POLICY BRIEF

Inheritance Tax § Inequality:

Global experience & lessons for India

Income and wealth concentration in India today is very high by international and historical standards.
One of the factors that is attributable to concentration of wealth is that inherited wealth and invested
capital (in the stock market, in real estate) grows faster than income. Taxing this inherited wealth with
an inheritance tax, complemented by political strategies can address the problem of extreme inequality.

The Indian economy has had one of the highest growth rates in
the world for a fairly long period; but that growth hides several
disturbing long-term trends.! One of the alarming trends, is
growing inequality which is aggravated in the recent years.
However, it should be noted that, in India, due to the absence
of income data, income inequality cannot be measured and
compared periodically. If measured as wealth inequality, which
is accumulated income, Gini* coefficient becomes much higher
compared to the Gini coefficient based on consumption?® data. In
several occasional studies and reports, very high incidence of
income inequality in India has been highlighted; few of these are
cited here. A detailed income distribution estimates® for India
reveals high income inequality, with a Gini coefficient of 0.54,
more than Brazil (based on survey estimates of gross income).
Another estimate based on village surveys® derive an even
higher Gini coefficient of around 0.60 or more. More recently, the
successive rounds of India Human Development Survey (IHDS)
data shows that income inequality in India has increased from
0.53 in 2004-05 to 0.55 in 2011-12.% If compared with the latest
Gini coefficients of BRICS countries, viz., Brazil (0.50), Russia
(0.41), and China (0.46), India appears to be more unequal.’

However, irrespective of differences across various estimates,
it would be plausible to conclude that inequality in India is
high and it is increasing rapidly (see Chart 1). Further, it is
well documented that the share of wealth of top 1 percent is
soaring.t Chart 1 shows that during the period from 2002-03 to
2016, the wealth share of top 1 percent of population in India
has increased from 15.7 percent to as high as 58.4 percent. The
top decile of the population, in 2016, holds 80.7 percent of the
total wealth in India, which has increased from 52.9 percent in
2002-03. While the wealth share of the top strata is increasing,
share of bottom strata is shrinking proportionately out of the
total wealth pie.

It is now increasingly being acknowledged that inequality is bad
because it hurts economic growth®and leads to social and political
instability and civil conflict!®, which further harms the economy. It
could also jeopardise the democratic set up of a country. It was
warned by Dr. B. R. Ambedkar in 1949 that “we can't be building
a democratic edifice on the principle of political equality, while
social and economic inequalities continue to widen”.!*

RECOMMENDATIONS

INDIA MUST REINTRODUCE INHERITANCE TAX
TO TACKLE THE CONCENTRATION OF WEALTH.

DRAWING UPON GLOBAL EVIDENCE, INDIA

COULD SET A MODERATE INHERITANCE TAX RATE
ANYWHERE BETWEEN 30 TO 40 PERCENT WITH A
HIGHER THRESHOLD LIMIT; BUT WITH THE LEAST
NUMBER OF EXEMPTIONS.

TO BRING TRANSPARENCY IN THE TAX SYSTEM,
FOR EVALUATING AND PROPER POLICY MAKING,
INCOME TAX STATISTICS MUST BE PUT IN THE
PUBLIC DOMAIN, THE PRACTICE THAT WAS
DISCONTINUED SINCE 2000.

CHART 1: TRENDS IN WEALTH SHARE (%) OF DIFFERENT
PERCENTILES OF POPULATION DURING 2002-03 TO 2016 IN INDIA
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INHERITANCE TAX IS COMMONLY KNOWN AS ESTATE TAX/DUTY IN INDIA. THE
PHILOSOPHY BEHIND INHERITANCE TAXES IS THAT WEALTH SHOULD BE CREATED
AND EARNED, RATHER THAN INHERITED. IT IS A FACT THAT ONCE A FORTUNE IS
ACCUMULATED OR ACQUIRED, IT DEVELOPS A MOMENTUM OF ITS OWN. THE
SUPER-RICH HAVE THE MONEY TO SPEND ON MULTIPLE INVESTMENT OPTIONS
TO SECURE ANNUAL RETURNS FAR HIGHER THAN ORDINARY SAVERS AND IT
LEADS TO GROWING CONCENTRATION OF WEALTH.

In the absence of inheritance or wealth tax,
as the famous economist Thomas Piketty
observes, the phenomenon of increasing
concentration of wealth is very likely
manifestedinindia.Inthe context of growing
social inequity and injustice, inheritance
tax could be an option to curb it as well as
to generate additional resources.*?

As per the 2016 Forbes

list, worldwide 1810 dollar
billionaires'* own Strillion 6.5
which is equivalent to the
wealth of bottom 70 percent
of humanity.

An Oxfam study found that whilst some
billionaires owe their fortunes exclusively
to hard work and talent, one third of the
world’s billionaire wealth is inherited
and while 43 percent is the result of
crony connections with government.!
For developing countries alone, 71
percent of extreme wealth is derived from
either state-dependent industries or
inheritance — that is Strillion 1.65 held by
470individualsin 38 developing countries.
State-dependent industries that offer
opportunities of rent-seeking — like
mining, telecoms and utilities— account
far a whopping 56 percent of billionaire
wealth in these countries,*® that is, the
rest 15 percent of wealth is inherited.
Global financial services company UBS
has projected that over the next 20 years,
500 people will hand over Strillion 2.1 to
their heirs.!®

India is also experiencing similar type
of growing concentration of inherited
wealth. In India, where direct tax revenue
is low, foraugmenting it, inheritance taxis
yetto be explored properly. A conservative
estimate shows thatthe revenue potential
of inheritance tax and wealth tax in India
is around 0.8 percent of GDP for 2011-
12.% Inheritance tax was removed in 1985
in India. Prior to its removal, the collection

of inheritance tax was 0.4 percent of
total direct tax revenue. All other things
being equal, presently, India could have
collected around INR 30 billion only from
inheritance tax; In 2015-16, India’s total
collection of direct tax revenue was
Rs. 7419.5 Billion.*®

In between 2000 and 2013, India’s
private wealth has reportedly increased
drastically from Strillion 1.5 to Strillion
3.6, that is, an increase by 300 percent.
As per the Global Wealth Databook 2016'°
published by the Credit Suisse, top 10
percent of India’s population possess
80.7 percent of the total wealth. As
per the 2012 Forbes list, the number of
billionaires in India increased from only
two in the mid-1990s to 46 in 2012; wealth
of these constituted 10 percent of India’s
GDP in 2012. The number of billionaires
increased to 111 in 2016.2°

Wealth held by billionaires in
India arise from three major
sources - inheritance, self-
made, and ‘inherited and
growing’.

While a sizeable number of billionaires
(21) are ‘self-made’, as revealed by a
recent study done by Gandhi and Walton
(2012) 2, about 40 percent of total
billionaire wealth is in the ‘inherited and
growing” category. Further, the study
also found that all of these billionaires
are associated with corporate activities
and notable wealth creation occurred
in sectors with substantial potential for
rent extraction and rent sharing between
private and government players. It is
also noteworthy that income inequality
is underestimated due to hidden wealth,
owned mostly by the richest segment of
the population. In his 2013-14 budget
speech, the then Union Finance Minister
P. Chidambaram, had quoted that out of
the 3.7 crore income tax assesses in India,

only 42,800 people’s declared income was
more than INR 1 crore a year. It is definitely
a gross underestimation. Further, this
official estimates of income, due to
unavailability of information, also fail to
capture the assets held by some people
in offshore ‘tax havens’ (e.g. Mauritius,
Cyprus, Cayman Islands etc.).

Giventhe extreme concentration of wealth
thatindiaisexperiencing, itisimperativeto
take some immediate measures, and one
of the measures could be reintroducing
“Inheritance Tax.” It should be noted
that at present, there is no inheritance
tax? (estate duty] payable in India.

Estate Duty was payable, in India, under
the Estate Duty Act, 1953; this was
paid on property passed on to the legal
heirs on death of a person. When estate
duties existed, estates valued at over
INR 20 lakh, attracted a high duty of 85
(maximum slab rate] percent.® Prior to
removal, in the financial year 1984-85, it
garnered INR 200 million (which was 0.4
percent of the total direct tax collection
in that year). 2% In March 1985, inheritance
tax was abolished on the ground that it
led to procedural harassment of large
number of tax payers with negligible gain
in terms of revenue.® No heed was paid
to the argument that inheritance wealth
was the principle source of concentration
of wealth in any society.® If the tax
was ineffective and any administrative
bottlenecks existed, corrective measures
should have been taken instead of
abolishing it.

Itis also very often argued that inheritance
tax send the wrong signal to investors.
This, however, is a blunt argument because
a modest, well-designed inheritance tax is
not going to deter investors.?’ It is evident
globally, that in order to attract investors,
various other reforms in an economy must be
carried out, instead of focusing on tax alone.




COMPARISON OF INHERITANCE TAX ACROSS COUNTRIES

Prior to its removal, inheritance tax in
India was extremely high at 85 percent.
For setting a reasonable tax rate, it would
be worthwhile to have a quick glimpse
over the presence of inheritance tax
across countries. It is evident (see Chart
2] that Japan has the highest inheritance
tax rate (55%) among the OECD countries
followed by South Korea (50%), France
(45%), United Kingdom (40%], United States
(40%) and so on. Few OECD countries,
like Austria, Australia, Canada, Norway,
Portugal, Sweden etc., do not have any
inheritance tax.

Among the BRICS countries, despite
having extreme inequalities, Russia and
India have no inheritance tax. Brazil,
China and South Africa have some taxes
which are similar to inheritance taxes
(see Box 1. Thus, inheritance tax exists
in many countries and rates vary within
a wide range across countries. The tax
rates are set by the individual countries
as per their policy strategies.

Given India’s growing inequality, low tax-
GDP ratio, and dependence on indirect
taxes, reintroducing inheritance tax could
be agood policy move. It would address the
issue of inequality and, simultaneously,
additional resources generated through
this tax could be invested in improving
essential services like health and
education for better human development.

BOX 1: INHERITANCE TAXES IN BRAZIL, CHINA AND SOUTH AFRICA

>

SOUTH
AFRICA
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State tax on causa mortis wealth transfer and donation (ITCMDJ:
Inheritance rights should be exempted from income taxation in the
country of residence. However, state tax on causa mortis (a deathbed gift)
wealth transfer (ITCMD) should be enforceable to surviving family members
residing in Brazil or to the donee (the state law that regulates the ITCMD
taxation may also indicate the donor as jointly responsible to pay the
ITCMD in case the donee fails to pay the tax due). The ITCMD is a state tax
levied on transfers of goods on death-related inventories or donations (in
case of living individuals), which is payable on movable and immovable
property (e.g., real estate or cash lump sums). Nevertheless, it is important
to note that the maximum applicable rate is currently capped at 8 percent;
however, an increase in the rate is expected up to 20 percent.

From an estate and succession perspective, no real estate transfer tax is
levied in China. However, an individual's transfer of real estate or land-use
rights in China may be subject to individual income tax (IIT), business tax,
deed tax, stamp duty and land appreciation tax.

South Africa has an estate duty applicable on the death of an
individual. This is provided for in the Estate Duty Act No. 45 of 1955.
The estate duty applies to the net value (i.e., assets less liabilities)
of an individual's estate when he or she dies. The value of assets
disposed of during the course of winding up the estate is the value
to be used, and assets transferred to heirs are priced at market value
on the date of death. The statute contains rules relating to deemed
property and deemed valuations with respect to certain transactions.

CHART 2: ESTATE/INHERITANCE TAX RATE (%) LINEAL HEIRS IN OECD COUNTRIES IN 2015
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Itis afact thatIndia’s tax-GDP ratio is very low compared to many
developed and even several developing countries. For increasing
tax-GOP ratio, it is not always necessary to increase tax rates.
Instead, widening tax base could always be a viable option.
Reintroducing inheritance tax will serve the twin purpose
of widening and augmenting revenue collection and reduce
intergenerational persistence of inequality. It would also help to
enhance the progressivity in Indian tax system by increasing the
share of direct taxes.

In 2012, the issue of inheritance tax gained prominence as there
were news reports that the Indian Government was thinking of
reintroducing this levy; but no formal proposal was tabled before
the Parliament. Soon after assuming office in 2014, Jayant Sinha,
the Minister of State for Finance, said he favoured bringing back
the inheritance tax in some form. However, his proposal did not
find favour with finance minister Arun Jaitley and others in the
government. Although several economists and experts, namely,
Raghuram Rajan, Vijay Kelkar, Ajay Shah, Pratap Bhanu Mehta,
among others, advocated for such a tax, the issue was never
fully debated. In fact, the prevailing inequality presents a strong
case to bring back inheritance tax or estate duty; the purpose
of inheritance taxes was never only revenue mobilisation, it was
also to limit the concentration of wealth in the hands of a few as
is enshrined in the Constitution of India.

However, tax rates, whether on income or estate, should never
be penal or extortionate.?® We would strongly advocate for a
moderate inheritance taxrate. InIndia, prior to remaoval, maximum
slab rate of inheritance tax was an exorbitant 85 percent. On the
basis of the global evidence, India could set an inheritance tax
rate between 30 to 40 percent. It should be noted here that an
eminent expert in this field, Prof. Arun Kumar suggested that
given the disparity in India, which is greater than in USA, the
Estate Duty should be at least 60 percent.*

When inheritance tax was in place, assets below a threshold limit
of INR 0.1 million®* were exempted while determining the taxable
value of the estate. In case of co-parceners® inheriting a Hindu
Undivided Family’s (HUF] property, this threshold was lowered
to INR 50,000.% That threshold limit is archaic in the context
of India’s present socio-economic situation and there must
be an upward revision of the overall threshold limit. Whatever
threshold limit is decided, whether INR 30 million or 50 million,

the number of exemptions should be limited to avoid procedural
bottlenecks. Eminent expert, Vijay Kelkar advocates INR 500
million as the threshold limit, whereas few others feel that INR
200 million would be good starting point.*

To get an idea about the global practice of the threshold limit of
inheritance tax, it would be worthwhile to note here that in the
United Kingdom, under the old rules, properties valued at GBP
325,000 or less were exempt from inheritance tax. Anything above
this figure was taxed at 40 percent. From 6 April, 2017 individuals
will be able to claim an additional GBP 100,000 residence nil rate
band (RNRBJ to offset the sale of a family home after a death.’®
So, effectively, the threshold limit at present is GBP 425,000 in
UK, which is equivalent to INR 35.4 million at the exchange rate
of INR 83.4 per GBP.

In India, the practice of keeping benami®® property is rampant;
and the main sources of such unequal patterns of wealth
accumulation are land and building.®” It would, therefore, be
apt for the government to usher in two laws simultaneously — a
meaningful law to tackle the benami menace, and an inheritance
law duly sanitised in terms of taming its avaricious outreach.*®

It is also widely acknowledged that in any kind of governance
issue, ‘transparency’isacrucialfactorforanykind of assessment
and policy prescriptions. So, detailed data on tax is needed in
the public domain to limit the concentration of wealth, fight
corruption, and assess the efficacy of India’s tax palicy choices.
India used to publish income tax statistics but discontinued in
2000 after publishing for decades.* It would be noteworthy that
global forums like G20 and BRICS also have placed the issue like
financial transparency on the top of their agenda.

Above all, inheritance tax must not be considered only as an
important source of revenue. This tax is most unpredictable
in nature as the collection of revenue depends on death of a
wealthy person and the subsequent transfer of wealth to his
heirs. So, flow of revenue from this tax may fluctuate every year.
Therefore, inheritance tax is best looked upon as a corrective
measure for the malaise of the huge disparity in distribution of
income and wealth rather than only as a source of revenue for
the exchequer.”
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