_gl \gg
‘%%JSREM%Q . - e - . .
- wzINternational Journal of Scientific Research in Engineering and Management (IJSREM)
w Volume: 08 Issue: 03 | March - 2024 SJIF Rating: 8.448 ISSN: 2582-3930

A Review of Direct Taxation in India: Evolution, Challenges, and Reform Initiatives

Pooja Yashwanth Rai, 2Dr. Arvind Saxena
'Research Scholar, 2Associate Professor

L2Department of Management, Kalinga University, Naya Raipur [C.G.], India

ABSTRACT

India's direct tax regime has been a critical pillar in the country’s fiscal architecture, playing a central role in
revenue mobilization, economic regulation, and social equity. Since independence, the structure and administration
of direct taxes—including income tax, corporate tax, and capital gains tax—have undergone extensive reforms to
align with changing macroeconomic conditions and global best practices. This review paper presents a detailed
analysis of the evolution, challenges, and reform initiatives in India's direct taxation framework. Beginning with the
pre-independence rudimentary system, the paper traces the post-independence consolidation under the Income Tax
Act of 1961, followed by the liberalization-era reforms of the 1990s driven by the recommendations of the Raja
Chelliah  Committee. The study critically evaluates ongoing issues such as complexity in compliance,
administrative inefficiencies, and widespread tax evasion, which continue to undermine the system’s effectiveness.
Key reform initiatives including the proposed Direct Taxes Code (DTC), rationalization of tax rates, and the
adoption of digital tools such as e-filing and faceless assessments are analyzed for their impact on taxpayer
behavior, revenue collection, and transparency. The paper further explores the implications of emerging policy
debates, including wealth taxation and progressive redistribution, for the future of direct taxation in India. By
synthesizing historical trends and recent developments, this review provides a holistic understanding of the Indian
direct tax regime and offers policy suggestions for creating a simplified, equitable, and growth-oriented tax system.
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1. INTRODUCTION

Taxation is a critical pillar of a nation’s economic architecture, serving not only as a primary means for resource
mobilization but also as a vital tool for income redistribution and macroeconomic regulation (Musgrave &
Musgrave, 1989). In the context of India, direct taxes—comprising personal income tax, corporate tax, and capital
gains tax—constitute a major share of government revenue and reflect the state's commitment to progressive fiscal
policy. These taxes are imposed directly on individuals and entities based on their income or profits, thereby
aligning with the ability-to-pay principle, which is central to ensuring vertical equity in a tax system (Slemrod &
Bakija, 2011). The role of direct taxation in India has evolved significantly since independence, transitioning from
a highly regulated and complex system to one that increasingly emphasizes transparency, efficiency, and taxpayer
convenience (Kelkar, 2003).

India's tax-to-GDP ratio has historically lagged behind global averages, indicating systemic inefficiencies and
compliance issues that have necessitated continuous reform (Chattopadhyay & Das-Gupta, 2002). Major policy
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overhauls, such as those recommended by the Tax Reforms Committee led by Dr. Raja Chelliah in the early 1990s,
aimed to broaden the tax base, reduce marginal tax rates, and simplify tax structures, thereby promoting voluntary
compliance and minimizing distortions in economic decision-making (Chelliah, 1992). These efforts were further
bolstered by the introduction of the Income Tax Act of 1961, which laid the groundwork for a more coherent and
codified direct tax system, although it has since undergone numerous amendments to address changing economic
and administrative needs (Rao & Rao, 2006).

In recent years, technological integration, policy rationalization, and digitization initiatives such as e-filing of
returns, PAN-Aadhaar linkage, and faceless assessments have transformed the landscape of direct tax
administration in India (Mukherjee, 2020). However, challenges such as tax evasion, narrow tax base,
administrative inefficiencies, and policy ambiguity continue to undermine the effectiveness and equity of the
system (Rao, 2014). Understanding the historical evolution, persisting challenges, and ongoing reform initiatives in
India’s direct tax regime is therefore essential for evaluating its performance and identifying the pathways for
future development. Such a review not only contributes to fiscal scholarship but also informs policy directions in an
increasingly complex and globalized economic environment.

2. EVOLUTION OF DIRECT TAXATION IN INDIA

The evolution of direct taxation in India is a reflection of the country’s socio-economic and political
transformation, tracing its origins from colonial impositions to a more structured and reform-driven system in the
post-liberalization era. During the pre-independence period, the framework of taxation was largely shaped by the
British colonial administration, which introduced the first formal income tax legislation in 1860 under James
Wilson, primarily as a war-time revenue measure following the Revolt of 1857. However, these early laws were
rudimentary, fragmented, and characterized by low revenue productivity and narrow tax coverage, reflecting
limited state capacity and a colonial focus on revenue extraction rather than equitable development (Rao & Rao,
2006; Bagchi, 2003).

After independence, India faced the monumental task of building a self-reliant economy while addressing issues of
poverty, inequality, and underdevelopment. This necessitated a more coherent and systematic approach to direct
taxation. The enactment of the Income Tax Act, 1961, was a watershed moment that consolidated various previous
tax laws into a single comprehensive statute, providing a structured legal foundation for income tax administration
in the country. It aimed to enhance legal clarity, increase taxpayer compliance, and promote administrative
uniformity across regions (Rangarajan & Srivastava, 2011). Although the act laid the groundwork for a modern tax
system, it soon became evident that high marginal tax rates and complex procedures were contributing to
widespread evasion and inefficiencies in tax collection (Chattopadhyay & Das-Gupta, 2002).

The era of economic liberalization that began in the early 1990s brought with it a renewed emphasis on reforming
the fiscal system to make it more investment-friendly, efficient, and globally competitive. The Tax Reforms
Committee, chaired by Dr. Raja J. Chelliah in 1991, played a seminal role in reshaping India’s direct tax
architecture. The committee’s recommendations centered on broadening the tax base, rationalizing and reducing
tax rates, eliminating exemptions that distorted revenue collection, and simplifying procedures to encourage
voluntary compliance (Chelliah, 1992). These reforms marked a departure from the earlier command-and-control
approach, laying the foundation for a progressive, equitable, and administratively feasible tax system.
Consequently, the average effective tax rates for individuals and corporations were reduced, while efforts were
made to strengthen enforcement mechanisms and improve taxpayer services (Kelkar, 2003).

Subsequent reforms have built upon this legacy, with initiatives such as the introduction of the Permanent Account
Number (PAN), e-filing of returns, and the move toward faceless assessments and digital interfaces. These reforms

© 2024, [JSREM | www.ijsrem.com DOI: 10.55041/IJSREM29162 | Page 2



http://www.ijsrem.com/

&&l ‘3 g%

; I:i'fm;.}"glnternational Journal of Scientific Research in Engineering and Management (IJSREM)
w Volume: 08 Issue: 03 | March - 2024 SJIF Rating: 8.448 ISSN: 2582-3930

reflect a broader shift toward leveraging technology to enhance transparency, reduce administrative discretion, and
minimize corruption (Mukherjee, 2020). As India continues to integrate with the global economy, the evolution of
its direct tax system remains a dynamic process shaped by both domestic policy imperatives and international
economic trends.

3. CHALLENGES IN THE DIRECT TAX SYSTEM

Despite numerous policy reforms and modernization efforts, India's direct tax system continues to face significant
challenges that hinder its efficiency, equity, and effectiveness. One of the foremost issues is the complexity of the
tax structure and the accompanying compliance burden. The Income Tax Act of 1961, despite being a
foundational legal instrument, has become increasingly intricate due to a multitude of amendments, clauses, and
exceptions added over time. The frequent changes in tax slabs, rates, and procedural requirements often leave
taxpayers—especially small businesses and individual assessees—confused and overwhelmed (Rangarajan &
Srivastava, 2011). Moreover, the proliferation of exemptions, deductions, and special provisions creates a
labyrinthine framework that increases compliance costs and administrative workload (Chattopadhyay & Das-
Gupta, 2002). For many taxpayers, the cost of compliance—including expenses related to hiring tax consultants,
record maintenance, and litigation—can be a significant deterrent to voluntary compliance.

Another persistent issue is tax evasion and avoidance, which continue to undermine the progressivity and integrity
of the direct tax regime. Historically, high marginal tax rates and opaque administrative processes incentivized
individuals and businesses to underreport income or engage in aggressive tax planning strategies (Bagchi, 2003).
Although tax rates have been rationalized in recent decades, the shadow economy—characterized by unreported
transactions and income—remains sizable and poses a major threat to the tax base (Schneider & Buehn, 2018). The
use of cash transactions, benami properties, and shell companies for tax avoidance remains widespread, particularly
in the real estate and informal sectors (Rao & Rao, 2006). Such practices not only erode revenue collection but also
violate the principle of tax equity, wherein the burden should be fairly distributed among all contributors to the
economy.

Administrative inefficiencies further complicate the challenges faced by the direct tax system. Although the
Income Tax Department has made commendable progress in leveraging digital platforms for filing and processing
returns, several systemic issues persist. These include delays in grievance redressal, lack of real-time information
sharing across agencies, and inconsistent application of tax laws (Mukherjee, 2020). Many of these inefficiencies
are rooted in a legacy bureaucracy that continues to rely on outdated methods, despite the availability of modern
technology. Furthermore, weak data analytics capabilities and limited integration with other financial systems
hinder the department’s ability to detect tax evasion and enforce compliance proactively (Kelkar, 2003). The
backlog of tax litigation, often due to unclear legislative interpretations and inconsistent enforcement, places an
additional burden on both taxpayers and the judicial system (Rao, 2014).

In essence, the challenges in India’s direct tax framework are multifaceted—ranging from structural and procedural
complexities to behavioral and institutional weaknesses. Addressing these concerns is crucial for improving tax
buoyancy, enhancing voluntary compliance, and ensuring a fair and transparent fiscal environment that supports
sustainable economic development.

4. MAJOR REFORM INITIATIVES

In an effort to address the longstanding structural and administrative issues plaguing the direct tax framework, the
Government of India has launched several reform initiatives aimed at modernization, simplification, and efficiency
enhancement. One of the most significant policy proposals in this regard has been the Direct Taxes Code (DTC).
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First introduced in 2009, the DTC was designed to replace the archaic Income Tax Act of 1961, with the objective
of consolidating and simplifying direct tax legislation. The proposed code aimed to eliminate ambiguities,
streamline procedures, and broaden the tax base by minimizing exemptions and incentives that often complicate tax
administration (Kelkar, 2009). Though the DTC has seen multiple iterations and has yet to be implemented in its
entirety, it continues to symbolize a decisive shift toward a more coherent and predictable tax regime (Rao, 2014).

Parallel to legislative reforms, the Indian government has significantly advanced the digitalization and e-
governance of tax administration. The introduction of the Tax Information Network (TIN) and the Permanent
Account Number (PAN) system brought about greater traceability and accountability in financial transactions
(Chattopadhyay & Das-Gupta, 2002). Subsequently, the widespread adoption of electronic filing of income tax
returns (e-filing) enabled faster processing, reduced paperwork, and minimized the scope for discretionary powers
and corruption. A landmark reform in this digital trajectory is the rollout of faceless assessment and appeal
mechanisms, which aim to enhance transparency, reduce human interaction, and ensure unbiased decision-making
in tax assessments (Mukherjee, 2020). These initiatives mark a transformational shift from traditional bureaucratic
models to data-driven governance, facilitating a more citizen-centric and efficient system.

Furthermore, the rationalization of tax rates has emerged as a critical strategy to improve compliance and
stimulate economic growth. A notable development in this domain was the corporate tax reform undertaken in
2019, when the government reduced the base corporate tax rate from 30% to 22% for existing companies and to
15% for new manufacturing units (Ministry of Finance, 2019). This measure was intended to make India a more
attractive investment destination and align its tax structure with global benchmarks. Similarly, the personal income
tax system has seen gradual restructuring to provide relief to the middle class and promote equity. The introduction
of an optional new tax regime with lower rates but without exemptions is a step toward greater simplification and
neutrality in personal taxation (Joshi, 2021).

Together, these reforms reflect a concerted attempt to address the inefficiencies, inequities, and complexities in
India’s direct tax system. While implementation gaps and policy inertia continue to pose challenges, the direction
of reform indicates a growing emphasis on simplicity, transparency, and inclusivity.

5. IMPACT OF REFORMS

The wide-ranging reforms introduced in India's direct tax regime over the past few decades have had a discernible
impact on various facets of the tax system, including revenue generation, taxpayer behavior, and the broader
economic environment. However, the outcomes have been mixed, revealing both achievements and areas that
warrant further policy attention.

One of the key objectives of tax reform has been to strengthen revenue mobilization, and to some extent, this has
been realized. The overall tax collection has increased in absolute terms, particularly with the expansion of the
taxpayer base and improved reporting mechanisms enabled by digital initiatives such as the Tax Information
Network and PAN-based tracking systems (Purohit, 2010). However, the tax-to-GDP ratio, a critical measure of
the tax system’s efficiency and the government’s fiscal capacity, continues to hover around 11-12%, which is
relatively low compared to both emerging and developed economies (OECD, 2021). This indicates that despite
increased collections, India's revenue potential remains underutilized, largely due to the vast informal sector and
the limited tax base among individuals (Rao & Tandon, 2016).

In terms of compliance behavior, reforms such as e-filing of returns, faceless assessment, and simplification of
forms have led to improvements in voluntary compliance and a reduction in administrative burdens for taxpayers
(Chattopadhyay & Das-Gupta, 2002). The introduction of incentives for digital transactions and mandatory
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reporting of high-value transactions has also improved transparency and broadened the audit trail, deterring evasion
(Kumar & Sethi, 2021). Nonetheless, the informal economy—which accounts for nearly 80% of India’s
workforce—remains largely outside the purview of formal taxation, thereby limiting the full realization of these
gains (ILO, 2018). Further institutional reforms and grassroots awareness initiatives are necessary to bridge this

gap.

On the front of economic growth, tax reforms have been positioned as critical instruments for creating a favorable
business environment. The reduction in corporate tax rates in 2019, which brought India's rates among the lowest in
Asia, was aimed at attracting foreign direct investment and incentivizing domestic production (Ministry of Finance,
2019). While this move was welcomed by industry stakeholders, its direct correlation with increased investment
and GDP growth remains debatable and requires deeper empirical validation (Mukherjee & Rao, 2020). Initial
observations suggest that while investor sentiment improved post-reform, broader macroeconomic factors such as
consumption demand, global trade tensions, and capital market volatility have had a stronger bearing on economic
outcomes during the same period.

In sum, while the reform trajectory has contributed to making India’s direct tax system more modern, transparent,
and administratively efficient, its broader impacts on revenue buoyancy, compliance across sectors, and economic
expansion continue to evolve. Sustained policy attention, especially towards integrating the informal sector and
simplifying tax procedures for small enterprises and individual taxpayers, will be essential to realizing the full
potential of these reforms.

6. RECENT DEVELOPMENTS AND FUTURE OUTLOOK

India's direct tax system has witnessed significant developments in recent years, reflecting the government's
commitment to streamlining tax processes, enhancing transparency, and addressing issues of equity. A notable
initiative under consideration is the replacement of the Income Tax Act of 1961 with a new and simplified
legislation. The proposed bill aims to eliminate outdated provisions, introduce clearer guidelines, and reduce
litigation by minimizing interpretative ambiguities in the law (Government of India, 2023). This aligns with the
broader objective of fostering voluntary compliance, reducing administrative burden, and creating a more
predictable tax regime for both domestic and foreign taxpayers (Reuters, 2023).

A key pillar of the government's modernization strategy is the incorporation of technology-driven governance.
With faceless assessments and appeals now operational, the Central Board of Direct Taxes (CBDT) has emphasized
the shift toward non-intrusive, data-backed administration, thereby reducing the scope for discretion and
corruption (CBDT, 2022). These measures have not only increased efficiency in handling returns and disputes but
also improved public trust in the tax system (Chattopadhyay & Das-Gupta, 2002).

Beyond structural simplification, redistributive justice remains a subject of active policy debate. Influential
economists such as Thomas Piketty have advocated for taxing the ultra-wealthy through instruments like wealth
taxes and inheritance taxes, to mitigate widening income and wealth inequality (Piketty, 2014). Though such
measures have been met with both support and skepticism, they reflect a growing discourse on making taxation
more progressive in nature. In the Indian context, proposals to introduce a “super-rich” surcharge or reintroduce
wealth tax have periodically surfaced, particularly in the wake of the COVID-19 pandemic and rising fiscal deficits
(Sharma, 2021). However, concerns regarding capital flight, administrative challenges, and valuation complexities
have tempered enthusiasm for immediate implementation.

Furthermore, with India's aspiration to become a $5 trillion economy, the role of an efficient and equitable tax
system becomes ever more critical. The future of direct taxation in India is expected to revolve around three core
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themes: digital innovation, taxpayer-centric policies, and balancing growth with equity. The integration of artificial
intelligence for risk-based assessments, pre-filled tax returns, and blockchain-based data verification are being
explored to ensure accuracy and reduce evasion (Kumar & Sethi, 2021).

In conclusion, while recent reforms and proposals underscore a progressive shift in India's direct tax architecture,
their success hinges on sustained political will, administrative capacity, and the ability to build consensus on
sensitive issues like wealth taxation. The path ahead involves not only legal and technological enhancements but
also a commitment to fiscal justice and economic inclusivity.

7. CONCLUSION

India’s direct tax system has undergone a dynamic evolution, shaped by the country’s shifting economic priorities,
fiscal needs, and administrative capacities. From its colonial roots and post-independence consolidation under the
Income Tax Act of 1961 to the liberalization-driven reforms of the 1990s and the recent push toward digitalization,
the trajectory reflects an ongoing pursuit of a more efficient, equitable, and growth-oriented tax regime (Rao,
2019). The implementation of faceless assessments, the expansion of e-filing mechanisms, and rationalization of
tax slabs are commendable steps that have not only streamlined tax administration but also promoted voluntary
compliance and transparency (Kumar & Sethi, 2021). However, the system continues to grapple with persistent
challenges, including administrative inefficiencies, taxpayer burden due to complexity, and the evasion that thrives
within the informal economy (Chattopadhyay & Das-Gupta, 2002).

Moreover, India's tax-to-GDP ratio still lags behind global benchmarks, signaling untapped potential in resource
mobilization (IMF, 2020). Reforms aimed at widening the tax base, simplifying legal provisions, and integrating
technology are crucial to bridging this gap. Additionally, the ongoing debate around progressive taxation and
wealth redistribution, as advocated by economists like Piketty (2014), underscores the importance of aligning tax
policy with social equity goals in a country marked by stark income disparities.

Looking ahead, the future of direct taxation in India lies in embracing innovation, ensuring legal clarity, and
fostering a taxpayer-friendly environment. The proposed overhaul of the income tax legislation offers a promising
opportunity to reframe the tax structure in tune with the demands of a digital and inclusive economy (Government
of India, 2023). Ultimately, a well-calibrated direct tax system—anchored in simplicity, equity, and efficiency—
will play a pivotal role in supporting India’s ambitions for sustainable economic development and fiscal resilience.
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