Is su es 6 0

2. LIC  20  year Endovcen? Pol ley 240

Wi t hu>j t. i’ro f i t s  ( I  nve a taen t 

Couponeut)

3 ,  20  Year C on tr ibu to ry  Provident  240  

Fund

4 .  i 5  Year P u b l i c  Pro vide nt  Fund 180

5. National  Saving  Cccii  f I c a t e s  72 

(V I  issue)

6 .  N atio nal  Saving  C e r t i f i c a t e s  12 

( V I I  I s su e )

7 .  UTI 10 Year Unit Linked  

Insurance Plan  ( 1 9 7 1 )

1 20

8 .  L IC  2 0  Year End oust ent P o l ic y  240  

Without P r o f it s  ( Investment  

Component)

A 1 6 . 6 0 19.2.3 2 0 . 4 5 2 1 . 9 ?

N I 6 . 60 1 2 , 8 0 1 2 . 0 0 1 0 . “ 0

I Unde

fined

1 8 0 . 2 6 1 8 3 . 7 0 1 6 6 . 2 9

A I 3, 84 1 8 . 0 5 1 9 . 1 6 2 1 . 81

N 1 3 .8 4 li. . 0 2 1 0 .4 2 9 . 2 0

I Urtde- 

f ined

2 5 3 . 2 4

■9*

25.*?. 55 2 7 1 .7 6

A 1 3 . 5 1 5 . 8 SO. 3 1 7 . 5

N 1 3 . 5 LO. 6 1 0 . 0 8 . 9

T U:»de- 

t ined

U 8 .itt 1 2 6 . 0 0 140-98

A 1 2 . OU 1 ~ ') 1 5 , 9 1 7 . 6

N i 2 . 0 0 8 . 6 8 . 0 6 . 6
1 ! i ltd - 

f incd

194 .  }.8 1 9 7 .5 0 2 0 3 . 7 0

H I i . 30 1 9 . 7 21 . 8 2 b. >

1 I . 3u (> • 5 7 ,9 Y a

i. Unde 7 
f i ned

’i 7 i . 0 if 38«'. 91 4 2 2 .  ^

A 11. - 30 1 8 . 5 20 - 4 . 8

N 11. 30 B-5 7 . 9 ‘ ft.8

1 U nd e-

l i ned

3J j .41 3 4 7 ,9 1 3 8 1 . 7 *

A 1 0 , 4 5 1 5 . 4 6 1 6 .6 0 1 9 . 3 4

N 1 0 . 4 5 7. 14 6 . 52 5 ,2®

271-95I Unde- 

f ined

2 5 1 . 3fi' 2 5 8 .0 2

A 8 , 8 0 1 1 . 1 4 I i . 7 / 1 7 - 93

N 8 . 8 0 7 . 3 7 7 .0 4 6 - 36

I Unde- 

f ined

2 6 3 . 6 4 2 6 5 . 9 1 2 6 9 . 2 6

—  - - • * * ____________ — ---------------------

2 3 .  55 Saae  No change  

8 . 8 0  A so u m v i

189.10

2 r>, J2 .'j.iiae Saue
7 . 9 2  

2 9 3 . 9 2

1 8 , 9  Same No change  

7 . 8  assuaed

i 54 A 1

1 9 . 6  Same Same 

5. 3 

2 1 3 . 4 3

J2 
5.7 

464-10

30.4 5arae Jiowti 
5 . 7  

4 2 3 . 0 B

2 2 . 4 9  Same  Up 

4 . 0 5  

;ee.i3

1 4 . 3 8  Same Saae

5, bO 
2 / 4 . 3 8

Note :  For notes see p revio us  table .
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determined from (l-xt) ~ (l+ r (1~t)} / ( I+c) or x » r / ( l+ r ) .  Here x 

is the fraction of the purchase price which is deductible. Thus 

for the minimum slab of 80C deductions (40%) the provisions of 

this section lead to higher post-tax rates of return on a one- 

period bond, provided its rate of interest does not exceed 67%! 

The value of immediate deduction decreases an the holding period 

of the bond increases. In fact, for a perpetuity, 100% immediate 

deduction is equal to yield exemption’*,

In the Indian case* immediate deduction (via section 80C 

or 80CC) is coupled with full or partial yield exemption (via sec

tion 10(11), 10(12);  80L or 48(h)) which makes the assets even

more attractive. In fact, in the special case of National Savings 

Certificates, VI Issue, immediate deduction is not only combined
m

with yield exemption (under section 80L) but also yield deduction 

(for the first 5 years) since Interest income is deemed to be 

reinvested! This of course favours upper bracket taxpayers to a 

very handsome degree.

The main features revealed by the tables is as follows.

i . There is, once more, no one-to-one link between the hold

ing period and the effective interest rate.

i i .  Tax favour to upper bracket taxpayers is much higher than 

for yield-exempt assets an compared to lower bracket tax

payers whether one examines the difference between actual 

and no concession rates of return or whether one examines 

the Index of Fiscal Privilege. The progressivity of the 

income tax is, therefore, even more adversely affected 

than fo*: yield-exempt assets with the caveat that there 

are lower ceilings on immediate deduction compared to 

yield exemption under current tax law.

iii* For the assets with the highest post tax returns, National 

Savings Certificates, returns for those in the 40% and 50% 

brackets are higher than even informal loan rates. Infor

mal loans are reportedly available  at 2% per month or 

2 6 .8%  annualised. Thus there are opportunities for 

profitable arbitrage.

(ill) Long-ter* assets enjoying capital gaina tax benefits

Section 48(b) ensures that capital gains are taxed at a



lower rate than other Income provided tb*» finance *»«■»»« t is held 

for more than three years (or for raore than one year in the case 

of equity from AY 1988-89). Sections 54E and 54F provide for fur

ther tax relief if the sales proceeds are reinvested in specified 

assets. These provisions have presumably been enacted to curtail 

the so-called "lock-in" effect of capital gains taxes whereby 

funds get locked into a low yield asset since high taxes on sale 

of the asset result in a sizeable diminution of the asset holder"s
4

funds position .

The provisions of section 54F, which provides for propor

tionate exemption of capital gain if sales proceeds are invested 

in housing, ensure that partial tax concessions are given to capi

tal gains reinvested in housing. When combined with section 48(b), 

proportional expenditure tax treatment is possible provided raost 

of the sales proceeds are invested in housing.

Section 34E provides for proportionate exemption of capi

tal gains if sales proceeds are invested in specified government 

bonds for a three-year lock-in period. These bonds (such as Na

tional Rural Development Bonds and Units under the Capital Gains 

Units Scheise, 1983) typically pay low interest or dividends. Thus 

they represent the imposition of an implicit tax on capital gains 

by forcing lock-in of funds for three years at a low yield . The 

extent of such tax depends on the rate of return on the alterna

tive asset that could have been bought if funds were not locked 

up. Thus, these bonds are more beneficial if the motive for sale 

of a capital asset is consumption rather than investment in a 

highly profitable venture.

Regarding assets which enjoy capital gains benefits under 

section 4 8 (b ) ,  three assets in our sample, the Indira and ICisan 

Vikas Patras and equity shares held for more than 12 months fall 

into this category. The latter enjoy limited dividend exemption 

upto Rs 10,000 in AY 88-89 and Rs 7000 in AY 87-B8 under section 

SOL as well. Rates of return for these assets are given in Tables 

7 and 8 . As can be seen, these provisions result in partial tax



concessions with a fiscal privilege index of about 50, In fact, 

for purchase’s of less than fls 10 ,000, the Indira Vikas Patras is 

tas-free for those not paying wealth tax. The same is true of 

capital gains upto Rs 10,000 &ud dividends upto Kg 7.000 for long

term equity. Thus, upto a I imf t of Ks 10,000 of capital gain, 

yield CKemotion treatment results for these and other assets 

yield nig only dividends *nd capital gains.

( iv ) .  Other assets in the sample

Four other quantitatively assessed assets remain in the 

sample, details of which are in Tables 7, 8 and 9. Of these, com

pany fixed deposits and social security certificates enjoy no tax 

benefits. Short-term equity holdings enjoy dividend exemption un- 

der section 80L but no benefits on capital gain. The former two 

assets do not benefit from fiscal concessions at all (Index of 

Fiscal Privilege zero) while short-term equity receives treatment 

less favourable than expenditure tax treatment, since only the 

dividend component qualifies lor yield exemption.

The National Savings Scheme is in a special class, being 

the only asset in the sample (and one of two assets in the 

population) entitled to netting treatment. Since the pre-tax in

terest rate is a low i. 1% per annum (9% in AY 87-88) this asset is 

mainly attractive to those who expect to be in low tax brackets at 

the time of dissaving and are currently In high tax brackets. As 

Table 9 shows, this asset, has the highest yield in the sample if 

held for the minimum lock-in period of three years for those in 

the 40% or 50% income tax brackets at the time of purchase. The 

comment on arbitrage possibilities made above in connection with 

National Savings Certificates applies with greater force here. 

Furthermore, the asset being, high light, of the immediate deduc

tion type, given that most purchasers will be those who expect to 

be in lower tax brackets at the time of dissaving, clearly 

goes far beyond expenditure tax treatment with its fiscal conces

sions. The progressivity implications are especially adverse 

given that the newly introduced section 80CCA (which governs this

18



TABLE ?

Bates of for Selected Other Assets
{A'-'*r nanptit Year 1987-88)

S’fT~~Narae'"of"’as&et  Effe.c- A ctual  M arg in al  iricooe ffx  rale  ( 2 )

No. . t lvv  ( A ) ,  nr; __________________________ _ ___________ ______________ ____

ho lding  conce- 6 25  30  4 0  So

period !i$ 1 on (f?) >

(months) I t F  ( I )

l « Short term equity  h o ld in g s A \ 7. 80 1 5 . 8 5 1 5 , 4 6 1 4 . 6 8 I 3 , 9 0

N 1 7 .8 0 1 3 , 0 5 1 2 . 4tf 1 0 . 6 8 8 , 9 0

I Unde 56. 18 5 6 . 1 8 3 6 . 1 8 3 6 , 1 8

*
f in e d  .

I , E q uity  Shares  E l i g i b l e  for 36 A 1 7 . 1 0 16 .  50 1 6 . 3 0 1 6 . 1 0 1 5 , 8 0

long Tera C ap ital  Gain N 1 7 . 1 0 1 3 , 1 0 1 2 . 2 0 1 0 , 6 0 8 . 9 0

Tree tment I Unde- 85-00 3 3 .  h? 8 4 . 6 2 8 4 , 1 5

f ined •

3 . Company F ixed  Depo sits 12 A 15. 5b 1 1 - fc 7 1 0 , 8 9 9 . 3 4 ) ,  78

» ■ I S . 56 1 1 , 6 7 1 0 . 8 9 9 . 3 4 7. 78

Unde* 0 . 0  0 0 . 0 0 0 . 0 0 0 . 0 0

f ined

4 . I n d i r a  V ikas  ?atra 60 A U . 9 1 3 . 7 I i . 5 1 3 . 0 1 2 . 5

S i 4 .  y I t . 6 1 1 . 2 9 . 9 8 . 4

I UjkIs " 61 . 2 9 6 2 .  16 h 2 »0 0 6 3 . 0 8

f in ed

5 . ¥o*t  o f f i c e  10 Year S o c ia l 120 A 1 1 . 61 8, 70 8 .  12 6-9? 5 .8 1

Security  Lectio icnti'S Li } i - •:1 8= 70 8 .  12 6 . 9 7 5 .81
f U vi f!" 0 . 0 0 0 . 0 0 0 , 0 0 0. Oli

i in ad

Ko te*! 1. Additional bene fit In case of eaopaay fixed deposits wheat purchased from  

investment broker a p o ss ible  by way of rebuted cowai salon.
2. Post o f f i c e  10 year a u e i * i  s e c u r i t y  eertificai.et* are  not listed as y ield  

exeupt ir the Latest' National  Savings  O r g a n is a t io n  Brochure.  They are  

treated  as yield exempt in  Da^-Gypta {198?) and a t 0 0  Patwardhan (1938).
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TABLE 8

Rate* of Jieturn for Selected Other Assets 
(Asm^uwmiU fear 1988-89}

Si”! tfau<Tof asset * ~ Kffec— Actual Margin.,' mcome U x  £»te (%)
So .  t i *"•’ ( A ) ,  no ^ ________ _________

hoi*.  in;  c onc e-  0  2 5 3 0  4 0  5C*

pt?rU.y 3 h i oil (N ) ,

(jBoa-hs..) IFF  ( I )

-------------------------- - — --- -- ---- ------ ' - -" ---- ■« - ~ ~ ••------ --------- —

1. Short tern eq uity  h o ld in g s A 1 7. tfO 1 5 ,8 5 ; a. if. 1 4 . 6 8 £ 3 . 9 0

.N 1 7 .8 0 n  B5 1 2 , 4 6 1 0 . 6 8 8 • 90

1 y mi 56- 18 56. 18 56 .  io 56. 1«

f ined

2 . E q uity  Shares E l i g i b l e  lor 1 n A 1 7 . 8 0 1 7 . 0 2 16 , 86 16 .  5b 1 6 ,2 4

Long Terra C ap ital  Cain N 1 7 .8 0 12.-46 1 0 . 6 8 8 , 9 0

Treatment 1 Undv- 82-47 82-4 7 85. 4 7 8 2 . 4 ?

f ined

3 . I n d ir a  Vikas  P s t ia ( 0 A 1 4 .9 1 3 . 7 1 1 . 5 I ^ 0 i 2. r>

N 1 4 . 9 1 1 . 6 1 1 .2 9 , 9 8 . 5

I I'ikU*- 6 1 . 2 9 6 2 . 1 6 6? .  00 6 ^. 08

f i n»:d

4 . Company Fixed Deposit# 12 A 1 4 . 4 9  . 10 .  87 10. 14 8.  69 7 . 2 5

N 1 4 , 4 9 1 0 .8 7 1 0 . 1 4 c . 6 9 r ,2 5

I I! ru; t.f - o .o o 0 .  UG 0 , 0 0 0 . 0 0

f i m;i3

5. K i i>tn V ika*  Pa fra h(j A i ? . ft i i 2 . 38 1 2 , 1 6 H .  72 11. 2b

S 1*1. 4!) 1 0 .9V 1 0 . 1 3 fi. 92 7 .6 5

I UrKie- 61 . 40 6 1 .  52 6 2 . 0 8 6 2 .  80

f 1 iit;d

6 . Past  O f f i c e  10 Year Social 120 A i 2 .hi 8 .  70 8 ,  12 6 . 9 ? 5 .81

Sec ur 1 1 y Ct cti.fi ■=•. a tes N I t . 61 8 • 70 8 . 1 2 6 . 9 7 5 .8 1

I Unde- 0 .  00 0 . 0 0 0 . 0 0 0 .G 0

f ined

N o te :  Kor notes see previous  t a b l e .

I !/(*: (■ 1/ S 
r11-
r’mnj'r-

Inc rc-usc

IX- C r t •; ,o.

Same
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TABLE <f

Rates of Hetvxt% to National Saving Scheme

Case Effec~ 

tive 

hold Lag 

period 

(months)

Jicimil tixr $ 1 ncame

( A ) , no _  ............. _ ______
c one e~ 0 2 5 

ssion O?) 
iPP (£)

tax rate

.....30

at t.»*7ie o?*

':o ........

pureha iro. 

’ 5 0 ...

(A ) Asaestssent y*>ar 19H7-&&

I 36- A 9-00 

N 9 .00 

I Unde" 

fined

13.96 

0 , 75 

320.44

15,0?  

6 .30  

^324. 81

17.42

5 .40

333 .89

1 9. 97 

4. 50 

343.78

II 36 A N. A 

N N - A 

I

13 .96  

6 . 75

320 ,44

10.06 

6 . 30 

139.2b

1L. 23 

5 .4 0  

161 .94

11 .37  

4 . 50 

152.67

f B) Assessment Tear 1988-89

I 36 A H . 00 

N 1 1. > 00 

I Unde

fined

22 .. 17 

8 ,2 5  

506 .18

25.01  

7 .70  

525 ,55

31.61

6 .6 0

368 .41

39 .85  

5 .50  

624 .55

II  36 A N.A 

N N .A  

I N .A

2 2 .1 7  

8*25  

5 0 6 .1 8

1 3 .5 8

7. 70 

178 .18

16 .58

6 .6 0

23 2 .9 5

1.7.96

5.50

2 2 6 .5 5

Notes: 1. Tax treatment is  equivalent to yield  exeto.ption i f  tax. brackets

at the time of purchase and &&le  are id e n tic a l .

2 . Case I : Zero  tax bracket at the time of; s a le .

Case XT : Tax bracket at the tine of sale one lower

than at the time of  parchase *

3. For no concession returns, it Is assumed that the higher

tax bracket ap p lies  t i l l  the day previous to the date of s a le .

4. XFP : Index for Fiscal Privilege.

p

y > c

b  ; V  ?
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asset) provides an additional Rs .30,000 of de facto 100% immediate 

deduction (for some individuals) over .and above deductions avail

able in other sections of the Income Tax Act.

Of the assets not quantitatively assessed, private sector 

convertable debentures and commercial bank and Unit Trust mutual 

funds deserve to be noted. Convertible debentures, while risky, 

have very high average yields given the normally wide difference 

between the conversion cate for debentures into equity and the 

market price of equity shares. For example, Reliance Series ' G' 

debentures are estimated to have a potential return (for a one- 

year holding period) in excess of 200%.

Public sector close-ended mutual funds, being entitled to 

the same immediate deduction benefits as new equity issues and 

yield exemption upto R3 10, 000 , are likely to be high-yielding as

sets without the high risks usually associated with equity invest

ment. For example, the Unit Trust of In d ia 's  Mastershares 

declared a 13% dividend in .July 1988 and had a net asset value 

(computed by the Unit Trust) which implied an annual rate of capi

tal gain of about 19%. Mutual funds clearly result in additional 

tax favour to upper income brackets while convertible debentures 

are more egalitarian.

5. The Pattern of F iscal Favour and Distortionary

for different assets is a widely varying pattern of fiscal  

privilege both across assets and across tax brackets or concession 

slabs for the same asset. Table 10 provides details of fiscal 

privilege for assets in the sample, ranked according to the max

imum value taken on by the Index of Fiscal Privilege during AY

1988-39. The table shows that of a total of 26 assets or groups

of assets, 9 asset;; 0 4 .6 %  of the sample) have Index values at

maximum in excess of 100 which is the benchmark non-distortionary

(1 ) Fiscal privilege

A consequence of the diverse pattern of fiscal concessions
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TABU 10

Rank a of Assets by Index of Fiscal Privilege After Incase Taxes

Rank Short none' of as?.-:* t AsNe.'i!».aen fc year A-itfessiionf year Co.npar isoo Absu 1 ute

1 9 8 7 -HB i W.H - 39  w ith  orjpor- ci»d«Ht>

__ tlotiai  eicp*:- ovci*

F is c a l pr iv Ile£*; F iscal  ji“ nd lutro 198

r
Min Ma;; M ; ii Max

tax. treatmens

i . NutLonal Saving  Scheme - 1 6 3 .S4 3 4 3 . 7 8 -ft 7 4 . 8 8 02 4 . 5 5 Se tter  -it Increase

2. National Saving  C e r t i f i c a t e  VI tu*ue 0 * 4 7 . 0 9 4h 4 .  I

max worfie at

rn i n

-do- Increase

3, Na t io na l  Saving  C e r t i f i c a t e  VI t I -isue 0 4 1 9 . 3 S 0 4 23.0?} -do- Tnc rease

4 . 1A C  20 Year Money Back Po licy too 2 9 3 , 9 2 I 00 2T.x.2fj Ret tyr S«»3e

5, Unit  Linked  Insu r an c e  H a n  ( 1 0  >e«jr) 0 2 9 3 . 5 5 0 2 8 8 .  13 getter  at Decrease

f>. H C  20  Year Endowment Po lic y 100 2 7 4 . 3 H 100 2 7 4 . 3 8

sax  j warse .it 

io in 

i>e t ter Sa^j v.

8. I )  Year Public  Provident Fund 100 21 3 .4 3 i 00 2 1 3 , 4 3 Better Haite

9 , <Sligifcle lieu Equity  Issues 15. 38 1 8 9 . 1 0 j >4 i m .  io Better  at Same

10 . 20 Year C o n tr Ib u to ry  Provident  Find 100 t 3 4 . 17 ! 90 1 5 4 . 1 7

wax ,  uort»e at 

is.i a 

We t te r Sasae

11. Post Off I c e  Kf»c«.»rr ing Deposits 100 100 ; 00 1 00 Sawc Sa:se

11. Post O f f i c e  Ti;ae bept?sir« 100 100 \ 00 100 -do* Same

11. T a *  Kxeispr Bonds of P u blic  Sec lor L'nll« 100 100 I 00 100 -do- It tit’''.**

ll< Pout O f f i c e  Sav ing s  ft«?nk Accounts 100 ' 100 100 ! 00 ;i,nc

16 . Poat O f f i c e  Monthly  lac rxae S c ’x*uo - 0 ! On ~do~' S 3,ie

1 6 . Interest  Oeduc cables Bonds of Public 0 • 100 0 100 -do- Sa*ae

16.

Sector U nits  

Liults, 1904 (C o n s o l ) 0 100 0 100 «a;;:e

1 6 . 7% C ap ital  Investment Bondu 0 ! 00 0 (0 0 •do- S.init

16 . CosKaerci.il Bank S a ving s  Deposit;-; 0 100 f j \ 00 -do- Sane

2 1 . Long Terifl E q uity  S h a n * 3 1 3 .41 8 5 . 0 0 2 0 ,2 9 8 2 . 4 7 Wo r^e Decrease

2 2 , I n d ir a  V ika s  Patra 6 1 . 2 9 »<1.0*> ()> . 2 ‘) 6 3 OH -do* Same

2'ir K i shn V ika s  P a t r « 6 1 . 4 0 ft. HU ■i\o- -

L. <t Short Term Equity 0-0 fj6 . 18 0 . 0 bb. Iti -do- Same

2 5 . Company F ixed  Iktposits 0 . 0 0 . 0 0 . 0 0 . 0 No p r iv i l e g e

25 , Pott O f f i c e  So cia l  S e c u r it y  C e r t i f i c a t e 8 0 . 0 0 , 0 0 ,0 0 . 0 -do- Same
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value. A further 6 assets (23.1%) have Index values at maximum 

below 100* Of the remaining assets a further 4 (15.4%) have Index 

values at minimum equal to zero. Thus, only 19.2% of assets in 

the sample have rates of return that are everywhere undistorted by 

income taxes. More revealing Is the fact that the top 8 assets in 

terms of the Index are public sector saving instruments while 3 of 

the bottom 6 assets, with an Index of Fiscal Privilege everywhere 

below 100, are from the private sector.

Comparing AY 1988-39 with AY 1987-88, the one striking 

change is the sharp increase in the already high Index value for 

the National Savings Scheme. This is due to the increase in de

ductibility from 50% to 100% for this asset. No other asset has 

an improved rank.

Finally, one unexpected finding is the marginal decrease 

in fiscal privilege at maximum for long-term equity. The change 

reflects the shortening of thu minimum eligibility period - from 

one year to three years - for long-term treatment and occurs due 

to the lower assumed rate of capital gain as compared to 

dividends. For a three-year period (as in AY 87-88), lenient 

capital gains taxation has less relative importance in such a case 

than dividend taxation in comparison with a one-year period (as in 

AY 88-89). There- would be no difference in the case of equal 

rates of dividend and capital gain.

(it) Consequences for the term structure of rates of 

return

The impact of tax treatment for the term structure of 

rates of return can be studied by examining rank correlations of 

after-tax rates of return and holding periods. Spearman correla

tion coefficients are given for this in the first three rows of 

Table 11. Ranks of pre-tax rates of return and rates of return in 

the 50% tax bracket are also plotted versus holding period ranks 

in Figures 1 and 2. The most Important conclusions which can be 

drawn are the following.
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ritjure 1: Plot oi Asset'RanK>: fffeelive Holding Period (X axis] 

Versus Pretax Rates of Return (Y-axis.)
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i . i’ igure I taii luc riri>t row jf labife 11 show that ad-

mini stared interest rates have little correlation with 

ho Id in;; periods. The situation has improved marginally

i.rom AY 1 9 8 ” 88 to AY 1988-89 as a result of recent

changes in some interest rates.

ii .  Given pre-existing dintort ions, distort ionary income tax

eonceasIons act to improve the correlation between post* 

tax interest rates and holding periods as is revealed by 

the second and third- rows of Table j.J . However, as shown 

in figure 2, rank, reversals still take place even in the 

50% tax bracket. Once again, the situation in AY 88-89 is

marginally better than in AY 87-88,

The finding regarding the pre-tax terra structure, though 

not the relative improvements in the ter as structure at higher tax 

brackets, must be treated with caution due to Hesitations of the 

financial rates of return used. The most important limitations 

are the following.

i, Certain assets, like units and provident funds, can be

used as security for loans at interest rates lower than 

bank lending rates. This has the effect of raising the 

implicit rate of return due to lower liquidity losses. 

This would be true even for risk-neutral investors with 

uncertain future consumption demands.

ii .  At least one pair of assets in the sample, the Indira and

Kisan Vikas Patras, have rates of return which are made to 

differ deliberately by varying the holding period. The 

shorter duration asset, the Indira Vikas Patra, is a 

bearer bond with attendant risk of theft, loss or mutila

tion, while the Kisan Vikas Patra is not.

However, against this, several pieces of evidence can be 

cited to show that deliberate distortions exist in rates of

return. A few examples will suffice.

i. Commercial bank fixed deposits have had their rate struc

ture made flat above a two-year period in the current 

assessment year.

i i . The National Savings Certificates VJ.I Issue, a 6-ye3r bond 

with 6-monthly interest and limited facilities for use as 

loan collateral, has a lower pre-tax interest rate than 

the newly introduced post office Monthly Income Scheme 

which is also a b-year bond.

i i i .  LIC 20-year money back policies are more liquid than LIC 

20-year endowment policies since the former pays back por



TABLE li

Selected Speanum Sank Correlation Coefficients

S I . Name of first 

No. variable

Naiiu*. of second 

var l.ibl e

Spearman Bank Correlat-

i o n  G o u t  f i e  i e n t  ( % )

AY" :L 987-88 " A Y " 1988-39

i» Effective holding period

2 . Effective holding period

3. Effective holding period 

Pre tax rate of return

5* Pre tax rate of return

6* Rate of return for 25% 

income tax bracket

Pre tax rate of return IS

Rate of return for 25% 39

i.ncaae tax bracket

*

Rate of return for 50% 52

income tax bracket

Rate of return for 25% 82

income tax bracket

Rate of return for 50% 63

income tax bracket

Rate of return for 50% 93

income tax bracket

i 'j

4 5

55

7 8

61

96

Notes: X. Tied ranks assigned raid point value.

2. For assets with the same return, the asset with the 

longer holding period is ranked below the asset with 

the shorter holding period.
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Cions of the endowment sum every 5 years. However money

back policies have the higher rate of return.

iv. Post office savings bank accounts offer higher interest.

and better tax benefits than commercial bank savings ac~

coun ts.

Thus, despite the limitations inherent in u s in g  unadjusted 

financial rates of return, it is safe, to conclude that the term 

structure of returns is arbitrary and without a carefully thought 

out rationale. To the extent that m'ost of the assets in the 

sample are successful, significant informational imperfections in 

Indian asset markets, even in the organised segment examined here, 

can be inferred.

(ii) Distortions in asset ranks acrcu;s tax brackets

Finally, the distort!onary potential - and impact - of the 

complicated savings incentives in the Income-tax Act are revealed 

by an examination of rank correlations of assets across tax brack

ets. These are given In the last three rows of table 11 and in 

Figure 3. Given correlations as low as 61% and the rank reversals 

evident in Figure 3, income tax concessions are seen to have sig

nificant distortionary potential. While the most serious distor

tions are created by capital gains taxation** this finding takes 

on significance in view of the fact that tax concessions have 

been extended to a wider group of assets in AY 88-89 with the pos

sibility of further widening over the next few years.

The main conclusion of this analysis must be that current 

rates of return, which are mostly administered, and current tax 

incentives lead to a pattern of asset yields  with no clear 

rationale.

6. Revenue Iapact of Tax CoaceBsiona

Two criteria are used for analysing the revenue impact of 

tax concessions in the absence of quantitative information on the 

aggregate value of tax concessions. The first is the minimum



government discount rate necessary to crake the overall budgetary 

impact of the asset non-negative. The second is the annual tax 

sacrifice, in rupees, per Rs 100 of the assets.

The minimum government .discount rate is a suitable 

criterion for evaluating government or public sector bonds. The 

figure itsell is simply the after-tax rate of return on the asset. 

This may be understood as follows. Since the rate of return on a 

public sector asset Is the return given by the government to the 

asset holder, it represents the annual, cost to the government of 

these borrowed funds, taking into account both direct interest and 

amortisation costs and the indirect costs of tax concessions (that 

is ,  the entire budgetary impact over the life  of the a s s e t ) .  

Clearly if this cost exceeds the government's financial discount 

rate, this makes the asset a money losing proposition for the 

government. If the financial discount rale is close to the social 

discount rate, the asset will also cause an intertemporal social 

welfare loss (since social welfare judgements are reflected in the 

social discount rate). To the extent that the social discount 

rate exceeds the financial discount rate, some loss-making assets 

will still be socially worthwhile. However, this is unlikely to 

be the case for the most; high-yielding assets, especially since 

only persons in upper tax brackets can benefit from the high 

rates. Assuming a discount rate about eqxial to the nominal trend 

growth the rate of GPP (say about 12%), the top 10 public sector 

assets in Table 12 as well as the National Savings Scheme would 

appear to be loss makers. Thus, any savings encouraged by these 

assets is at too high a cost to the government and perhaps 

society.

For. private, sector assets, an appropriate yardstick is the 

annual tax sacrifice (the difference between actual after-tax 

rates cf return and rates of return in the absence of tax 

concessions). It is a moot point as to whether the level of 

sacrifice revealed in the table to encourage savings made avail

able to the private sector is justified, especially in view of the 

high and growing level of public borrowing and Interest payments
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TA&i*. 12

Revenue lapacl of Tax 0>nce»sJonr< for the 50* Tax Bracket : Jteiceted Aswt»

Re<i<i I red «i is;*.-- Ohai»f.e A n >» i ‘ tax a.«cr i- c ha-acc

ount rate ( & )  over i ice (R s )  %>wi

1 9 8 7 - ^  1 98 7-Si*

19K7-M*' T9»h-S9 T ?*17-aiT 1 Yrh-W

i . N a ?. 1.o n a I  3a v  1 n g s  C er  t i f • c a t e a  VI  ( sauc 3 4 . 2 3 3 2 .  B { i . . V o 2 8 . 0 7 2 / .  10 ( 0 . 9 . n

2 .  N a t i o n a l  Sa v  f n g a  C e r t i l i c a t e s  V {[ t 32 . 2 30- i U  . 8 ) 2(>.02 2 4 ,  70 a .  3 2 ;

i, t l C  2 0  Y e a r  Mo n ey  h ick Pul  Jc i e« 2'i. i rt 2 5 . ' 32 0 . 1 4 1 / 4 1 7 . <*0 <0 . 0 !>,

4 .  **ev E q u i t y  Share.- I s s u e : . - - I 4 . ? '> 1 4 . 7 ; . 0 . 0 0

SO Y e a r  U n i t  L i n K e d  I n & u r a u c c  F l a n 22  - 2 2 2 . 4 9 . 2 9 1 B . 20 1 8 . 4 4

6 . 13  Y e a r  P u b l i c  P r o v i d e n t  Fund 1 * .  u i 9 ■ o 0 . 0 0 14 > 14 .  J I , .'J;1,

7,  2 0  Ye ar  C o n t r i b u t o r y  P r o v i d e n t  Fund ! O _ fj i r?. y 0 . 0 0 i l l 1 1 . 3 O . vO
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1 0 ,  Srtor t Term O q u L t y  S n a r e s -* ~ - 3 . 0 0 5 • 0 0 o . oo

1 1 .  Post  O f f i c e  M o n t h l y  I n c o o e  !icih!.,i* - i j , :>h ... 5 . 79 -

1 2 .  T a x  D educ t  » b l e  P ubi  ic Sec t ar  6 oi.dK 14 ,*»V 1 5 . 4 2 ( i ■ ‘J ; 7 . 2 ‘> <5 . /  I { 0 . 5 4 :

L 3 . I nd \ r « V i i-.a s I1 a t f a i 2. *if) i 2 jU 0 . 0 0 4 . 1 0 4 . 1 0 0 . 0 0
3 4 .  P a st  Oft  i c e  R e c u r r  in;* u e p o s l  ts  ( 5 y t o r ) i i . h :i \ i ■ Hh ( ‘ •>.43 .) S . 92 5.  7 3 i.o. is:
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5. 6 . Ki  san  V I k a s  V a I r a - i I . 2 8 - » 3 . 6 3 -
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2 0 .  Consterc i al  Bank  F i x e d  D e p o s i t s 9 • ’i i - 1 0 . J 8 0 - ’ - 4 .  0 b ~ 5 . 1 9 o . <

! 1 , 4 f> f 1. . i ^ . / ‘.i ( 0 . j 4
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on public debt- That only the personal income tax is being 

studied here should also be recalled.

The case of commercial bank deposits is a hybrid one. For 

the portion of commercial bank deposits available to the govern

ment, the minimum rate of discount criterion is relevant (this 

should be higher than given if the rate of interest charged from 

the government exceeds that paid to borrowers). For the portion 

not going to the government, the tax sacrifice criterion is ap

propriate.

In assessing the impact of tax concessions on deficits and 

government debt, three specific points are particularly notewor

thy.

i .  The absolute increase in the annual interest rate on the 

national debt per 1% increase in the national debt is equal to 1% 

of the differential between the interest rate on new debt and that 

on the existing debt^. Thus, for example, given an assumed cur

rent interest rate of even 13% on the debt, a 1% increase in debt 

through the sale of National Saving Certificates, VI Issue, to 

persons in the 50% income tax bracket, raises the annual interest 

rate to 15*18% or by 1*2%* There is thus a significant impact on 

the interest burden of the debt.

i i .  To the extent that interest rates offered by the govern

ment exceed borrowing rates - two examples of this were given in 

section 4 - savings incentives need not result in any net Increase 

in savings since profitable arbitrage may be used simply to in

crease current consumption. What Is worse, little or no addition 

to net resources with the government; may result. An example will 

clarify  this . In AY 87-88, National Saving C e rtific ate s , VI 

Issue, had a post-tax return of 34.25% for persons in the 50% tax 

bracket. Furthermore, they could be used as collateral for com

mercial bank loans at an interest rate of about 18a with banks ad

vancing upto 70% of the purchase price of the bond. Thus a Rs 

1000 bond could be purchased with an out-of-pocket expense of Rs
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500 (the remaining 500 being tax sayia>;} and then be used to get a 

bank loan of Rs 700 resulting in a clear gain of Rs 200. After 

meeting bank interest obiigations the individual would also 

receive Rs 122 back Iroai the bank in the sixth year. The reduc

tion in bank loanable funds would be reflected either in reduced 

accommodation of the government or in reduced bank finance to the 

private sector. If 50% of the Us 700 is the extent of decrease in 

government accommodation, the net cash receipt to the government 

would be Rs 150 (Rs 1000 less the Rs 500 tax Rebate less Rs 350 in 

bank loans). The cost of this loan of Rs 150 to the government, 

given further tax relief and interest obligations, would be in 

excess of 70% per annum.

The case with employee or contributory provident funds is 

even worse since cheap loans against a high fraction of fund 

balances are given to members. For saving certificates financed 

out of provident fund loans the government has a net funds outflow 

even in the first year.

The two points discussed above and the general analysis 

preceding them make it clear that the budgetary impact of at least 

some public saving instruments is almost surely adverse. In fact, 

for such instruments5 lowering the effective yields would in all 

probability improve resource generation. It is unfortunate that 

no detailed data are available to make feasible a quantitative 

assessment of the magnitude of the resource impact

7. Private Saving and Private Investaenfc

(I) Impact on private saving

Once again , in the absence of adequate data only two 

qualitative observations on incentive effects are made.

F irst , the examples of arbitrage in the preceding 

paragraphs make it clear that the impact of arbitrager purchases 

on the purchaser is to endow her with a new intertemporal budget
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line everywhere outside the initial budget line. An increased 

slope., implying less attractive current consumption* will also 

result- This change car: be decomposed into { i) a parallel outward 

shift of the budget line and ( i i )  a rotation with the current con

sumption axis as the locus. The parallel shift will clearly 

result ir; increased current consumption (i f  current consumption is 

a normal good). The rotation will also have a positive income, ef

fect on current consumption hut a negative substitution effect so 

that the total effect -is uncertain. However, the combined effect 

is clearly a greater bias cowards current consumption than without 

arbitrage possibilities. Since, in the aggregate, an increase in 

current consumption must mean a decrease in national saving and 

since government saving in India is currently negative, a decrease 

in private saving is the most likely outcome for arbitraged trans

actions.

Secondly, the well known point that increased saving in 

public seving instruments may simply reflect a portfolio readjust

ment and not a net increase in private saving, needs to be 

reiterated.

( i i )  Implications for crowding out of private investment

In a regime in which interest rates are largely ad

ministered, the pre-emption of investible funds by the public sec

tor is the main consideration in analysing crowding out. Atten

tion in this section is restricted to such pre-emption. Two ways 

in which the range of public sector ascets analysed crowd out 

private investment can be identified, one obvious and the other 

less so.

First, the direct mopping up of household saving either 

because of forced saving in assets such as provident funds or be

cause of high rates of return on government bonds is the obvious 

and arguably most important method of pre-empting household 

saving. It should be noted that household saving mopped up by the 

government has implications not only for funds available for



private investment from the organised sector but also tor informal 

credit and the cost of informal credit.

A second way ol vre~empting investidle funds is when asset 

returns, nr? nigh enough *.o lead to add! fcional consumption (as with 

the assets discussed in con nee lion wi. th arbitrage opportunities). 

In sucb cases, even if the government does not mobilise any addi

tional resources, there will be a shrinkage in the pool of avail

able resources for private sector inv«Ktment.

A third, related. factor is tfber? hanks lend to household?; 

against the security of government bonds. Tc the extent that such 

loans are for consumption and to the extent that the government 

has priority in borrowing from nationalised batiks, crowding out 

results-

In sura, while the magnitude of the effect of government 

debt instruments on private saving and investment is not es

timated , some observations have been made which indicate that, at 

least for some debt instruments, the effect may be adverse.

8 - Policy Suggestions and Gonelustone

( i )  Policy suggestions

The purpose of saving Incentives, as also the array of 

government bonds, is presumably to promote saving and make current 

resources available for current government expenditure, provided 

such resources do not. entail excessive future repayment costs.

If this is so, then an almost irresistible conclusion is 

that the return to the most lucrative government bonds fro® the 

saver's point of view should be scaled down. Since such bonds

consist entirely of bonds which enjoy immediate deduction treat

ment along with the National Savfng Scheme, it is clear that im

mediate deduction benefits should be cuibed.



This can be done in various ways. If the government 

wishes dp retain provisions conferring immediate tax relief when 

savings are made, then it can switch to a system of tax credits 

instead of immediate deduction. This will ensure that any fiscal 

favour is unifora across tax brackets (up to the amount of taxes 

paid) and will also make saving incentives progressive* This 

suggestion Is, of course, an old one in the public finance litera

ture*

Two second best measures which could he implemented in 

lieu of tax credits are, to lower the extent of immediate deduc

tion to taxpayers^ in upper tax brackets cr to increase the lock in 

period for government bonds entitled to immediate deduction for 

these tax brackets* It may be recalled from section 4 that im

mediate deduction at the rate r /(l+r )  is equivalent to yield ex

emption for a one-period bond - provided no other tax benefits are 

permitted. Since national saving certificates have an annualised 

interest rate of 11.3%, and have a holding period of 6 years, im

mediate deduction of 54% for the 50% tax bracket provides yield 

exemption equivalence - provided other concessions are removed. 

Alternatively, as mentioned in section 4, lengthening the holding 

period reduces the value of immediate deduction benefits whether 

alone or as part of a netting scheme. For example, an effective 

return of about 20% would result for a saver in the 50% tax 

bracket who Is not taxable when dissaving and who saves in the Na

tional Saving Scheme, provided its holding period is lengthened to 

9 years. A similar result will obtain if the holding period for 

National Saving Certificates is increased to 10 years for persons 

in the 50% tax bracket. Whichever method of amending asset 

characteristics or tax laws is chosen, it is clearly the case that 

a careful examination of sections 80C and 80CCA of the Income-tax 

Act and also characteristics of assets entitled to concessions un~ 
«•

der these sections, is called for.

(ii.) Conclusions

An examination of current financial savings incentives and
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capital gains concessions under the Income-tax Act In conjunction 

with a sample of about thirty government and private sector finan

cial {nstruraents has be pi: carried out. The examination has 

revealed a structure of asaeu returns with no apparent overall 

rationale. Among th«? more disturbing specific findings are the 

following.

i* Relatively great ez favour is accorded, to upper bracket

taxpayers - and, of course, none to non taxpayers - which

erodes the pr03re s s i v i t y of the tax system.

11, Relatively greater favour is accorded to government bonds

as compared to private sec tor assets.

i i i .  Excessively high after-tax returns to some assets for up

per bracket taxpayers lead to the possibility that savings

may actually be discouraged in these cases.

iv« Some government bonds lead to adverse long-run government

budget implications while others may not yield additional 

resources even in the short run. Such bonds have adverse 

implications for the effective interest rate on government
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A detailed exposition of the Vut thouoLogy Is given in a tech

nical appendix to the earlier gtudy (Das GupUi, 1987), which 

also contains calculations- of the effect of weal fch taxes and 

gift taxes . in addition to in con# taxes. ' These computations 

are not reported here to save space. sir-~e conclusions- are 

qualitatively unaflacted.

This- dees not preclude repeated purchase.* and sales if the 

investor elects to iuake use of tax treatment accorded to 

short-terra equity. Thus there it no I. ■•icons i&tencv from the 

poiat of view of tax analysis*

Thus, for example, provident funds for persons nearing 

retirement will yield much higher benefits (up to 331% for 

contributory provident funds in < he last year before 

retirement) than for persons starting out in their career. 

Figures given are for a twenty-year holding period which is 

near the middle of the range oi possibilities.

Bandoupadhyay and Dasgupta (1988) suggest that the opposite 

may in fact be the caje and recommend removal of such conces

sions.

See Bandoupadhyay a M  Dasgupta (1988) for further details. 

Ibid,

. If I and dl are respectively existing and incremental inter

est payments and N and dN are the corresponding figures for 

the national debt then the interest rate increase is 

( W I ) / ( N + d N )  - ( I /N ) .  This equals fdN/(N+d*OJ x (S-r),

where S * dl/dN is the interest rate on new debt and r*I/N is 

tha t on ex 1 s 11 rtg d ft bt,



REFERENCES

I- Anon (1986), "UT.'I Raises Dividends to 15 .25% ", Economic 

Times, July 1*

2. Anon (1 9 8 6 ) ,  “Public Sector Companies to Issue Tafc Fee

Eonds” , Economic Times, July 7.

3. Anon (1988), "Higher Dividend by UTI", The Economic Time s ,

July 1.

4* Anon (1986), Manual for Agents, Vo Is, 1 arid II , Life In

surance Corporation of India, Bombay.

5. Anon (1986), Ptogrammed_ Manual for Calculatlng Loan and Sur-

render Values, Life Insurance Corporation of In

dia, Bombay.

6. Anon (1986), Nabhi's Income Tax Guide and Mini Beady Reck-

oner, 1985-86, 1986-87.

7. Anon (1986), Nabhi's  Wealth and Gift Tax Guide and Mini Ready

Reckoner, 1985-86 and 1986-87.

8. Auerbach, A. (1982), "Tax Neutrality and the Social Discount

Rate", Journal of Public Economics, 17, 355-372.

9. Bandoupadhyay S and A. Das-Gupta (1988), "The Distortionary

Implications of the Indian Capital Gains Tax", 

NIPFP Working Paper No* 8 /88 , New Delhi.

10. Bhattacharya» B. (1985), "Role of Interest Rate as Incentive

for Household Saving in India: 1960-61 to 1982-

8 2 ", (mimeo), Institute of Economic Growth, New 

Delhi.

11. Chopra, B .X .S .  and A*P. Christian  (1 9 8 4 ) ,  "Savings

Certificates: The Chase for Series VI and V II " , 

Economic Times, September 12, 1984.

12. Das-Gupta, A. (1987 ), "Should There Be a Capital Gains Tax"?

NIPFP Working Paper No.32, New Delhi.

13. Das-Gupta, A (1988), "A New Measure of Fiscal Privilege",

Public Finance Quarterly, 16, 244-252.

14. Hills, John (1984a), Savings and Fiscal Privilege, IFS, Lon

don.

15. H ills, John (1984b), "Effective Rates of Capital Cains Tax",

IFS Working Paper 47, London.

16. Hills, John (1984c) "Deep Discount Bonds - or how to get an

Interest Free Loan", Fiscal Studies, August.

38



17. Mehta, V .G . and N.V. Mehta (1986 ), Income Tax Ready Reckoner:

Assessment Year, 1986-87, Shri Kuber Publishing 

House, Bombay.

18. Patwardhan, M .S. (1988), "Personal Taxation: A Case for Fur

ther Reform", Economic Times, July 20, Ps.

19. Shanbag, A.N. (1987, 1988), Various Articles on Personal In

vestment, Fortune India , Vo1.5 and Vol.6, Various 

Issues.

20. Taxmann, "Income Tax Act, 1966", Taxaann, New Delhi.

39


