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LESSON

1
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———
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1.0 AIMS AND OBJECTIVES

Afler srudymg this lesson, you should be able 1o:

e Explain public finance and 115 needs

® Discuss the concepts of public finance

® Explain the importance of public finance

® Discuss the characteristics of public finance

®  Describe the differences of private finance and public linance

1.1 INTRODUCTION

Finance is the study that deals with savings and invesiments in terms of money.
Finance is also known as science of Money Management. Finance a1ms 10 value assets
based on thew level of risk level and their expecied rate of retum. Finance can be
divided into three different sub-calegorics: Public Finance. Corporate Finance and
Personal Finance.







Therefore., public finance deals with the question on how the Government raises its
funds to mcel s ever-rising expenditure. As Dallon states, public finance is
“concerned with the income and expenditure of public authorities and with the
adjustment ol one to the other™.

Consequently. effects of taxation. Government expenditure, public borrowing and
deficit financing on the economy constitutes the substance of public finance. Thus,
Prof. Otto Eckstein writes “Public finance is the sludy of the etfects of budgets on the
ceonomy, particularly the effect on the achievemeni of the majar economic objects —
growlh, stability, equity and efficiency™.

Additionally, it also deals with fiscal policies which should be adopted to achieve
certain objectives such as price stability, economic growth, more equal distribution of
income. The role that public finance in the economics point of view has changed from
time to time according 10 the changes in economic simation.

Before the (ireal Depressien that gripped the western industrialized countries during
the 30°s, the role of public finance was considered 10 be raising sufficient resources
for carrying out the Government functions ef civil adminisration and defense from
foreign countrics. During this period, the classical economists considered it practical
to keep expendire lo the minimum so that taxaton of the people can be avoided as
far as possible,

Further, it was also considered that Government budget must be balanced. Public
borrowing was recommended mainly for production commitments. During war, public
borrowing was considered legitimale but it was thought that the Govermment should
repay or reduce the debt as soon as possible.

1.2.1 Concept of Functional Finance

But under the impact of the Great Depression of 30°s and the Keynesian explanation
of i, the thinking about and role of public finance underwent a deep change. The
classical opinion of public finance could not weet the requirements of the prevailing
situation then.

Public finance was called upon to play an active role, in order lo raise aggregate
effective demand and thereby raise the level of income and employment in the
country. During the Second World War and post war, the Western economies suffered
from serious inllationary pressures which were attributed to the excessive aggregate
demand.

So, in such inflationary conditions, the public linance was expected 1o check prices
through reducing aggrepate demand. Thus, the budget which was previously meant to
raise resources for limiled activities of the Government assumed a funclional role to
serve as an instrument of economic regulation.

It was realised that government's taxing and spending policies could go a long way in
miligating economic {lucwations. Balanced budgets are no longer considered
sacrosanct and the governments can spend beyond their resources without offending
canons of sound finance to restore the health of the economy.,

Public borrowings as well as resuilting in increase in public debt during depression
raises aggregate demand and thereby helps in raising the level of income and
empioyment. Hence, deficit budget and increase in public debi at such times is a thing
to be welcomed.

It was further validated by Keynes that deficit financing by the Government couid
activate a depressed economy. by crealing income and employment more han the
actual amount of deficit financing through the process of multiplier,
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Thus, after Keynesian revolution public finance expected a functional role of
mainiaining economic stability at full employment level. Therefore, the present view
of public finance is not one of mere resource-raising for the Government but one of
serving as an instument [or maintaining stability through management of demand.
Therefore, this present view ol public finance has heen described by A.P. Lemner as
one of “Functional Finance™.

In developing countries, public finance has to fulfill ofher important roles teo.
Whereas in the developed industrialized countries, the basic problem in the short run
is to ensure stability at full employment level and in the long run to ensure steady rate
of economic prowih, that is, growth without fluctuations, the develeping countries
confront a more difficult problem of haw to peneraie a higher rate of economic growth
50 as Lo tackle the problems of poverty and unemployment.

Therelore, public finance plays a significant role in promoting economic growih in the
developing countries besides maintaining price stability. Further, for developing
counines sheer economic growth is not enough; the composition of growing output
and distribution of” additional incomes musi be such, which will ensure remaval of
poverty and unemployment jn the developing countries.

Therefore, public finance has not only to augment resources for devetopment and to
achieve optimuin allocation ol resources, but also to promote fair distribution of
income and expansion in employment epportuities.

1.3 FEATURES OF PUBLIC FINANCE

1. Public finance is a science that deals with the public needs: the general need is the
collective demand [or goods, products and services, and the state through the
general budget.

_l-J

Knowledge of public {imance is a branch of the cormmon in the law: because the
public finances consists of a set of legal rules governing the financial relationship
of the state with others on the basis of authority and sovereignty. Public finance in
this sense must be subject to 2 special legal regime to ensure that slate agencies to
ensure the delivery of public service and public interest investigation.

3. Public finances aware of the rules and procedures for public funds: public finance
vary so for their own financial, since the [irst look at the state revenues and
expenditures and its organs, the second shall discuss in the wealth that people
behave and companies subject to the provisions of the law.

1.4 SCOPE OF PUBLIC FINANCE

The scope of public finance covers a study of the influence of government fiscal
operations ¢om the level of overall state activity, employment, prices and growth
process ol the economic system as a whole. As per Prof. Dalton, the scapc of public
finance is caleporised into four areas which comprises of Public Income, Public
Expenditure, Public Debt and Financial Administration,

(a) Public Income: Public income refers to various sources of government’s income.
The important source includes taxes, fees, sales of publjc good and services,
donation. etc.

(b) Public Expenditure: Public expenditure refers to the expenses made by the
govemment on people’s needs and wants. This comprises of pensions,
infrastructure, provision, etc. These expenditures are made to bring out the social
benefits and maximum welfare.



(¢} Public Debts: Public debts refers to the borrowing of the union government issued
by Reserve Bank which incfudes loans, special bearer bonds, loans and securities,
treasury bills. etc. Public debt is also known as sovereign debt.

{d) Financial Administration: This refers to preparation, passing and implementation
of the budget, wrting financial reports, budpetary policies and their
socio-economic impact, inter-governmental financial relations, fiscal management
and fiscal responsibility.

1.5 IMPORTANCE OF PUBLIC FINANCE

The importance of public finance was not popular in the [9" ¢enmry as the
Government in those days did not intervene in economic condition of a country.
However, time has taken a leap and in the 20® century, every Govemment ensures the
social welfare and development to [ts citizens and therefore, the scope of
goverumental activities has been increasing day by day. Modern Governmenis do not
restrict themselves to law and order but they actively get involved in cconomic matters
to justify themselves as, ‘welfare states’. The povermnments require money for the
welfare of citizens and the nation. Hence, the importance of public finance has
increased in recent years.

1. Taxation: The governments levy high taxes to discourage the consumption of any
harmful commodities such as consumption of cigarette, alcohol and other
commodities.

2. Provision Public Goods: Governments provide public good. the self-financed
scrvices such as roads, forces, lighthouses and streetlights. Any private citizen
would not pay for these services.

3. Redistribute of Income: Governments redistribute income by collecting taxes
from the citizens to provide resources for their needy ones. The taxes fund
programs helps support people with low incomes.

4. Equity: Public finance plays a great role m reducing the inequalities of income
and wealth in a capitalist economy. This is achievable by transferring the
purchasing power from the rich to the poor. Government impose taxes on the
wealthier parts of the society and provides various facilities such as subsided food,
housing, free medical aid and education to the less privilege members of ihe
society is called equity.

5. Qpiimum Utilisation of Resources: The natural resources in developing countries
are underutilised or generally overutilised. The proper utilisation of natural
rcsources is impertant not only for the present generation, but also for the unbom
generations. The state can direct the flow of production, consumption and
distribution in the economy by framing a suitable budget policy.

6. Providing Employment Opportunities: The government spends huge amount of
public expendilure to deliver the purchasing power to its citizen and decrease
uneniployment issues in the economy.

1.6 FUNCTIONS OF PUBLIC FINANCE

The activities with regards to the revenue collection and expenditure by the
government on several activities for (he state is the nain function of public finance.
Earlier theories of public finance focused on narrow definition of the functions to be
carried out by public authorities. It is now distinct that the area of stale activity has
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spread over the past two decades which has enlarged the functiens and scope of public
finance.

1.

[

EJJ

Economic Activities of the State: The scope of public finance was limited to the
traditionat functions of the state, i.e., the provision of defense, law and order,
justice and civic amenities. But with the development of welfare states, the scope
of public finance was broadened and public finance now includes the use of the
budget as a tool to correct distortion in the economy, to mobilise resources, to
maintain price stability create cmployment prevent market failure, achieve growth
equily and maximise social welfare.

Functional Finance: The government should maintain a rational level of aggregate
demand at all times by using the budget. Most developed economies had followed
such functional financial policies in order to contrel trade cycles. Developing
countries follows such policies to promote economic growth and welfare.

Fiscal Operations: Fiscal operations of public finance refers to mising public
revenue, spending to achieve certain goals and financial administration. For such
operations, the govermment uses fiscal tools like taxation, public expenditure and
public debt. The objectives of fiscal operations are as follows:

(a}y Allveation of Resources: The wmost important objective of fiscal operations is
to determine how the coumtry’s resowces will be allocated o different sectors
of the economy in order to achieve predetermined goals.

(D) Economic Stabilisation: Economic stabilisation refers 1o a sel measures o
stabilise the financial system of the economy. To bring about such siability,
officials supervises the business cycle, and makes necessary adjustments o
fiscal and monelary policy in an attempt to creale stable and suseainable
growth and reduce the damage caused by downturns.

{c) Economic Growith. In developing and underdeveloped economies, the
objectives of fiscal operations are more positive in nature. The basic focus of
fiscal operations in such economies is the use of budgetary operalions to
achieve prowth and development. These acbivilies are camried oul by
encouraging capital formation and investments lhrough public expenditure
and tax incentives to private sectors.

1.7 DIFFERENCES BETWEEN PUBLIC FINANCE AND

PRIVATE FINANCE

Nuture of the Budget: In private economy. they aim al surplus budget. Having a
surplus is considered economically prudent. However with government budgets in
countries they need to grow and develop rapidly, deficit budgets need to be
followed. A long term surplus budget indicates that the government may not be
futfilling some of its compulsion.

Magnitude: The most significant difference between the two types of finances is
in terms of size and magnitude. The budget of public finance is larger as il is
meant for the economy or a state or a country, whereas households and the
businesses have relatively smaller amount of resources avaijlable to them and
hence their budgets are smaller in size.

Public Inspection: Personal budgets of households are a private alfair and in
business finance, the budget is made for the stakeholders and general public for
information and inspection. However in public finance, every budgetary decision
has to be made for the people of the nation.



d. Source of Revenue: The households and business in private economy earn their
income by using own assets. Their sources of income includes salaries, wages,
interest, rent and profits which rise out of businesses, whereas in case of public
finance, the source of income includes taxes and non-tax revenues.

Lh

Sources gf Borrowing: In privaie economy, people may borrow from formal
sources like banks and financial institution as well as informal sources like
friends, relatives, moneylenders, etc. whereas public bodies can borrow almost on
a continuous basis from internal and external sources. Internal borrowings are
those which are floaled within the country, while ¢xternal borrowing refers ta
loans floated outside the country.

6. Motive: In case of public finance, the decisions are reached through political and
administrative procedure and are based on commen social objectives. However
private linances are govemed by profit motive far businesses or satisfaction of
wants of an individual and households.

7. Income Expenditure Adjustmeni: 1o private economy, individuals adjust its
expenditure to income, but in public bodies the income is adjusted to expenditure.
Private finance manages to adjust expenditure according to income and to do so
they may even waive fulfillment of certain wants. Whereas the governments are
directed by welfare and growth for which expenses have to be predetermined,

1.8 ROLE OF STATE IN PUBLIC FINANCE

Public finance means the financial transaclions of the government. Under the federal
structure, the hnancial relationship between the union government and the siate
governments are based on the principle of federal Finance. The Indian constitution
provides a three-fold distribution of legislative powers belween the centre and the
slates. The Seventh schedule of ke constitution consists of the Union List, the state
list and the concurrent List. Umion List includes the taxes which are levied, collected
and retained by the central government, while the State List includes those taxes
which are levied, collected and retained by the state govermments

Those taxes which are not specified in the first twa lists ave included in voncurrent list.
To avoid any dispute between the centre and siates in the field of tax revenue, some
conglitutional provisions have been made. The division of powers herween the centre
and states in respect of the impasilion and coilection of tax revenue and the
appropriation of that revenue can be shown in the following:

1. Taxes levied, collected and appropriated by centre: i) Customns duty,
(i1) Corporation tax.

2. Taxes levied and collected by cenire but appropriated by both cenire and states:
{1 Income tax, {ii) Umon excise duty,

3. Taxes levied and collected by centre but appropriated by states: (i) Taxes on railway
freight and fares, {ii) Estate and succession duty other than agricultural land.

4. Taxes levied by centre bur collected and appropriated by states: (i) rates of stamp
duties on financial documents, {ii) taxes other than stamp duties on mansactjons in
stock exchanges.

5. Taxes levied, collected and appropriated by states: (i) sales tax. (ii) land revenue,

‘The Indian constitwion provides for the appoiniment of a finance commission, by the
president of India on five yearly bases 1o determine the basis of distribution of the tax
procecds between centre and states.

g
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In the context of resource mobilization [ur economic development during planning
period, public finance in India has assumed an altogether new significance with
renewed objectives. The objectives of taxation were revenue regulation and economic
control. The efficiency of public finance nerwork can be accessed from the standpoints
of equity, economic consequences and simplicity,

However in view of the less-developed countuy like India, the functions of puhlic
finance, apart from its 1raditional functions should be to:

curtain national consumption,
reallocate resources (o no more beneficial investments,
provide funds for Government business, and

provide incentives to alter behavioral patems in order to facilitate cconomic
growth.

Cheels Yuur Progress
Fiil in the blanks:
1. Finance is also known as science of

2. The present view af public finance has been described by A.P. Lerner as
one of

3. According to Prof. Dalton, the scope of public finance is categarised into
four areas which comprises of , .
and

4. Public debt is also known as

5. A set measures 1o stabilise the financial system of the economy is known
ds

1.9 LET US SUM UP

Finance is the study that deals with savings and jnvestments in terms of money.
Finance is also known as science of inoney management.

Finance can be divided into three different sub-categories: public finance,
corporate finance and personal finance.

Public finance deals with the way in which the state or the povernment collects
and spends its revenue and resources. Public finance deals with the income and
expenditure of public authorities along with adjustment to one anather.

As per Prof. Dalton, the scope of public finance is categorised into four areas
which comprises of public income, public expenditure, public debt and financial
admindstration.

Econonic stabilization refers to a set of’ measures to stabilise the financial system
of the economy.

The activities with tegards to the revenue collection and expenditure by the
governmeni on several aclivities for the state is the main function of public
fimance.

Public income refers to various sources of government’s income.



® Public expenditure comprises af pensions, infrastructure, provision, etc. it
) . ) . An Tntredoction tw Public Finance
e Public debts refers to the borrowing of the union government issued by Reserve

Bank which includes loans, special bearer bonds. loans and securities, treasury
bills, etc.

e Modern governmenis do not restrict themselves to law and order but they actively
get involved in economic mafters to justify themselves as, *Welfare States’.

1.10 LESSON END ACTIVITY

Critically evaluate the role of state in public finance.

1.11 KEYWORDS

Public Finance: Public finance is the study of the role of government in the economy,

Public Sector: The public sector is that portion of an economic system that is
controlled by national, state or provincial, and local governments.

Public Revenues: The income of the government through all sources is called public
income or public revenue.

Public Expenditures: Public expenditure is spending made by the government of a
country on collective needs and wants such as pension, provision, infrastructure, etc.

Collectivism: A political or economic theory of advocating collective controi
especially over production and distribution.

Alfocation: The action or process of allocating or sharing out something.

Redistribution Function: Redistribution of income and wealth are the transfer of
income and of wealth from some individoals to olhers by means of a social
mechanism such as taxation, charity, welfare, public services, land reform, monetary
policies, confiscation, and divorce ur tort Jaw.

Stabifisation Function: Stabilisalion of the economy is one of the goals that
povernments attempt to achieve through manipulation of fiscal and monetary policies.

Marker Failure: This is a situation, wheve the allocation of goods and services are not
efficient,

1.12 QUESTIONS FOR DISCUSSION

I. Define public finance. Wy do you think public finance is important?

2. Discuss the feaiures of public inance.
3. Describe the functions of public finance.
4

Explain the difTerences between public finance and private finance,

Check Your Progress: Model Answer

l. Money Management

2. Functional Fmance

3. Public Income, Public expenditure, Public Debt, Financial Administration
4. Sovereign Debt
5

Economic Saabilisation
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2.0 AIMS AND OBJECTIVES

After studying this lesson. you should be able to:

Describe principle of maximum social advantage (MSA)
Describe marginal social sacrifiee (MSS)

Define marginal social benefit (MSB)

Understand the point of maximum social advantage

Define Musgrave’s approach to maximum social advantage

Discuss the limitations of the principle of maximum social advantage

2.1 INTRODUCTION

Th

e budgetary operations of the state have various effects on the economy. The

revenue collected by the siate through taxes and the distribution of public expenditures
can have significant impact on the consumpiion, production and distribution of the
naticna! income of the country.
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Hence, it is necessary to position some standards to cvaluate the suitability of any
operation of public finance — the govemment’s revenue and expendiwres. In a
modern welfare state, such standard are referred as economie welfare of the people.
Hence it is important Lo have a specific financial activity of the state which leads to an
increase in ecenomic weifare.

The pmding principle of state policy has been technically necessary as the principle of
maximumm social advantage by Hugh Dalion. According to Hugh Dalton, “Public
finance is considered to be the best fundamenial principle which ensures the
maximum sccial advantage concerned wilh income & expenditure of public
authorities from iis fiscal pperation.”

Taxation is a loss of utility 10 the people. while public expenditure is a gain of utility
Lo the community. When the state levies taxes, we can experience dissatisfaction in the
society. This dissatislaction is expressed in form of sacrifice involved in the tax
payment. Likewise. when the state spends maney, we can experience satisfaction
armong the individuals in the society. This is reterred as the social benefit of welfare of
the public expenditure.

According 1o the principle of maximwn social advantage, the public expenditure is
related to decreasing marginal social benefits and taxes are related to increasing
marginal social cosls. Thus, an equilibrium is reached when the size of the budget is
such that marginal social benefits of public expenditures are equal to the marginal
social sacrifice of taxation,

Dalton states, “Public expenditure in every ditection should be carried just so far, that
the advantages to the cominunity of a further small increase in any direction is just
counter-balanced by the disadvantage of a corresponding small increase in taxation or
in receipts from any other sources of public expenditure and public income”,

Thus, a rational state seeks lo maximise the net social benefits of its budgeted
operations. The socwal net advantage is maximum when the agpregate social benelit
resulting from public expenditure is maxitnum and the aggregate social sacrifice
involved in raising the pubbe revenue is minimum. As per the principle of maximum
social advantage, “the public expenditure should be carried on up to the marginal
social sacrifice of the last unit of rupee taxed”.

According to Hugh Dalton, *The best sysiem of public finance is that which secures
the maximum social advantage from the operations which it conducts,™

2.2 PRINCIPLE OF MAXIMUM SOCIAL
ADVANTAGE (MSA)

The fundamental principle of public finance is the “principle of maximum social
advantage™. The principle of maximum social advantage states that public finance
leads te economic welfare when public expenditure and taxation are carried out upto
that point where the beneflits derived from the MU (Marginal Utility) of expenditure is
equal to (=) the Marginai disutility or the sacrifice imposed by raxation.

Hugh Dalton describes the principle of maxiinum social advantage with reference to:
I. Marginal social sacrifice.

2. Marginal social benetits.

Hawever, this principle is hased on the {ollowing assumptions:

1. All taxes result in sacrifice and all public expenditures lead to benefits.
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Public revenue consists of only taxes and no other sources of income Lo the
govermment.

3. The government has no surplus or deficit budget but only balanced budget.

4, Public expenditure is subject to diminishing marginal social benefir and taxes are
subject to increasing marginal social sacrifice.

2.3 MARGINAL SOCIAL SACRIFICE (MSS)

Marginal Social Sacrifice states to the expanse of social sacrifice undertaken by public
due (o the additional unit of tax imposition on them,

Every unit of tax levied by the gpovernment leads to loss of utility. Dalton says Lhat the
additional burden {tnarginal sacrifice) resulting from additional units of axation poes
on increasing i.e., the total social sacrifice increases at an increasing rate, This is
because, when raxes are imposed, the stock of money with the community diminishes.
As a result of diminishing stock of money, the marginal utility of money goes on
increasing, Eventually every additional unit of taxation creales greater amount of
impact and greater amount of sacrifice on the society. That is why, the marginal social
sacrifice goes an increasing.

The marginal social sacrifice is illustrated in the fallowing figure:

Y M5S Curve
=
2 5,
[# ]
[ER-
:s: 5,
5
=
> X
0 M, M, M,

Units of Tax {Rupee)

Figure 2.1: Increasing Marginal Social Sacrifice Curve

The above figure indicates that the marginal social sacrifice curve rises upwards {rom
left to right. This indicates that, with each added unit of taxation, there 15 an increase
in the level of sacrificc. For example, when the unit of taxation is OM,, the marginal
social saerifice lies in 08, and as the taxation increased (0 OM;, we can see the rise in
margiral social sacrifice to OS; and so on.

2.4 MARGINAL SOCIAL BENEFIT (MSB)

Public expendifure convenes benefits when there is an imposition of taxes on the
people. The benefit conferred on the society, by an additional unit of public
expenditure is knawn as Marginal Social Benefit,

The social benefit from each additional unit of public expenditure declines with the
increase of public expenditure. [nitially. the units of public expenditure are spent on
the most cssential social activities. Later public expendilure are spent on less
important social activities,

13
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As a result, the curve of marginal social benefits slopes downward from left to right as
Public Finance

shown in figure betow:

=

2

=

MSLB

Marginat Social Beneftt
[

> X
0 M, M, M,

Units of Public Expenditure (Rupee)

Figure 2.2: Diminishing Marginal Social Benefit Curve

In the above figure, the marginal social benefit curve slopes downward from left to
right. This indicates that the social benefit derived oui of public expenditure is
decreasiag at a diminishing vate. When the public expenditure was OM,, the margina)
social benefil was at OB,, similarly when the public expendilure is a1 OM,. the
marginal social benefit comes down at OB,.

2.5 POINT OF MAXIMUM SOCIAL ADVANTAGE

Social advantage is maximised at the point where marginal social sacrifice intersects
with the marginal social benefits curve. This is at the point P. At this point, the
marginal social sacrifice is equal to the marginal utility. Beyond this point, the
tnarginal social sacrifice will be higher, and the marginal social benefit will be lower,

- Y4
3 MSS
; 4
22
=2 Rt
Zz o
Z 7 pSi e
g 2 K fpz
ol : :
2 MSB
p: :
S, : .
S Q0
Units of Taxation and Expendiure
Maximuwm Sociatadvantage is nheained 2t the
Point of Enterseciion of MSS and MSB Curves

Figure 2.3: Point of Intersection of MSS aod MSB Curves

AL“P” social advantage is at maximum. Now let us consider Point Py, At this point
marginal social benefit is P\Qy. This is greater than marginal social sacrifice $,Q.
Since the marginal social sacrifice is lower than the marginal social benefit, the level
of taxation and public expenditure can be increased. This is because the additional unit
of revenue raised and spent by the government leads to increase in the net social
advaniage. This situation of increasing taxation and public expenditure remains, as
long as the levels of taxation and expenditure are in the left of the point “P”.

At point P, the tevel of taxation and public expenditure moves up to OQ. Af this point,
the marginal utility or social benelit becomes equul to marginal disutility or social
sacrifice. Therefore at this point, the maximum social advantage is aftained.



At point P,. the marginal social sacrifice $,Q; is greater than marginal social benelit
P2Qs. Therefore, beyond point “P”, any further increase in the level of taxation and
public expenditure may bring down the social advantage. This is because each
subsequent unit of additional taxation will increase the marginal disutility or sacial
sacrifice, which will be more than marginal utility or social benefit, This shows that
maximum social advantage is attained only at point P and this is the point where
marginal social bencfit of public expenditure is equal to the marzinal social sacrifice
of taxation,

2.6 CONCLUSION ON DALTON’S VIEW

It can be concluded as maximum social advantage is achieved where the marginal
social benefil of public expenditure and the marginal social sacrifice of taxation are
equal. t.e., MSB = MSS.

This shows that (o obtain maximum social advantage, the public expendilure should
be caried upto the point where the marginal secial beuelit of the lasi rupee spent
becomes equal to the marginal social sacrifice of the last unit of rupee taxed.

2.7 MUSGRAVE'S APPROACH TO MAXTMUM
SOCIAL ADVANTAGE

Pref. R.A. Musgrave states that the principle of maximum social advanlage is a logicai

extension of the Pigouvian welfare approach to taxation incorporated in the theory of

minimum aggregate sacrifice.

Musgrave is of the opinion that optimum size of the budget should be determined at a
point where the marginal net benefit is zero. Fundamenially there is not much
difference berween the approach of Prof. Dalton and Musgrave.

Musgrave re-designate Dalton’s principle of maximum social advanlage as the
maximum wel{are principle of budget determination. ¥ven though Musgrave pursued
the line of reasoning advocated by Dalton and Pigou, his weatment is based on
valuation of individual preferences.

Musgrave’s approach is illustrated in the following ligure:
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Figure 2.4: Musgrave Approach Curve

In the above figure, the size of the budget is measured on the horizontal axis. The
marginal social sacrifice and the marginal social henefits are shown separately on the
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vertical axis. The marginal ulility of successive dollars of public expenditure allocated
optimally between public uses is shown by the line MSB in the figurc.

MSS indicate the marginai disutility of taxcs, imposed so as to cause leasl total
sacrifice. The line NSB shows the net social benefit curve, It is derived by deducting
MSS from MSB. Hence, it indicates the net social benefits derived from successive
expansion of the budget.

We find that the optimum size of the budget is determined at OM where marginal net
benefit is zero. When an amount OM is raised through taxation and spend by the state,
then the marginal social benefit and the marginal social sacrifice are equated
(MP = MQ).

Till then the gain to the sociecy is more than the lass. The net gain to the society is
equal 1o the area OMMN.

It is here that the state should stop expanding 1ts activities. [f the state stops its budge
operation at a figure less than OM, the saciety will be forgoing a possible gain: on the
contrary, if operations are expanded beyond OM, the total net benefit will again start
falling,

The difficulty to determine the preference on whijch the values of MSB and MSS
schedules are to be based and the problem of choosing between altemate solutions are
the basic limitations of this approach, admitied by Musgrave himself. The
fundamental problem is that of planning the budget efliciently.

The following three fundamental principles of budget operations help the state to
achieve the principle of inaximum social advantage:

1. The marginal social benefit of public expenditure and the marginal social sacrifice
of taxation must be equal.

2. The resources of the state should be so distributed on different heads of
expenditure in such a way that the margina! return of satisiaction from each of
them is the same.

3. The tax burden should be so distribuled that the marginal social sacrifice of
taxation to each tax payer should be equal.

2.8 OBJECTIVE TEST OF SOCIAL ADVANTAGE

How far we have to apply this doctrine of optimuin social welfare in the field of actoal
administration of financial policies? According to Dalton, there arc rwo praciical tests
that should be achieved by the [Finance Minister who pursue his poliries m accordance
with the concept of optimum social wcltare.

These two tests are:
{a) Political test, and

{b) Economic test.

Political Test
Preservation of the Community

The first test is the provision for defense against exlermal aggression and the
mainuenance of internal law and order. That is to preserve the community and to
ensure confidenice and promole the economic life of citizens. thereby enhancing the
social advantage.



These duties must be performed by every governmend, aparl from other
considerations. Tt is therefore essential o maintaim army, police and judiciary (o meet
the external threat of the enemy successfully.

Economic life would be diflicult if not possible, in the absence of a sense of securily
in the minds of the people. For this reason, adequate sum spent on the armed forces,
the police and judiciary may be justifiable,

At the same time, as Dalton points out, a peaccful and just policy must be followed
both at home and abroad.

A belligerent foreign policy should increase the dangers of the war and thus
necessitales increased expenditure on delense,

Similarty an unwise polilical, economic and social policy may perhaps necessitate
increased expenditure on the maintenance of iaw and order.

Econamic Test
The second test - Economic test is divided into two:
(i) Tmprovement and expansion in the productian of wealth, and

(ii} Reduction in economic inequalities. A sound financial policy should serve the
fundamental purpose of better praduction and distribution,

{(a) Improvemenr in Production: 1t means increase in the amount of wealth
produced per head. This in lurn necessitates optimum utilisation of all factors
of production.

It also implies minimisation of the wastage of resources, resulting fram
misdirection and unemployment. [t alsec means improvements in the
composition or pattern of production, so as best lo serve the needs of the
community.

(b) fmprovement in Distribuiion: Another important consideration is that the
distribution of wealth should be improved. The operation of public finance
can bring about changes in the distribution of wealth, if the purchasing power
is taken away from 1ax paycrs and transferred to others in the shape of public
expendifure.

IT this transfer akes place from the relatively rich to the relatively poor sections of
people the distribution of wealth can be made more equat. Taxation and public
expenditure can be very useful instruments for bringing about redistribution.
Hence proper distribution ol income and wealth is essential jor increasing the
economic welfare.

According to Dalton, improvement in disiribution resolves themselves into:

{1 Reduction in the glaring inequality, which is found in mast civilized communities,
in the incomes of dilTerent individuals and lamilies and

(2) A reduction in the greal fluctuations, between different periods of time, in the
incomes ol pariicular individuals and families especially among he poorer
sections ol the community,

Other Conditions

(a} Stability and Full Employment: Still another consideration is the maintenance of
stability in the level of economic aciiviry and full emplaymenc. Instability is the
fundamental feature of free economy and is a cause of much misery and
sufferings.
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Boom and depression should be properly controlled. The social advantage to the
community can be enhanced il business conditions in the couniry are stable and
when all [luctuations are eliminated.

Less {lucmation means more stability, through time, in the economic life of the
community, and particularly in the income and employment of individuals. More
stability is another aspect of the better organisation of production.

However it should be stable at a high level of employment, not merely a less
fluctuations around a lower level. Full employment is now generally accepied as
one of the first economic aims of a well-organised society. 11 is favoured, because
it helps 1o increase production and to promote a greater equality of income.

(b) Provision for Future: Finally as Dalton has pointed out, another important
criterion is the elfect on fulure generations. Individuals are mainly concerncd with
the present only and not with the future,

The state is a permanent association and is concerned with the welfare of future
generations. Therefore, the aperation of public finance should be such as to safe-
guard the interest of the future generation also.

In the words of Dalton, *it shuuld be added that the statesman is a trustee for the
fuwre, 1o less than for the present. [ndividuals die, but the community, of which
they form part, lives on. The statesmian. therefore, should prefer a larger social
advantage in the future to a smaller one today ™,

2.9 LIMITATIONS OF THE PRINCIPLE OF MAXIMUM
SOCIAL ADVANTAGE

There is no doubt that the principle ol maximum social advaniage occupies a pivotal
position in the domain of states fiscal activities.

115 theoretical significance cannot be under estimated. Yet there are certain difficulties
in the application of this principle.

it has to be noted that a fiscal operation promoting production and better distribution
cannot be easily reconciled with one another. A policy that favours investment and
increased production might not be promating the welfare distribution. For example,
taxation that encourages investment, profit and risk taking cannot be progressive to a
sharp extent.

At the same time inadequacy -~ progressive taxation widens economic inequalities
and hampers distribulion of income and wealth. Similagly a policy that favours
distribution might be inimical to production.

For example, steeply progress we taxes on income and wealth discourages capita
formation and investment, though it helps distribution of wealth and income. A lot of
praciical difficultics may emerge in the execution of this principle in governments
fiscal operations.

The importam difficulties are summarized below:

I. Ttis impossible to make a comprehensive estimate of the resources that wil} have
to be raised and spend by govemment. before it obtains the point of optimum
social welfare. The theory of optimum social weifare is no doubt attractive, but it
does not suggest a practical code of conduct, for a government in its financial
activity.

2. The point of optimum social welfare is an elusive concept. Even if this point js
wanted to become a tamgible reality, it is a inoving poini subject to endless



fluctuatians. Therefore, the finance minister is not comfortably placed (o
formulate his policies on the basis of such a rapidly variable factor.

It 1s very difficult {or the state to measure and balance the marginal utility and
marginal diswtility arising from expenditure and w@xation policies. Utilities as we
know are highly subjective phenomenon, which cannot be measured precisely.

It is very difficult 10 compare and measure the marginal ntility and disutility of so
many individuals in 4 society. Likewise it is not possible to measure social benefit
and social sacrifice in fiscal operations of the siate.

Seligman doubts the wisdom contained in the concept of optimum social welfare.
He points out that war and other emergencies may compel a counlry to use up a
targer amount of her resources that #t can normally afford,

A governmcnl may be given by cir¢umstances to increase its allowances to certain
spending department at the expense ol other departments, whose place may be not
iess imporant, but may not be so urgent. The conception of a point of maximum
social advantage 15 thus relative to the prevailing circumstances and it 1s admitted
by i our present siate of knowlcdge more of theoretical than of practical
significance.

Bul Daiton himself realizes the praclical difficulties inherent in Lhe process of
determining the point of optimum social welfare, But this difficulty, Dalton points
ow, does not take away the substance of truth from the theory.,

Dallon guotes the old Greek saying “it is not Lhe casy thing, but the difficult
things, which arc beautiful”. Theretore whatever might be Lhe practicel difficulty
tn regard to the implementation of the theory of optimum social welfare, it
provides an excellent basis for the conduct of the {inancial activities of the
government.

JCheck Your Progressfi

Fill in the blanks:

I. The gwding prmciple of state policy has been technically necessary as the
Principle of Maximum Social Advantage by

2. is a loss of utility to the people,
3. The fundamenmal principle of Public Finance is the

4. _ is achieved where the marginal social benefit of public
expenditure and the marginal social sacrifice of taxation are equal.

50 doubts the wisdom contained in the concept of optimum
social welfare,

2,10 LET US SUM UP

“Public Finance™ is considered to be the best fundamental prineipal which ensures
the Maximum Social Advantage concerned with income and expendituwre of public
authorities from its fiscal operation.

Taxation is a loss ot utility to the people, while public expenditure is a gain of
utility to the community.

N
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An equilibrium is reached when 1he size of the budget 15 such that marginal social
benclius of public expenditures are equal to the marginal social sacrifice of
taxation.

The fundamental principle of Public Finance is the 'Principle of Maximum Social
Advantage’.

Marginal Social Sacrifice (MSS) states to the expanse of social sacrifice
undertaken by public due to the additional unit of tax imposition on them.

Dalton says (hat the additional burden (marginal sacrifice} resulting from
additional units of wxation goes on ingreasing i.e., the 1oal social sacrifice
increases al ap increasing rate.

The social henefit trom each additional unit of public expenditure declines with
the increase ol public expenditure.

Maximum Sccial Advantage is achieved where the marpinal sacial benelit of
public expenditure and the marginal social sacrifice of taxation are equal, ie,
MSB = MSS.

Seligman doubts the wisdom contained in the concept of optimum social welfare.

2.11 LESSON END ACTIVITY

Do you think that for a public good, the marginal social benefit will be higher than any
individual's marginal benefit of consumption? If yes. give answer to support your
question.

2.12 KEYWORDS

Budger: The account of income and expenditure.

Fiscal operations: The activities of liscal.

Inflation: The usage of mare money than business needs of the country.

Taxation: To impose tax.

2.13 QUESTIONS FOR DISCUSSION

1.

2
3.
4

Explain the principle of inaximum sacial advantage defined by Hugh Dalton.
MSB = MSS. Discuss.
Discuss the limitations of the principle of maximuin social advantage.

What are the difficullies that are faced in maximum social advantage?

Check Your Progress: Model Answer
. Hugh Dalton

2. Taxation

3. Principle of Maximum Social Advantage
4. Maximum Social Advantage
5

Seligman
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3.0 AIMS AND OBJECTIVES

After studying this lesson. you should be abie ta:

e Krow about sources of public revenue
# Discuss the classification of public revenue

® Define canon of taxation

3.1 INTRODUCTION

Classification of public revenue given by writers on public finance reflects their
prejudice in regard to the functions of the siate. The champions of Laissez-fair
philosophers would not consider profit form public eaterprises as normal source
revenue, whereas the socialist writers woutd regard such profit as a fruitfil source of
revenue. For example in the erstwhile USSR, non-tax revenue account for about 90
percent of the total revenue of the state.

While discussing the question of classification of public revenue. Prol. Seligman
remarked “among the unsettled questions of the science of finance few are more
troublesome than that of classifying the different kinds of public revenue”.

o
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The same view is also held by Prof. Dalton when he expressed “the urter futility of a
discussion on classification of public revenue”. However the aim of classification of
revenue is to clarify the nature of revenuc and to help us in a scientific study of the
subject,

3.2 SOURCES OF REVENUE

The income of the govemment through all sources is known as public income or
public revenue.

Daltor explains, “Public [ncome™ has two senses — wide and namrow. In its wider
sense it includes all the incomes or receipts which a publi¢ authority may secure
during any period of time. In jts narrow sense. however, it in¢ludes only those sources
of income of the public authority which are ordinarily known as “revenue resources™.
To avuid ambiguity, thus. the {former is termed “public receipts”™ und the latter “public
revenue”.

Generally, receipts from public borrowings and from the sale of public assets arc
mainly omilted from pubiic revenue. For cxample, the budget of the Government of
India is classified into “revenue™ and “capilal”. “Heads of Revenue™ include the heads
of income vnder the capttal budget are termed as “receipts™. Thus, the term “receipts™
includes sources of public income which are excluded from “revenue™.

In a modern welfare state, public revenue is classified inte two types,
1, Tax Revenue,

2, Non-tax Revenue.

3.2.1 Tax Revenue

Tax revenue are those funds raised through the various taxes. Taves are necessary
contributions levied by the government on its citizens o mmeet its general expenses
incurred for the common good. As Taussig puls iy, “the essence of a lax, as
distinguished from other charges by government. is ihe absence of a direct quid pro
quo between the tax payer and the public authority™.

Seligman defines a tax as: A tax is a compulsory contribution from a person to the
government to defray the expenses incurred in the common interest of all, without
reference to specific benefits conferred”.

| Sources ol Public Revenue |
—a—
[ Fclcs |
| Fines andll Penalies |

Special Assessments |

Price |
|

I Gifls and Donations ]
]

] Granis in Aid ]

Figure 3.1: Sources of Tax Revenue



Characteristics of Tax
The main characteristic Teatures of a tax are as follows:

. A tax is a compulsory payment o be paid by the citizens who are liable to pay.
Hence, denial to pay tax is a punishable offence.

2. There is no direct exchange of goods or services between the tax-payers and the
public authority. In other words, the tax payer cannot claim mumal benefits
against the taxes paid. However, as Seligman states that the state has to do
something for the community as a whole for what the 1ax payers have contributed
in the for of taxes.

*But this reciprocal obligation on the part of the govemment is not towards the
individual as such, but towards the individual as parl of a greater whole™.

3. Taxes are levied to meet public spending incurred by the government in the
general interest of the nation. It is a payment for an indirect service to be made by
the government ie the community as a whole,

4. Taxes payablc regularly as well as penodically as determined by the taxation
authority.

in modern public finsnce taxes represents a significant part of public revenue.
Tasation can affect the size and mode of comsumption. parern of production and
distribution of income and wealth or we can also say that taxes have macro-econornic
effects.

Tnequalities of income and wealth by lowering the high income group’s disposable
incotne can be reduced by the help of progressive taxes. The income left in the hands
of the tax payer {or disbursement after tax payment is known as disposable income.
Taxes imply a compulsory saving in a developing economy. Hence. taxes constitute
an important source of development of public finance.

3.2.2 Non-tax Revenue

Non-tax revenucs of the government includes public jncome received (hrough the
administration, commercial enterprises, gifts and grants.

Non-lax revenue includes:

(1) Administrative revenue
(111 Profit from state enierprises
(ii1) Gifts and grants

{iv) Loans

Adminisirative Revernues

Under public administralion, public awthorities can raise some funds in the form of
fees, fines and penalties, and special assessments.

e Fees: The povernment or public authorities charge fees for rendening services to
the payees. Selipman says, “A fee is a payment to defray the cost of each
recurring service undertaken by the governmeni, primarily in the public interest,
but conferring a measurable advantage to the payer™.

Conrt fees, passport fees, etc., are caegotised as fees. Similarly, license fees are
charged to confer a permission by the controlling authority, e.g., driving license
fee. import license fee, liquor permit fee, etc. Fees ave to be paid by receiver who
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recelves special advantages. The amount of the fee usually depends upon the cost
of services extracted.

Fees are non-technical charges of the adininistrative activities of the government
and not a puyment for a business. Thus, fees are different from prices. Prices are
always voluntary payments, but fees are compulsory contributions, though both
are made for special services. Fees, sometimes contains an element of tax when it
is charged high, in order to get revenue to the exchequer e.g., a licenses fee,

e Fines and Penalties: Fines and penalties are charged and collected fram offenders
of laws as punishment. The main objective of these charges is not to earn as an
income, but to prevent the commission of offences and breach of laws of the
country. Fines and penalties are randomly determined and have no relation to the
cost of udministration or activities of the government. Hence, collections from
such charges arc inclevant #s a source of public revenue.

®  Special Assessments: Seligman explains “Special assessment™ as, “a compulsory
contribution levied in proportion to the social benefils derived to defray the cost of
a specific improvement to property undertaken in the public interest™. When the
government underiakes cerain types of public improvements such as construction
of roads, provision of drainage. street liphting, etc.. special benefits may be
conferred (o those who owning properties nearby. Hence, values of rents of these
properlies may increase. The govemment, therefore, may impose some special
taxes or charges fo recover a pant of the expenses incurred consequenily. Such
special assessment is levied commonly in proportion to the increased value af the
properties which makes it different from a tax. In India, these special assessments
arc refeared to as “'betterment levy™. Betterment levy is imposed on land when its
value i5 enhanced by the construction of social overhead capital such as roads,
drainage, street-lighting, etc. by the public authority in any area.

Profits of State Enterprise

With regards to the expansion of the public sector, profits of state undertakings also
are an important source of revenue these days. For instance, the central govemment
runs railways and the surplus from ratlway earnings can be normally contributed to the
revenue budget of the central budget.

Simitarty. prolits from the state transpon corporation and other public underiakings
can be important sources of revenue for the budgels of statc govermments. Likewise,
other commercial undertakings in the puhlic sector such as Hindustan Machinc Tools,
Bokaro Sieet Plant, State Trading Comporation, etc. can make profits to support the
central budget.

Earnings lrom state enterprises depends upon the prices charged by the public sector
for their goods and services and the surplus derived. Thus, the pricing policy of state
undertakings should be self-supporting and reasonably profit-oriented. Again, prices
charged are directly propartionate to the benefits conferred by the services rendered.

Forms of revenue derived by the government by selling goods and services of public
enterprises are known as price. Public enterprises like postal services are run on cost-
to-cost basis. The prices charged are just 10 ensure the cost of rendering such services.

However, in certain cases, when the state has an absolute monepoly, prices having a
high profit element are charged. Such monopcly profits of a state enterprise are in the
nature of a tax. Hence the major difference between price and fee can be stated as the
price usually can never be less than the cost of production or service, while fegs inay
or may not necessarily cover the cost of service.



Gifts and Grants

These forms are genmerally a very minor part of public revenue. These are purely
voluntary ot charitable contributions. {n modern times, grants from one goverament (o
another have a greater importance. Local governments receive grants [rom stlate
governments and state govemments {rom the central government. The central
government gives graits-in-aid to state govemments in order to enable them o carry
out their state functions, Grants, those are made by one country’s government to
another country’s government is termed as “foreign aid”. Usually such aid are
received by the poor countries from developed countries. which may be in the form of
military aid, economic aid, foed aid, technalogical aid and so on.

Loans

This largest non-tax source of Central Govemment’s revenue receipts is the interest it
earns mainly on the loans i1 has advanced to State Governments, to financial and
industrial entcrprises in the public sector. Borrowings from the public are another
source of pavernment revenue. It includes leans from the public in the form of
deposits, bonds. etc. and also from the foreign agencies and organizations. In India,
capilal receipts of the government budget are classified as foilowing:

&  Murket Loans: Open market borrowings through auctions and other investments.

® External Assistance: Loans from friendly foreign countrics and international
organisalions,

e Recovery of Leans and Advances: Recoveries from different levels of
government and PSUs.

3.3 CLASSIFICATION OF PUBLIC REVENUE

Different economists have classified the sources of public revenue differcnily. A
scientific ¢lassification enables us to know the vanous sources of resemblance with
one another and the ways they differ. There are various dlassifications of public
revenue available in economic literature, however we shall review a few imporant
ONEsS,

3.3.1 Seligman’s Classification
Seligman classifies public revenue into three groups:

(1) Graruitous revenue includes revenues received by the public authorities or the
state witheut any cost, ., gifts. They are entirely of a volumary nature. However.
these are very insignificant in the total revenue.

(ii) Comtractual revenue includes revenue received by sale of goods and sevvices
between the public authority and the peaple. For example, any prices fall under
this category.

(iii) Compulsory revenste includes income derived by the government from
administration, justice and taxation. Taxes, fines and special assessmenis are
regarded as compulsory reveaue. It is the most significant type of public revenue
in modern times.

3.3.2 Dalton’s Classifications

Dalton provides a very systematic, comprehensive and instructive classification of
public revenue. In this opinion, there are two main sources of public revenue —
(i) taxes and (i) prices.

il
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‘Taxes are compulsory charges impoesed by the public authorities whereas prices are
paid voluniarily by individuals, who enters into agreement with the public authority.

Taxes can be sub-divided into:

{11 Taxes in the ordinary sense;

(11} Tributes and indemnities;

(in} Compulsory loans; and

{iv) Pecuniary penalties for offences.
Prices can be sub-divided into:

(i} Receipts from public property passively held such as rents received from the
tenants of public lands;

(it} Receipts from public enlerprises charging competition rates:

(i) Fees or paymenis charged for rendering administration services such as birth and
death repistration fees; and

(iv) Voluntary public debt.

3.3.3 Taylor's Classification

Taylor divides public revenue into four categories:
(i} Grants and gifts

(ity Administrative revenues

() Commercial revenues

(iv) Taxes

Graius and Gifts

Grants are financial assistance provided by one government to another to enable it to
perform certain specified functions, for example, education and health grants made to
the states by the central govermment.

Gifts are voluntary contributions from individuals or institutions for specific purposes.
Granls and gilts are voluntary in nature and it lacks in quid pro quo to the donor.
Administrative Revernues

Revenue received via fees, licenses, fines and special assessmenis by the state by
performing adminpistrative activites. Most of these are volunlary in nature and are
hased upon the providing direct benefits to the payer.

Commercial Revenues

Commercial revenues are receipts received by the government in the form of prices
paid for government produced goods and services. This includes postal charges, tolls,
interest on loans of state financial institutions or nationalised banks, tuition fecs of
public educational institutions are included.

Taxes

‘These are compulsory payments made to government without any expectation of
direct return.



3.4 CANON OF TAX

The adnunistrative aspect of a (ax is referred as Canons of 1axation, They are related
to the rate, amount, method of 1ax and collection of a tux. Regardless of the modern
development of economic sciences, Adam Smith’s Canons of Taxation, still continues
to be widely accepted as providing a good basis to judge taxcs and its principles are
still applied.

Adam Smith in his book the Wealth of Nation, published in 1776, has suggesied
certain principles known as Canons of Taxation. The canons of Adam Smith are
although not free from objections. The fundumentat canons of taxation are as follows:

[. Canon of equity.

2. Canon of certainty.

3. Canon of convenience.
4. Canon of economy.,

The basic principle of taxation has remained unchanged for almost 220 years. Since
then, there has been a lot of changes in the economic activities, s0 modern econamists
like Charles F Bastable, H Dajton have added some canons to the existing one to
update and expand them.

L. Cunon of Eguiry: This canon suggesis that tax system should be based on the
principle of social justice. Equity refers to both horizontal and vertical equity.
Haorizontal equity describes the concept thal. taxpayers with equal abilities to pay
should the equal tax overall. However vertical cquity relers that taxpayers with a
greater ability o pay maore tax.

2. Certainty: There should be clear specilication about tax rules and when & how
the tax is to be paid. This canon is an agreement berween two parlies, first, the
taxpayer who is 1o pay the tax and second, the authority who receives the tax.

3.- Convenience of Payment: Paying taxes should be made convenient for the
taxpayer. Convenience in paying a fax helps ensure compliance. The appropriate
paymenlt mechanism depends on the amount of the lability and the level of
difficulty to eollect the tax.

4. Economy in Collection: This canomn suggests decrease in the administrative cost
of collection of the tax at the lowest level. The costs to collect a tax shouid be kept
to a minimum for both the government and taxpayers.

Simplicity: The tax law should be kept simpie so thal 1axpayers can understand
the rules and comply with them efficiently. A tax should be simple in nature so
that the tax-payer is abie to calculate it and pay it conveniently. Simpliciy in a tax
system reduces the number of errors.

th

6. Transparency and Visibility: Taxpayers should know the existence of tax and
how and when it is to be imposed upon them and others. Transparency and
visibility in a tax system enahle taxpayers o know the true cost of transaclions.
This also enables a taxpayers to know when a tax is being assessed or paid and 1o
whom.

7. Neutrality: The effect of the tax law on a 1axpayer's decisions as to how to cany
out & particular transaction or wheiher 10 engage in a transaction should be kept to
a minimum. The principle of neutrality stands for the proposition, that laxpayers
should not be unduly encouraged or discouraged from engaging in certain
activities due to the tax law.
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10.

Approprigte  Government Revenues: The [ax system should enable the
government to determine the amount and u lime duration of tax revenne will be
collected. Mostly, a government realizes better stability with a mix of taxes.

Economic Growth and Efficiency: The tax system should not reduce the
productivity of the economy. A tax system should be aligned with the economic
goals of the jurisdiction imposing the tax. Generally, the system should not favor
one industry or type of investment at the expensc of others. The principle of
economic growth and cfliciency might seem to be in conflict with the principle of
neutrality.

Canon af co-ordination: In some counuries taxes are levied by central and state
governments, therefore. it is desirable 1o have the co-ordination between diflerent
taxes that are imposed by different lax authorities. Governmenis should
incorporate those canons for incicasing taxes revenue.

Check Your Progress

Fill in the blanks:

1. The income of the povernment through all sources is known as

I

In a modem welfare stale, public revenue is classified into two types—
and

3. Taxes payable regularly as well as periodically as determined by the

4, Public authorities can raise some funds in the form of fees, fines and
penalties, and special assessments can he raised under

5. InlIndia, these special assessments are referred to as

6. are related to the rate. amount, method of tax, and
collection of a tax.

3.5 LET US SUM UP

The income of the government through all sources is known as public income or
public revenue.

Generally, receipts from public borrowings and from the sale of public assets are
mainly omitted from public revenue.

In its narrow sense, however, it includes only those sources of income of the
public authority which are ordinarily known as “Tevenue resources™.

Taxes are necessary contributions levied by the goverament on its citizens 10 meet
its general expenses incurred for the common good.

A tax is a compulsory contribution from a person to the government (o defray the
expenses incurred in the common interest of all, without reference to specific
benefits cnnferred™.

[nequalities of income and wealth by lowering the high income group’s disposable
income can be reduced by the help of Progressive taxes.

Non-Tax revenues of the government includes Public Income received through the
administration, commercial enterprises, gifls and grants,



® Regardless of the modern developmenl of economic sciences, Adam Smith's
canons of taxation, still continues to be widely acecpted as providing a good basis
to judge taxes and its principles are stil applied.

3.6 LESSON END ACTIVITY

Give the sources of public revenue [or the national governmem.

3.7 KEYWORDS

Transference: From one hand to another hand.
Contribation: Linle charily.

Public Revermuee: Revenues earned by the government are received from sources such
as taxes levied on the incomes and weaith accumulalion of individuals and
corporalions.

Taxation: Taxation refers to coinpulsory or coercive money collection by a levying
authority, usually a government.

3.8 QUESTIONS FOR DISCUSSION

1. Discuss the source of public revenue.

Highlight the characteristics of tax.
Define non-tax revenue. Discuss the types of non-tax revenues.

Discuss the classitication of public revenue,

LI TR - WE R o |

“*Canon of Tax™. Discuss

Check Your Progress: Model Answer
I. Public Income or Public Revenue
2. Tax Revenue, Non-tax Revenug

Taxation Authority

(¥R

4. Administrative Revenues

Lh

Betterment Levy

6. Canon of Tax
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4.0 AIMS AND OBJECTIVES

Afier studying this lessan, vou should be able to:

& Discuss the ubjectives of laxation

e Describe the classification of tavation

¢ [xplfain the merils and demerits of taxes
e C[Elaborate the impact of 1axation

e Discuss the factors of ax

e Define Indian 1ax system

4.1 INTRODUCTION TO TAXATION

Tuxation has existed since Ihe birth of early civilization. The first known system of
taxation was in ancient Egypt around 3000 BC-2800 BC in the first dynasty of the old
Kingdon:. But the taxes were either material or money like goods or semvices in the
primitive society. The subjects used {o pay a share of their income 1o the Head of a
tribe or to the King who in return provided Lthem with the administration security from
fareizn agpression and other civic amenities. Feudalism was founded in the medieval
centuries and so the origin of modem tax system alse was founded. Feudal market
dues, tolls for prolection and usc of road, bridges, ferries. land rent, and other payment
in guods and services were gradually transierred into money paymecni with the nse of
money econamy. Kings liked to receive money and the people preferred to pay money
instead of goods and services, Gradually, the old feudal revenue system transfonned
into taxation, With the development of economic sciences and passage of time, the
functions of modern state appeared and taxation slowly became a tool of usage with
more than one goal and converted into an important source of revenue. During 19%
and 20" centuries there has been bath qualitative and quantitative change in the public
expenditures. Tuxation has passed through the stages with passage of time, and tax's
functions and objectives also have changed from the ancient cotnmunities o medieval
socicties 10 modern societies also, so the 1ax system has evalyed with the evolution of
the functions of the modern state, Taxation is a form of payment from individuals or
legal cntity and il s imposcd by povernment. [or which there are no goods of services
received directly in retusn, so taxes is that amount of money they the people pay but it
has no direct relation lo the benefit obtained by the people from Ihe provision of a
partictlar gond or service. Unnl the early 1930s, it was universallv accepted in
principle that goveminents should bailance their budgets. Thus, the principle reason for
taxation was to pay for povernmeni expenditures. Of course, govermments had from
time t¢ lime resorted 1o borrowing in order to pay Tor their expendilures and
government borrowing was relatively quite large during some war periods.
Govermment burrowing may be from the private sector or from abroad.

Ahlematively, govemments may borrow from the central bank of the country. Moeney
provided by taxation has heen used by the government and their functional equivalents
throughoat histary to carry out many functions. Some of these include expendilures on
war, the enforcement of law and public order, protection of properly, econcmic
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infrastructure (roads, legal tender, enforcement of contracts, etc.), public works, social
engineering, and the operation of government itself.

Governments also uses taxes to fund welfare and public services. A portion of taxes
also goes to pay ofl the state’s debt and the interest this debt accumulates. These
services can include education systems, health care systermns, and pensions for the
elderly, unemployment benefits, public transportation, energy, water and waste
management sysicms, and they also include common public utilities. Governments
have also financed ¢xpenditures in recent years through the sale of publicly owned
assets. Although assel sales were an important saurce of funds 1o the UK government
in the 1980s. they are nccessarily fimited since assels can only be sold once. Thus.
governments still had te raise most of the revenue needed 1o finance their expenditures
through taxation or by charging direcily for government services (user charges).
Governments use different kinds of taxes and vary the tax rates, this is done to
distribute the tax burden among individuals or classes of the population involved in
taxable activities such as business or to redistribute resourees between individuals or
classes in the population.

Modem social securiry systams are intended to support the poor, e disabled, or the
retired by {axes on those who are siill working. In addition, 1axes are applied to fund
foreign aid and mifitary venlures, to influence the macroeconomic performance of the
economy or to modify patlerns of consumption or employment within an economy, by
making som¢ classes of lransaction more or less attraclive, Thus, there is no doubt that
most of the govermnent expenditures must be paid for tlrough tbe taxation system and
it is reasonable to see this as the principle function of taxation.

[n the medem time, taxation is not only a means of transferring money 1o the
government to spend for meeting the public expendirures or raise revenue 1o the
government, bul taxes have become a tool to reduce demand in the private sector,
redistribution of income and wealth in the societies in the countries. It is also a means
for economic developmens for playing a very imponant role in the case of stabilisation
of income, protection industrial home from foreign industrials. Taxation helps to find
out solution for some economic problems that face the state like unemployment,
inflation and depression cases, it has become as a stake in the election between the
competing parties in the side of state. The researcher, Dr. A. Senthilrajan have
mentioned thar, taxation {inds out solution for some economic problems, but not
alone, but there are also u lot of another fiscal instruments. 1t is also mentioned that,
countries are pracliving sovereignty authority upon its ¢itizens, through levying of
Taxes.

Definition of Tax: Afiec briet inwoduction, the researcher’s have stated some tax
definitions. Although, therc is no precise and accurate defunition for the tax and iis
concept, but it has been defined differenily by different economists. So there are a
many definitions of taxes, and some definitions go back 1o the oldest sciences
Economists in the world like Prof. Seligman, Bastable, Deviti de Marco and Hugh
Dalton and so on.

The researcher has searched for some of definitions firom various sources.

According to Prof Seligman, *A tax is compulsory contribution from the person to the
government to defray the expense incurred in the common interest of all without
reference to special benefils conferred”.

DBastahle defines it as ~A 1ax as a compulsory contribution of the wealth of a person,
or body of persons for the service of public powers. Taxation is the acl of levying a
tax. i.2., the process or means by which the sovereign, through its Yaw making body,
raises income to defray the necessary expenses of government. It is merely a way of



apportioning. lhe cost of government among those who in some measure are privilege
1o enjoy its benefits. therefore must bear its burden”.

Deviti D¢ Marce defines A wax as a share of the income of citizens which the stale
appropriate in arder to procure for itself the means necessary for the production of
general public services™.

According to Hugh Dalion “A tax is a compulsory charges imposed by a public
authority irrespective of the exact amount of service rendered to the tax payer in return
and not impnsed as a penalty far legal offence”.

JomBowvier defined a tax as “A pecuniary burden imposed for suppart of the
government, the enforced proportional contribution of persons and property of the
government and for all public needs”.

duseration Justice Dwyer wrore A tax a compulsery contribution, or an imposed,
may be nonetheless a tax, though not so called. Contribution imposed by a sovereign
authority on, and required from the general body of subjects or citizens as
distinguished from isolated levies on individuals™.

From the rescarcher's point af view definition of tux is “A tax is compulsory
contribution, levied by govemiment {rom owner of income without direct benefit but
lor public benefit, and 1axes should be arranged by the law’.

From all definitions imentened above, it i1s now clarilied that, there is not one formula
for delinition,

4.2 CHARACTERISTICS OF TAXES

The researcher’s have also discussed characteristics of tax. The researcher's have also
identified that, public revenue is divided into tax revenue and non-tax revenue. Non-
tax revenue like revenue received from adminisirative activities hke fines, fees. gifis
arid grants, surplus from public enterprises, special assessment of bettennent fevy, and
deficit financing, however the tax revenue has some other characteristics whici has
been mentioned below:

I. Tax is compulsory paymeni: A tax is levied by law and hence is a compuisory
element existed by legislation. So 1ax is compulsory payment to the govenunents
from its citizens, Tax is dufy from every citizen to bear ls/her share for
supperiing the government, The tax is a compulsory payment, refusal or objection
for paying tax may Jead to punishment or is an offence of the count of law.

b

Tax is contribution: Conmibule means order to help or provide something, Tax is

contribution from members of community to the Government. A tax is the duty of

every citizen 1o bear their due share for suppori of government; these contribute To
help the government to face its expenditures.

3. Tax is an umount of maney: Tax is used as a tool lor exchange and wmeasure for
prices and cifors.

4. Tax is for public benefit: Tax is levied for the commuon goud of the society
without any direct to benefit to any special individual. Government prolits are
spent to extend common benefits 1o all the people during natural disaster - like
floods, famine - detense of the coumiry, maintenance of law and establish
infrastructure and order. Such benefits are given to all people.

> Tax is puid according (n income or weaith of the tax payer: Income means
money received, especially on regular basis, for work or through investment. Tax
is paid out of income as long as the income becomes realised.

v
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6. Government’s impose taxes: Government is practicing sovereign authority on its
citizens through levying of taxes, hecause the 1ax 1s sovereign revenue. Only the
government has all the power to collect tax. Tax is transferring resource from the
private sector to the public sector.

7. Tax is not the cost of the henefir: Tax is not the cost of benefit conferred by the
government on the public, The benefits of tax payers are related however payment
of taxation is of course designed for conferring of benefits on general public.

A tax is levied for the economic growth and public welfare of the country. The major
objectives for the government are to maximise economic growth and social welfare.
Development activities of a nation generally invelves two operations, firstly, raising of
revenue and secondly, spending of revenue, so that the government can spend taxes
for economic benefit of entire community and for apgregate welfare of the society,

4.3 OBJECTIVES OF TAXATION

Objecnves of 1axes have been developed as and when the functions of the Government
are developed. In the primitive communities 2 member was to pay his share to the
Head of the tribe, who in return provided them with administration, security from
foreign agpression and other civic amenities. But today taxation besides being the
main resource for supporting government has become a tool for econoinic growth.
social welfare; attract foreigner investment, economic stability, and income
distribution. The researchers have explained the objectives of taxes in brief.

1. Revenue: This is one of the oldest, uppermost and primary objectives. The taxes
are imposed so as to produce the necessary amount of revenuc to meet the
requiretnent of the govermmment since the public expenditures is increasing in
scope and size day by day. So the main objective of taxes is 1o raise revenue to
meet the expendilures adequately. The provision of public services and
infrastroctore is a Key for any economic development and growth, so the
Government pursues to secure a hupge amount for protection, education, public
health, etc.

2. Social objectives: Taxes are one of the main goals for some of social objectives:

{a) Redistribution of income and wealth: Redistribution of income and wealth
income is different from one person 10 another it the society. [nequity in
income feads to many issues and the government aims to reduction of
mequalities between members of the saciety to secure social justice.

For the achievement of these goals government follows these ways
a) Tmposition of high rate tax upon luxury commodities. b) Applying
progressive tax system when levying taxes from taxpayers. ¢} Impositien of
tax exemption to basic goods.

(b} Social welfure; Social welfare is the basic need of the society in the modern
age. The government functions have become very important to the society,
because the society needs saving, protection, education, health, and so on. All
these functions are necessary to make social welfare, so the government levies
revenue from tax, and expends it for those functions. Therefore, revenue from
taxes is fuel to the government for social welfare. Social welfare is indicator
of development of the countries, so almost all the countries have competition
to introduce these services in the socielies.

(c) Safety of societv from bad and injurious customs: Fighting the bad customs in
the society is the primary lask of the government, so tax is a oo} for fighting
some of those customs. From this angle tax imposition of very high



percentage on the goods like tobacco and alcohol is an effort 1 reduce. Those
habits have reaction on.

3. Economic significance of taxes: Taxes, if discussed from economic point of
view, taxation helps to inspire some economic activities and as a tool 1o resolve
some cconomtics problems. Tax is also a means for directing of scarce economic
activities. Taxatiop helps 10 accelerale cconomic growlh. and (axation plays a very
inportant role in economic stability

{a)

(b

—

{c}

(d)

Economic growrh. Taxes are constdered as a tool for ¢conomic growth and
it helps al 1o acceleraie growth of economic development. Economic
development has placed considerable emphasis on nbjectives of taxation
policy. Economic development is the main objective in all the couniries of
the world. Economic development depends on mobilisation of resources and
efticienmt use of resources between different sectors of the economic
activities.

Enforcing government palicy. Government policy can be easily enforced by
adopting of suitable tax policy. The Governmenl encoursges invesiment,
saving, consumption. expott, protection of home industry, employinent,
preduction, protection of soctety frum harmful cusioms, and economic
stability through suitable tax policy. Therefore, the govemment provides tax
exemption and benefits to cerfain investiments and saving.

Directing limited resources o effective and cssential channels. Tax policy
plays crucial role for direction scarce vesources inlo essential commodities.
This is achieved by piving @ax exemption to certain industries and imposition
ot leavy duties an other industries, so with the adoption of suitable tax policy,
economic resources may be diverted 10 the production of necessary anicles
and investors will go to the exemption industries.

Economic stabiline- To maintain economic stabifity is one of the major tax
objectives. Economic stability 1s a very significant factor far the economic
growth. Government can use taxes in the case ol inflation and depression,
Here taxation has differest roles in 1imes of inflation und depression, in the
case of inflation when the prices are rising. Tax can play very important
role, which the government reduces. the purchasing power in the hands of
people. Thus avse in the rates of existing taxes and the imposition vl new
taxes would check consumption, decrease the level of effective dermand and
therefore help in bringing up stability in prices. Heavy laxation tansfer
purchasing power from the hand of people 10 the government which if used
for productive purpose will increase Lhe leve] of economic activity and
employment.

Thus the researcher have identified that there are three main objectives of taxes -
revenue objective, social objective and economic objective, Revenue objective is the
primary objective for supporting government for enforting its functions of public
goods and services. Taxes raise money to spend on armies, roads. schools and
hospitals. and on more indirect government functions like market regulation or legal
systems. Sccial objective is redistribution of income and weaith between rich class
and poor class in the community . Social welfare also ensures welfare to the member of
society and keeps society safe from bad and injurious cusioms. LasUy economic
objective of taxes are to use more in the economic field, economic growth, enforcing
governmens policy, direction limited scarce resources into effeclive and essential
commeodities and eeonomic stability.

4}
The Ty Svstem



43
Public I'mance

4.4 CLASSIFICATION OF TAXATION

Tax is the main scurce for the govemment revenue. The government businesses are
unable to perform without funds and hence it needs money. Previously we have
known that the government income sources divides into tax revenue and non-tax
revenue. There is one fact that, revenue of tux represents majority from total public
revenue, There is more than one classification of taxation.

A swudy of the classitication of taxes helps us to understand the nawre and
significance of different taxes. Hence, taxes are generally classified on the basis of
nature, form, aim essence and methods of taxation.

The lollowing classification is commotnly found in modern Lix system:
1. As who bears the burden are direct taxes and indirect taxes.
As (0 subject of matter are personal, property and excise.

As 1o determination of account are specific and Ad-valorein duties.

2
3
4, As basis of method are progressive, proportional, regressive and regressive taxes.
5. As to purpose are single and muitiple taxes.

6

As 1o scope are national tax and local tax.

One classification does not contradicl the other but they are complementary agnd
supplementary to one another and all classifications don’t come out from one, that
who bears the burder, so the rescarcher will discuss only one classified lax according
to who bears the burden of tax (dircct and indireet taxes).

Direct and Indirect Taxes

This is the best classification for revenue ax and it is well known among scientists of
public finance. The main source of revenue for the govermment is lax revenues {direct
and indirect taxes). The common difference between direct and indirect taxes is ihat a
direct 1ax is one for which the formal and economic incidence are essentially the
same-that s, the taxpayer is not able to pass the burden on to someone else. Thus,
income (ax counts as a direct tax bul VAT counts as an indirect tax because the tax
burden may be easily be passed on to other. Direct taxation is defined as (he tax which
is direcily levied on the citizens of a country.

Taxarinn
1
Direct Indueel
l
Income Tax Wealth Tax Excise {Custoans Sales Service
Duty Tty
|
i | 1
Personal C al .
ersom orporate Modified
Income Tax Income Tax

Figure 4.1: Structure Taxes Revenue According to Who Bears the Burden



‘The above figure defines the siructure taxes revenue, Every individuals and concerns
have to pay direct taxes ta the government on a reguiar basis. These direct taxes are
calculated on every source of income that accumulates to the business of an
individual. On the other hand, the individuals of a country are also charged certain
taxes indirectly. Far examplies, sales tax. excise tax and service tax. These taxes are
known as indirect tax. The classification of taxes has been defined from sciemisis of
economics, bat ihe distinction between direct and indirect taxes is not always
satisfactory or a consistent one.

Direct and indisect tax according to Dr. Dalton, depends upon who bear the impact
and incrdence. As a person bears impact and incidence that is direct taxes, while the
impact and the incidence are not differemt persons, the tax is indirect. Thus, incomne
and property taxes are direct taxes. while customs and excise dutics are indirecl taxes.
Taxation on direct income, tax duty, pcrsonal income lax, corporate income tax,
modified wealth tax, indirect Excise Duty, customs sate (VAT) services.

Accarding to D, Nicholas Kaldor, there are taxes which are levied on persens and
corporation and taxes levied on (ransactions. Thus income tax or the ownership of
property would be direct 1axes and taxes on the purchase or sale of property like stamp
duties would be indirect tax.

Avcording to J.§ M, taxcs are dircet or indirect depending upon whether the ultimate
burden of the tax fall upon the person who actualty pays the tax or not.

Profl. P.E Taylor, thinks in terms of shilt ability. When the tax don't shifted is direct,
but when tax is shifted, it is indirect 1ax, Thus, there seems to be no scienlific or
logical basis for the distinction of laxes inlo direct and indirect and there is a lot of
confusion and vagueness regarding the basis of classification of direct and indirect
taxes. There is no precise scieniific or logical criterion to decide whether a tax is direct
tax or an indirect.

4.4.1 Direct Taxes

Direct taxes are thase which are paid once for all by the persons fram whom they are
collected and not passed on 1o another, In the direct taxes, the impact and ibe
incidence of a direct tax are on the sane persan. Direct taxes do not lead to increase o
prices of commodities. They are progressive in nature and have satisfied the canons of
economy, convenience and finally, direct taxes are taxes on income, 50 all incomes
from various sources are direct taxes, for example, persoral income, corporate
income, income from land, propetties income, income from capital, income from
investment, wealth tax and gifi lax. i

Merits of Direct Tux

1. Equity: Direct laxes have equity ol sacrifice, depending upon the volume of
income. They are based on the principle of progressive, so rates of tax increase as
the level of income of a person rises.

2

Elasticity and productivity: Direcl laxes have elasticity because when the
government faces some emergency like earihquake, floods and faminc, the
government can collect money for facing those problems by direct tax.

3. Certainty: Direcl taxcs have certainty on both sides’ tax-payer and govermment.
The tax payers are aware of the quantity of tax. They have to pay and rate, time of
paymient, manner of payment. and punishment {rom the side of government is also
certain aboul the total amount they are getting.
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4.

Reduce inequality: Direct taxes follow progressive principles so it is taxing the
rich people with higher taxarion and the poor people with a lower level of
Laxation.

Good instrument in the case of inflation: Tax policy as liscal instrument plays
imporiaat role in the case of the inflation, so government can absorb the excess
money by arising in the rate of existing luxes or imposition of new taxes.

Simplicity: Direct taxes are simplified, while levy the rules, procedures,
regulations of income tax are very clear and simple.

Demerits of Direct Taxes

1.

I3

Evasion: Direct tan is generally a large ammount and therefore tax payers try
€Vasion.

Uneconamically: Expenses of coliection are larger in the case of indirect taxes,
because Lhey require widely-spread staff for coilection.

Unpopular: Direct tax is required 10 be paid in lump sum for the whole year, so
the tax payers feel the painful payment, these taxes are theretore unpopular.

Little incentive to work and save: In direct laxes, rates are of progressive nafure,
A person with higher earnings are 1uxed more, in turn he is left little amount. So
the tax paver feels disincentive 1o work hard and save money after reaching a
certain level of income.

Not suitable fo o poor country: Direct laxes are not enough to meet its
expenditure.

Arbitrary: Due to absence of logicul or scientific principle to determine the degree
of progression in the taxation, the direct taxes are arbitrary.

4.4.2 Indirect Taxes

Another type of lax revenue is indirect taxes. Indirect taxes are paid by the producer or
importer and passed on ¢ the consumer. The impact and incideni of tax are on
different persons. Tndirect taxcs are laxes on commodities and services other than
personal services. Relationship between iax payer and lax authority is absent. All
people whether rich or pout are charged fixed rate. These waxes shift to another person,
effect in income of poor people more than rich people. Indirect tax like excise duties,
customs dusies, sales tax and service tax,

Meriis of {ndirect Tuxes

L

ko

High Revenue Production: The nawre of indirect taxes is imposition on the
commaodities and services, Heve indirect taxes cover a large number of essential
goods and luxurious gaods which are consumed by the mass both rich and poor
people, these help in collecting a large revenue.

Neo Evasien: Indirect tax 1s inciuded in the price of commodity, 50 tax evasion or
tax avoid is difficult.

Convenieni: Indirect taxes are generally less in amount and they are hidden in the
price of goods or service, hence the burden of these taxes is not much felt by the
tax-payers, and it is ot lump surn like direct taxes.

Economy: Indirect 1axes are economical in collection and the administrations
costs of collection are very low, alsa the procedure of collection of these taxes is

very simply.



5. Wide Coverage: Indirect wxes cover almost all commodities like essential
commodities, luxuries and harmful ones.

6. Elasticity: Since ndirect taxation covers a large number of commodities and
services there is great scope for modification of taxes, goods and tax rale, much
depends on nature of good and on its demands.

Demerits of Indirect Taxes

\. Regressive in Effect: Essential commodities are used from all members of
community. While taxing these commodities the burden would be equal, and no
distingtion is made helween the rich and poor people.

J

Uncertuinty in Collection: Discourage savings and increase inflation: Indirect
1axes are payable when people spent their income or when people buy goods and
services, so lux authorities cannot accurately estimate the total yield from different
indirect taxes.

3. Discourage Savings: Indirect taxes are included in the price of commodity, so
people have {0 spend more money on essential comunoedities. when levied
indirectly. In this case that means Lhe customers cannot save some of their money.

4. Increase Inflation: Indirect taxes increase the cost of inpul and output, increase in
production cost, push the price of goods, eic. These reflect an increase in the
wages ol the workers.

Direct and indirccl taxes represent taxation system in modern times, a combination of
both the taxes would be very necessary to sireamline the financial aspects of the
govermment. The impact and the incidence of a direct tax are on the same person. In
the case of indirect taxes, the impact and incident of tax are on different persons.
These two laxes are complementary to each other, as they remove the [inancial forces
operating in the economic system.

4.5 DIFFERENCES BETWEEN DIRECT TAX AND
INDIRECT TAX

Fhere are some differences between direct tax and indirect tax. They are as foliows:

1. Alfocation Effect: The allocation effects of direct raxes are superior to those of
indirect taxes. When a particular amount is raised through a direct tax like incomne
1ax, il would imply & lesser burden than the same amount raised through an
indirect tax like eXcise duly. An indirect tax involves excessive burden as it
distorts the consumer's preference regarding goods due to price changes. Thus an
indirect tax has an adverse effect on the allocation of resources than a direct tax.

2. Distributive Effect: Divect taxes are progressive and they help to reduce
inequalities. Bul indirect taxes are regressive and they widen the gap of
inequalities. Hence, direct taxes are regarded to be superior to indirect taxes in
effecling a more equitable disiribution of income and wealth. But this is not
always lrue. Even inditect taxes can be made progressive by levying them on
luxuries and exempting them on necessarics. Both direct and indirect taxes are
ajternative methods of achieving any particular redistribution of income.

3. Administrative Costs: The administrative costs of direct taxes are more than that
of indirect taxes. Direct taxes are narrow based and have many exemplions.
Indireet taxes can be conveniently collected and cost of collection is constant
overtime. [ndirect taxes are easier to administer than direct taxes. From the point
of view of efficiency and productivity, indirect taxes are better. Indirecl taxes are
wrapped up in prices and hence they cannot be easily evaded, They are more
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productive as their cost of collection is the least. Thus, from the point of view of
administrative costs, indirect taxes are relatively superior.

4. Built-in Flexibitity and Stabifity: Direct taxes are more flexible than indirect
taxes. During a period of prosperity, direct taxes fetich more revenue as they are
progressive. But indirect taxes are proportional and they do not fetch as much
revenue as direct laxes. Direct laxes help to reduce the inflationary pressure by
taking away the excess purchasing power and hence they promote stability. But
indivect taxes are inflationary. Hence, [rom the point of stability, direct laxes are
more preferred to indirect Laxes.

5. Growth Orientation: Indirect taxes are more growth oriented than direct taxes.
Direct taxes being progressive reduce savings. When savings and investments are
discouraged. economic growth is adversely effecied. Indirect taxes however
discourage consumptian and incresse savings. Indirect taxes on luxuries reduce
conspicunus consumption and channelise resources into growth oriented pragram.
Conclusion Thus from the above points, allocation, distribution and siability.
dwect taxes are superior. From the view of productivity and economic growth,
indirect taxes superior, Bw the use of both direct and indirect taxes is
indispensable in modemn public finance.

4.6 SHIFTING, INCIDENCE AND IMPACT OF TAXATION

As we know, lax is sacrifice from taxpayer to govemment and tax is traosfer money
from private sector to public sector, but when tax Lransfer to the government is passing
thraugh some stages and here no one knows wha will pay the tax and wha will be the
last person 1o pay the tax, 5o three concepts are involved. Firstly bears the impact of
the tax which a tax imposed on same person, Secondly the incidence of the 1ax il may
ultimately be borne by this second person or transferred to another by whom it is
finally assumed. Thirdly the shifting of tax here, it may be wansferred by him w0
second person,

Impact

The impact of tax is on the person, who has to find the money and deposil it with the
stale treasury. Impact of tax is on the person who pays i in the first instance, hence
there is person have a businesses and the impact find by reason that's business, in
other words, the man who pays the lax to the govermnment in the first instance bears its
impact. Impact of tax therefore refers to the immediate burden of the tax and 1o the
oltimate burden of the tx. B

Incidence of Tuxation

Incidence of a tax is on person who finally bears burden of a tax. Tax incidence
rescarch about that bears the cost of taxation, incidence is the nltimate resubl of the
shifiing tax incidence and also it refers to the final resting place of tax burden as
against the impact which means the (irst place where a tax is imposed. Incidence of
taxation which is one of the effects of the tax system, which incidence refers to the
burden of a tax, the incidence of tax is on the person who ultimately pay it, who
cannol shifted it any further.

Shifting of Tax

Il means the transfer of the tax burden from the originel payer to some other. Tax
shifting is the study of a way in which the burden of taxation is shifled among person
and organization in the economy. Shifting is process of transferring money burden of
lax to someone else. Shifting [inally ends in incidence, shifting of a tax refers to the



process by which the money burden of a tax is transferred from one person to another,
wherever there is shifting of the tax the tax may be shifted forward or backward, may
be full or partial, if’ the tax shifted the price of the taxed commodity ircreases. The
incidence of personal income-tax canaot be shifled to another and the burden always
remains where it is impoesed. n the case of direct axes there is no shifting of the tax
burder bul the case of indirect taxes, the tax burden tmay be shifted from one person ta
another person, the tax can be shified. It depends on some [actors, including, elasticity
of demand and supply, coverage of the tax and the time peried allowed for adjustment.

Concluyion

Iimpact of a tax is on person from whom government collects money in first instance.
While incidence of a lax is on person who finally bears burden of a tax, whiie shifting
is process of transierring maney burden of tax 1o someone else. Shilting finally ends
in incidence,

4.7 TAX EVASION

One of the major obstacle before India Government is Tax evasion. Tax cvasioo is the
way pecople evade tax by illegal and unfair means. They may claim lesser profit, gains
or turnover than actual. Even if there is huge amount of fax to be paid. evaders get
refund by making misrepresentations before tax authorities, Huge amount of revenue
is lost through this way {or govemument so that we cannot climb from economic
stagnation. Most of the welfare activities for poor are put on hold due 10 lack of
money while some people who can buy even the governmem with black maney are

growiog daily.

Diifferent Waps of Tax Evasion in fndia

Ways through which people evade tax are Smuggling, Evasion of Sales and Value
Added Tax, Evasion of income Tax, Evasion of Wealth Tux, Evasion of Customs
Duty and Evasion of Excise Duty. Also, officials take bribery and helps in making
misrepresentations and fabricated financial statemments instead of reporting to 1ax
authorities. Evaders willfully fails 1o file return, submits false retums, submits fatse
certificates 1o get deductions, exemptions and claim low income, charging personal
expenses 1o revenue, fails to pay dues withio due date and so on (o vvade tax.

Effectof Tax

Evasion in India Taxes are the major source uf revenue of india governmens. Tax
gvasion causes economic inequality that is how some people are gelting richer and
others are getting poorer. Many reform measures and intiatives of govermmient have 1o
be ser aside and welfare activities are getting affected. Black money causes inflation
and value erosion,

Measures taken by India Government v Curb Tax Evuasion

Several steps as below have been taken by Tndia government to averd 1ax evasion. In
India, tax evasion is reparded as a crime. Prasegution and penalties are imposed under
different acis by governmenl. Incomne tax reward scheme has been introduced by
Income Tax Departiment which gives rewards 1o informers about 1ax evasion.
Recently, India has entered into pact with US 10 avoid tax evasion by Amcricans
through Tndian financial organizations, Special Bearer Bond Scheme (Immumities and
Exemptions Act, 1981) enable person in possession of black money [o invest in
special bonds. Voluntary Compliance Schermne (Amnesty Scheme) was another one.
Government increased the tax slab, reduced deduction rate, and increased lepal tax
avoidance measures, Most recently. Tax Administration Reform Commission was set
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up by Government to make structural reform to tax matters to simplify and streamline
tax procedures. Earlier India had set up several committees like Taxation Enquiry
Coinmitee, Indian Tax Reforms Committee, and Direct Taxes Enquiry Committees
etc. Transfer Pricing Audit was introduced by Finance Bill to audit undisclosed
fransactions 1o curb tax evasion.

Limitations of Indian Tux: Structure

Limitations of Indian Tax Structure which result in tax evasion are:

1. High rate of tuxation: High rate of taxation cause a burden to tax payer. So, they
find ways 10 avoid tax.

2. Failure to curb bribery: There should be adequate system to curb bribery and
corruption ameng officials. They help taxpayers to avoid tax by laking an agreed
share of profit out of evaded tax.

3. Lack of simplified procedures: Tax structure in India is complex and people (ind
it hard to go to different departments for a single matter.

4. Existence of large number of taxes: Existence of large number of different rype
ol taxes causes burden on taxpayers,

LA

Complex tax lwws and loopholes to avoid tax in laws: Indian tax law is complex.
In the same law, people find provisions to escape from rax liability.

6. Luck of organized and systematic: Adminislration structure.

7. Frequent changes in Government and Political instabifity: Frequent changes and
political instability is another reason of non-implementation of well-defined tax
svstem. Different governments implement different tax system and it becomes
difficult to follow.

8. Frequent changes in tax policies: Tax policies in India are changed frequently by
government. It creates confusion among lax payers and officials about the relevant
provisions.

4.8 TAXABLE CAPACITY

After the study of shifting, incidence and impact of taxation, in this section. we will
study tax capacity, factors of taxable capacity and kinds of taxable capacity. The 1erm
“taxable capacity™ refers to the maximum capacity of the burden of tax that a country
can bear and contribute to the expenses of the national exchequer during nonmal and
abnormat sitwatton.

The concept of taxable capacity has been defined differently by different economists.
According to Sir Josiah Stamp, “Taxable capacity is thal maximum amount which the
community is in a position {p bear towards the expenses of public autherities without
having a really uphappy and down-trodden existence and without dislocating the
economic, organization too much™.

According 10 Findlay Shiraz, “it is the optimum tax ability of a nation, the maximum
amount of taxation that can bc raised and spent on the economic welfarc in that
COnEmMUNity”™.

Dalton calls it a dim and “confused conception”. He writes in his book “Principles of
Public Finance™: “Absolute taxable capacity is a myth and should be banished from all
serious discussions of public finance™.

For the various definitions of taxable capacity given by eminent writers on Public
Finance, we undersland that taxable capacity means the maximum amount which a
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nation can contribute towards the support of the government without inflicling damage
on the power and produce. The amount of tax burden which the citizens of a country
are ready to bear is not rigidly fixed. It can be increased or decreased with a ¢hange in
the distribution of wealth, the size of population, method of taxation. etc. In other
words, we can say that the limit of taxable capacity is a relative and not an absolute
guantity. Taxable capacity is different in different couniries. therefore as a first step, it
is necessary fo identify vanabie which influence axable capacity, list of such variable
including, per capita capital, composition of gross damestic product, degrce of
openness of the economy and so on,

4.8.1 Kinds of Taxable Capacity
There are two types of taxable capacity:

1. Absotute Taxable Capacity: The absolute 1axable capacity refers to the inaximum
amount of 1ax paying capacity of the econonry or country as a whole or a region or
industry or 4 group o! individuals. which can be raised trom a community without
effecting the productive effort and efficiency.

2. Relative Taxable Capacity: Relative taxable capacity is a eomparafive term.
relative taxable refers 10 the comparison berween the absolute taxabje capacity of
different fax payer, indusiries or groups of tax payers or hetween two counsies.

4.8.2 Impoartance of Taxable Capacity
There are some points of imponance Lor taxable capacity:

. it kelps the country to estimate the amount of money it could collect by way of
taxation. '

2. It helps the country o mobilise revenue from diffecent sources.

3. It shows the participation of each section 1o share the provider of government
reyenuc,

4. [t helps to the government to develop the economy of the country as a whole.

5. It helps the country to identify thosc taxes that are very harmful and highly
detrimental wo the state,

6. It is useful for the purpose of comparison of the burden of axation as between
different staie of federal povernment.

4.8.3 Factors of Taxable Capacity

There are various faclors of economic and non-economic nature that influence the
taxable capacity of the country:

|. Size of Population: Taxable capacity is very much affected by the increase in
national income and by the rate of growth in population. i the increase in national
income is greater than the growth in population, the per capita income goes up.
The taxable capacity of the individuals rises. If the rate of growth of population is
higher than the national income, the taxable capacity decreases.

2, Distribution of National Income: Taxable capacity is also influenced by the
distribution af national income withio a cauntry. [f there is unequal distribution of
wealth in the country, the taxable capacity of the nation will be high, but if the
income is egually distributed, then the taxable capacity will be low. A man
earming an imcume of 50,000 2 month is able to pay more to the government than
thirry persons earning 300 per month.
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Standard of Living of People: \f the standard of living of people is high, they
work more efficiently so that they may enjoy a betier standard of living. When
they work enthusiastically, they receive higher wages from iheir employers.
Taxable capacity tends to increase then.

Characteristics of Taxation: If taxes are devised wiselv, then they give less
resentment from people and bring forth a large yieid.

Purpose of Tuxation: Purpose of taxation has a direct bearing on taxable capacity
of a nation. If citizens of 4 country are satisficd with purpose, of taxation i.¢., the
increase in welfare of people, then they show greater willingness to pay taxes to
governiment, whereas, it they find thal revenue wili be spent for unproductive
purposes, they hesitate 10 pay taxes,

Psychological Factor: Psychological factor is a very imporant factor in
detcrmining taxable capacity of a nation. [f people are satisfied that government is
doing its utnost to raise standard of living of masses and in maintaining prestige
of country, then they irv to sacrifice their lives, not only money for the
government. A simple approach to patriotism brings forth tons of gold.

Nature of Public Expendifure: When the revenues collected by way of taxation
are spent on the social and economic overheads or on the economic developrment,
the taxable capacity will increase, and on the other hand, if the revenues are used
on unproductive projects the taxable capacity wil]l not increase.

Stability of Income: When the state is in the zood condition stability helps to
mobilise more laxes and increase the taxable capacity of (he national. Besides that
the industrial sector has more taxable capacity from agriculture,

Patrern of Taxarion Adopted: The taxable capacity is greater where multiple tax
system is adopted. If there 1s a single tax system, when new source of taxes are
tapped, a progressive lax system yields large revenue.

. Administrative Efficiencp: 1f the administration of taxation has plains for

increasing efficiency of employees and its collection machinery is efficient, here
the tax evasion may be reduced and the taxable capacily wilf increase.

Economic Situation: Taxable capacily depends upon the economic case. During
the period of boom or prosperity and when manufacturers inake huge profits, Lhe
taxable capacity will be high, contrary lo this in the period of depression taxable
capacity will be low.

. Political Conditions: A stable governmen and peaceful conditions have a

favourable effect on the taxable capacity of a country. Tax yield is low where the
government is unstable or where the gevernment is undemocratic.

Effeet of Inflation: If the country is i grip of inflation, purchasing power of
peaple is reduced, taxable capacity of nation shrinks considerably. But if value of
momney is high and country is not faced with unemployment, then taxable capacity
of people is quite high.

4.8.4 Measurement of Taxable Capacity

The taxable capacity mostly depends upon the national dividend or national income.
There are rwo methods available for measuring taxable capacity and they are:

Personal or Aggregaie Income Method; Under this method. all the income of all
individuals are added, that is income from land, building, profits from busincss
enterprises, income from employment to get the national incowne if the national
income increase the raxable capaciry increases and vice versa.



2. Production Method: This method. the net produce in terms of morey from
various sources is estimated and added up. The produce from agriculture, industry
and trade, 15 estimated in terms of money and is added to get the national income.
Tf net production increases. taxable capacity also increases and vice versa.

The researchers discussed in the above definition of tax capacity and kinds of axable
capacity (Absolute taxable capacity and Relative taxahle capacity), various factors on
which raxable capacity of a nation depends. We cannot single out any factor and say
that taxable capaciiy is determined sulely by this factor alone. The fact is that various
factors influence taxable capacity and we have (o rake them all into consideration
while judging maximum amount which citizens of a country can pay. In the end,
taxable capacity is of great importance to the theory of public finance in view of its
contribution in estimating the capacity of the nations to bear the burden of taxation 1o
help the state to estimate the amount of money.

4.9 DOUBLE TAXATION

Afler our discussion on the topic of 1ax capacity in the previous section, we should
study double taxation; theretore we will single out this section to the issue of double
taxation. Double taxation is a problem in the modem tines. It is one from the unegual
taxation, 1t consists either of taxing some saurce of wealth twice in the same country
or in the differcnt countries. Double taxation is considered as obstacle before the tax —
payer and it also hurdies the mobility of capital from one counlry to another.
It is inconsistent with the canon af equity laid down by Adam Smith, therefore from
time to time efforls have been made to avoid inlemal and international double
taxation.

4.9.1 Definition of Double Taxation

A situation may arise where a persun is subjegt into two different tax regimes in two
countries with respect to the same subject matter for the same petiod. Double taxation
15 the imposition of 1wo or wwore taxes on the same income (in the case of income
taxes), asse (in the case of capilal taxes), or {inancial transaction (in the case of sales
taxes). It refers to taxation by rwo or more counrics of the same ificome, asset or
transaction. Double taxation means that the taxing authority taxes the same base in
more than one way. Double taxalion means the taxing of a persan twice by one or two
authorities in the same way that is on the same income or taxing the same base twice.
From our point of view. doubie taxation is imposition 1ax of any income, on the same
source of wealth twice or more in the same perivd of time. This levy of taxation may
be in the inside the country ornay be outside the country.

4.9.2 Characteristics of Double Taxation

1. Iacome iy there: That means theve is increase in the wealih of somebody, for that
no taxation in the case of loss, which means the weatth of people increased as
before.

2. Same tax-payer: That means the tax-payer paid fwice taxation on his income. For
nstance, if somebody has income from his businesses but his income is objected
o ceniral 4] authorities and stale authorilies. in this case, the same person
objected his income two taxation.

3. Samte Source of Wealth: That means two taxations are done on same income,

4. Same period: Yhat means levying two 1axes in the same period, for example, if
the central government levies lax in the profits of businesses and the state atso
levies once in the same period, that means twice taxation in the same period.
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5. Same Taxation: That means same taxation js imposed on the same base, in other
wotds, the twice same taxation. {f the taxpayer paid taxation for his business and
taxation of his professional here double taxation is not available because there are
two types trom income.

6. Twice Taxation may be Inside the State or Qutside the State: Either imposition
of twice taxation inside the couniry or outside the country means the income is
objecied twice inside the country like some af the federation country or as
between the different independents couniries.

4.9.3 Disadvantages of Double Taxation

1. Double 1axation plays an artilicial impediment on the free flow of capita! and another
resource such as services of technicians and expert between the difTerent countries.

2. The tax system does not secure equity betwecen the various tax payers and it is
inconsisten( witl: the canon of equity.

4.9.4 Kinds of Double Taxation

1. Imternal Double Taxation: Double taxation by the same taxing authorities is as
intermal double that is all conditions of doubie taxation are in existence inside the
commtry, for example, in a federation country, there are two tlaxations, first by
central governmen and second by statc government.

2. International Double Tuxation: This double 1axation appears in which two taxes
authorities impose taxes in the same base, in the same period, the same tax-payer
but in the two independent countries. This type of double taxation is fighting by
double raxation avoidance agreement between countries,

There are two types of double taxation, internal and exterpal, whatever the type of
double taxation, but it doesn*t fultill the principke of tax equity, also double taxation is
an obstacle to the transfer of technology between countries and capital, so most of the
countries resort to sign bilateral agreements to prevent double taxation.

4.10 OVERVIEW OF INDIAN TAX SYSTEM

Post discussing aboul 1ax definition, characteristics of taxation, cannons of taxation,
kinds of taxes. and objectives of taxation, shifting. incidence, impact of taxation,
laxable capacity, double taxation, the rcsearchers have briefly described the Indian tax
system and the important features of the lax system in India. The Indian tax systein
has become comprehensive and complicated since independence in 1947, Besides
being one of the main sources of revenue, both for the central and slate government, it
is an eflective instrument to realise various socio-economic objectives of national
policies. India has a well-devcloped tax structure with clearly defined authority
berween central and state governments and local bodies. Central government levies
taxes on income (except tax an agricultural income, customs duties. central excise and
service tax). Value Added Tax (VAT), sales tax. stamp duty, state excisze, land
revenue and tax on professions are levied by the sfate governments. Local bodies are
empowered to levy tax on properties, ocroy and for utilities like water supply,
drainage etc. In the last 15 years, Indian taxation system have undergone remendous
reforms, The tax rates have been rationalised and tax laws have been simplified
resulting tn betler compliance, ease of tax payment and berter enforcement. The
process of rationalisation of tax adminisiration is ongaing in India.

Since April 1, 2005, most of the State Governments in the country have replaced sales
tax with VAT, Comparing the counlry’s indicators of effective wax rates and tax



revenue productivity with other countries displays that the Indian 1ax system is
characterised by:

b A high dependence on ingirect 1axes,

i

Low average effective tay rales and wax productivity, and

[

High marginal ctfective tay rates and large tax-induced distortions on investnent
and tinapcing decisions. While the atio of (ax reverue to GDP in India is low by
interational slandards marginal rates are high. Economic theory suggesis that
high 1ax rotes may depress employment, investment and growth,

4.11 CONSTITUTIONAL DIVISION OF FINANCIAL
POWER BETWEEN THE UNION AND STATES

The constitution of Tndia is the supreme law; it is the foundation and source of pawer
to all faws in India. Power to charge and collect tax by union or state is derived from
constittion, articles 245 o 235 provide for the distributivn of taxation powers
between the union and the stales. It may be recalled at this stage that India is having a
Juasi-ledera] constitution in which the powers of tegislation are shared behwveen the
unjon and the states Briefly, the parliament has exclusive power to make Jaws with
respect to any of the matters enumerated in list 1 in the seventh schedule of the
constitution: this list is referred to usually as union list. The legistature of cvery state
has enclusive power to make laws for such state or any parl with respect (o any of the
matters counted in the seventh schedule to the constitution. This st is popularly
called as s1ate list, Both the parliament and the legislature of any statc have power to
make laws with respect tn any of the matters enumerated in the seventh schedule to
the constiution, This list s referred to as the concurrent Jist.

4.12 DIRECT AND INDIRECT TAXES IN INDIAN
TAX SYSTEM
There ts no Jegal deflinition of direct and indirect taxes in India. Taxes under the

charye of central hoard direct taves are direct taxes while those administered by the
central board of excise, customs and services are indirect taxes,

Direct taxes at central level are income tax, curporation fax, capital gains tax, wealth
tax, gift 1ax, estale duty. expenditure tax. tonpage tax, securities (ransaclion 1ax,
banking cash trunsaction tax, fringe benefit tax direct 1axes at state level, lund revenue,
agricultural income tax, ele.

However indirect taxes a2t central level are central excise duties, customs duties,
service fax, central sales 1ax, indirect taxes at state fevel are state sales tax, state excise
duty. emertainment tax. motor vehicle tax. passenger tax, professional tax, electricity
duty, ete.

Table 4.1: Direet pod Sndirect Tax
—

Nuture of [ax Gaovernment Act Authority

] Increne ‘Fav Incosne Tax Act. 1961 Central Board of Dyirect Tan

Direct Ll\ ealth Tax Wealth Tax Act, 1957 Cenral Board nf Direct Tux

Gult 1av Gilt Tax Acrt, 1958 Centre! Board of Direct Tax

Central Txeise Central Exciee & Sait AcL 1344 | Central Board of Exerse and
Customs {CBI Y ]

[ndireet | & usoms Customs Act. 1962 CHEC

Central Sales Tax Central Sales Tax Act, 1956 Unian Gevernment I
State Sale Tux Respective Stale Sales Tax Acts | Respective State Sakes ‘
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Direct Taxation in India

Drrect 1axation in India is taken care of by the Central Board of Direct Taxes (CBDT);
it is a diviston of Department of revenue under Ministry of Finance. CBDT is
governed by the Revenue Act, 1963. CBDT is given the authority to create and control
direct taxes in India. The most important function of CBDT is to manage direct tax
law followed by Income Tax department. In india, the tax structure is divided amongst
the central government and staie government. The central government levies faxes on
income, cusiom duties, central excise and service tax. While the state government
levies tax like state excise, stamp duty, VAT (Value Added Tax), land revenue and
professional tax.

4.13 INCOME TAX IN INDIA

Income tax in India is levied by the central governmen! and is monitored and
controlted by Central Board of Direct Taxes under Mintstry of Finance in allay with
e provisions of the Income Tax Act. Income eamed in any given financial year is
subject to tax as per lhe rates prescribed for that year. A tax that is imposed on incomc
individuals/corporationsfiegal entities is known as income Tax. The Central Board for
Direct Taves (CBDT) govems the Indian income Tax department. Income tax is
imposed by Govt. of India on taxable incomc of 45 individuats, Hindu undivided
families {I-TUFs}, companies, firms, co-operative societies and trusis {identified as
body of individuals and association of persons) and any other artif{icial person. Levy
of tax is different (or different entities and it is governed by the Indian Income Tax
Acl. 1961

4,13.1 Heads of Income

Income tax is an annual tax on income. The Tndian Income Tax Act (Section 4)
provides that in respect of the total inceme of the previous year of every persan,
income 1ax shall be charged for the corresponding assessment year at the rates laid
down by the Finance Act. for that assessment year. Section 14 of the Income tax act
further provides that for the purpose of charge of income lax and computation of total
income. All income shall be classified under the following heads of income:

(a) Salaries

{b) Income from house property

(¢) Profus and gains of business or profession
(d) Capital gains

(¢} Income [rom other sources

The total income from all the above heads of income is caleulated in accordance with
the provisions of the act as they stand on the first day of April of any assessment year.
In the discussion 1o toliow we will explain everyane mentioned above.

Income from Salary

Income received as salary under Employer-Employee relationship is taxed. Salaries: [t
covers (hose monetary gains thal are obtained for services performed and would
include wages, pension, fees and commission. Standard deduction is taken from the
salary and the amount of deduction depends upon the income received. Il income
exceeds minimum exemption limit, then employers must withhold tax compulsorily as
Tax Deducted at Source (TDS). The employees should also be provided with a Form
i6 which shows the tax deductions and net paid income.



Income from House Property

As per Section 22 for taxation of annual value of a property consistmg of any
buiidings or lands for apartment, of which the assesse js the owner, under the bead —
income from House Property.

Tax imposed under section 22 is 2 tax on the annual value of house properly and is not
a tax on — Housg Property.

Income from Business or Profession

Income arising from profits and gains of any Business or Profession: income derived
by a trade/professionalfsirsilar association by performing specific services [or its
members; any benefit {rom business whether convertible into money or not, incentives
for exporters: any salary, interest, bopus, commission or remuncration received by
partuer of a firm; any amount received under a Key man insurance policy which also
covers bonus; income from managing agency and speculative fransactions; is taxable.

Income from Capital Gains

Under section 2{14) ol the L.T. Act, 1961, Capial asset is defined as property of any
Kind held by an assessed such as real estate, equity shares, bonds, jewelers, paintings,
art, etc. but does not consist of tems like stock-in-irade for businesses or for personal
belongings. Capital gains arise by transfer of such capital assets. Long (erm and shott
terrn capital assets are considered for tax purposes. Long tenmn asscts are those assets
which are held by a person for three years except in case of shares or mutual funds
which becomes long term just after one year of holding. Sale of long term assets gives
rise to long term capitai gains which are 47 taxable as below: As per Scction 10(38) of
Income Tax Act, 1961 long term capital gains on shares/securitics/mutual funds on
which Securilies Transaction Tax (STT) has been deducted and paid. no lax is
payablc. Higher capital gains taxes will apply only on those transactions where STT is
not paid. For ather shares and securities, person has an option 1o either index costs to
inflauon and pay 20% of indexed gains, or pay 10% of non-indexed gains. For all
other long-tenn capital gains, indexation benefit is available and tax rate is 20%,

Income from other Sources

There are some specific incomes which ave 10 be taxed under this category such as
income by way of dividends, horse races, winning of bull races, winning of lotteries,
amount received from key man insurance policy. So as we can see Lhe Indian Income
Tax law is a subject which is filled with legal javgons and complexities that keep on
changing every new financial yvear and the importance of this Jaw in our rautine life
simply cannot be ignored. Whether it is filing of Incomne Retums on duc dates or
whether it's a financial investment decision to be taken, everywhere the Income Tax
provisions piay a major rale in driving of the cost factor,

Corporate Tox

A company has been defined as a juristic person having an independent and separate
legal entity from its sharghalders. Income of the company is computed and assessed
separately m the hands of the company. However the income of the company which is
distributed to its shareholders as dividend is assessed in their individual hands. Such
distribution of income is nol treated as expeuditure in lthe hands of company, the
income s¢ disteibuted is an appropriatian of the profits of the company. The tax levied
on z company's income is based on its legal reésidence. Companies of Indian origin ar¢
Jevied tax in India, while international eompanies are levied lax on eamings from their
Indian operalions. For international companies ‘royalty, interest, gains from sale of
capital assets within India, dividends from Indian companies and fees for technical
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services are all ireated as income arising in India. Companies resident in Tndia are
taxed an theic worldwide income arising from all sowrces in accordance with the
provisions ol the Income Tax Act. Non-resident corporations are essentially taxed on
1he income eamed from a business connection in India or from other Tndian sources. A
corporation is deemed to be resident in [ndia if it is incorporated in ndia or if it's
control and management is situated entirely in India.

Partnership firms and Domestic companies (for the F.Y ending 31.3.200% and
31.3.2010)

Table 4.2: Tax Rate for Partnership Firms and Domestic Companies

1
|— Domestic Domestic i-'ureign Fl.’l‘Ei.grl
Type of Partaernhip/ co;npnny w:.th {.,m'npnny Company with Company with
Company LLY fneome o with lncome tmeomc of Less income of
- T.ess than ont | of more than than one Crore more than one
Crore one Crore ' Crore
Rasic tay rale 0% 0% 0% J 0% 4%
Surcharge - - 10% - 2 50%
E.Cexs % 2% 1y 2% 2%
5 & M ECess (% 1% 1% 1% 1%
E ffective 1ax rae 30.90% 30.90% 33.99% 41 3" 12.23%
I

Wealth Tax in India

The wealth taxation in India is known as the Wealth Tax Act. 1957. Il applies to all
the citizens of the country. It is one of the most important direct taxes. It is paid on the
property ownership benefits. 1t extends to the whole of India. 1t shail be deemed to
have come into force on the 1™ day of April, 1957. Wealth tax is an annuoal tax like
income lax. It is charged for every assessment year for net wealth of corresponding
valuation date on every individual, Hindu undivided family and company at the rate of
1% of the amount by which net wealth exceeds ¥ 15 lakhs. The Wealth Tax Act is
important direct tax legislation. Weaith tax is tax on the benefits derived from
property ownership. The tax is to be paid year after year on the same property on Hts
market value, whether or not such property vields any income. Till a person retains (he
ownership of a property, he or she has to pay wealth tax based on the prevailing
market rate. Even if the property is not yielding any income, wealth wax would have 1o
be paid.

Gift Tax in India

A gift tax can be simply defined as the tax imposed upon the individual giving any
value to the other individual. Tt may be defined as a tax imposed on the value of a gifi.
The person who gives the gift generally pays the gift tax in mos( cases. So it is a tax
on the menetary gifts to another person. Gifl tax in [ndia is regulated by the Gift Tax
Act which was constituted on Aprit 1, 1958, Tt came inw effect in all parts of the
country except Jammu and Kashmir. As per the Gift Act 1958, all gifts in excess of
2 25,000, in the form of cash, draft, check or others, received from one who doesn't
have blood relations with the recipient, were taxable. However, with cffect frum
Ociober 1, 1998, gift lax got demolished and ail the gifis made an or after the date
were free from tax. But in 2004, the act was apain revived partially. A new provision
was introduced m the ITncome Tax Act, 1961 under section 56 (2). According to it. the
gifis received by any individual or Hindu undivided tamily {HUF) in excess of
T 50,000 in a year would be taxable. According to the law, individuals can reccive
gifts from the following sources: Relatives or blood relatives, at the time of marriage,
as inheritance, in contemplation of death, gifts exempted from tax gifis are exempted
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from India giti tax in the following casvs: The gift was given by a hload relative,
irrespective of the gist value Immovable properties located outside the country.

4.13.2 Indirect Tax System in India

Charge levied by the state on consumption, expenditure, privilege, or right but not on
mcome or property. Customs duties levied on imparts. excise dutiss on production,
sales tax or value added tax (VAT) at some stage in production-distribulion process,
are examples of indirect taxes because they are not levied directly on the income of
the consumer or vamer.

Indirect Taves Pre Reforms

The indirect tax structure was extremely irrational between the reforms. The
constitution pives the permission to levy a multitude of indirect taxes. But the mast
impartant ones are customs and excise dulies charged by the central povernment and
sales lax excepting inter state sales tax to be charged by the state povernment. The
indirect taxes levied by the centre like customs, excise and central sales tax and the
major widirect taxes levied by the siates and civic bodies Yike passenger ond groods tax,
electricity duty and octroj when taken together did not preses 2 rational system.

Indirect Taxes Post Reforms

Even afier retorms, the indirect tax cominand in fndia is still in the early stages of
growth. The Central and State governmenls charge a multitude of indivect taxes. The
central government imposes tax {Custom Duty} on goods at the point of impon.
manufacture {Excise Duty), interstate sales (Central Sales Tax or CST) and on
provision of services (Service Tax). The state governments charge tax on gooeds sold
withip Lhe state (Saies Tax Value Added Tax or VAT), and on the goods that enter the
state (Entry Tax). In the present scenano comporate would have to analyze the 1ax cost
involved in a transaction, have enough backup documcniation to support thejr tax
positions and keep looking for ways for (ax maximisation.

Custam Duties

The Central Board of Excise and Customs onder the Ministry of Finance manages the
customs duty pracess in the country. Customs duty in India alls under the Custons
Act 1962 and Customs Taritf Act of 1973, Usually. the gouds that are impeorted to the
country are charged customs duty along with educational cess, For industrial goods,
the rate has been slashed (o 15%. The customs duty is evaluated on the value of the
transacrion of the goods, 3t came into gxistence to check ittegal imports and exports of
goods. All imports into the country would be charged a duty, 10 give protection to the
Indian industries and to check the amount of imports with a view o secure the
exchange rate of the country. The Central government has the authoriny o inform the
poits and airports for the unloading of the imported goods and loading of Lhe exponed
goods. the location for clearance of goods imported or exported, the romes by which
above goods may pass by fand or inland water into or out of Indian ports. According
to the custonm laws, the following are the varous types of duties which can be charged.

Excise Duty

Manufacture of goods in India attracts Excise Duty under the Central Excise Act,
1944 and the Central Excise Tariff Act. 1985, Herein, the term Manufacrure means
bringing into existence a néw aricle having a distincl name, characler. use and
marketability and includes packing, labeling, eic. Most of the products sttract excise
duties at the rale of 16%. Some products zlso amract special excise dutvrand an
additional duty of excisc at the raic of 8% above the 16% excise duty. 2% education
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cess is also applicable on the aggregate of the duties of excise. Excise duty is levied on
Ad valorem basis or based on the maximum reiail price in some cases. Central Excise
Duty is an indirect tax which is charged on such goods that are manufactured in Tndia
and are meant for domestic consumption. The laxable fuct is "manufaciure” and the
liability of central excise duty arises as soon as the goods are manufactured. The lax is
on manufacturing, it is paid by a manufacturer, which is then passed on to the
customer. The term "excisable goods" means the goods which are specified in the First
Schedute and the Second Schedule to the Central Excise Tariff Act, 1985, The term
"manufacture” refers to any process, related or supplementary (o the combination of a
manufactured product, which is specified in relation to any goods in the section of the
First Schedule to the Central Excise Tariff Act, 1985 as amounting to manufacture or
in relation to the goods specified in the Third schedule invalves packing or repacking
of such goods in a unit container or labeling or relabeling of containers including the
declaration or alteration of retail sale price on it or adoption of any ather treatment on
the goods io render the product marketable to the consumer, In the recent budget, a
number of tax exemptions have been initiated. Tax relied hus been created in sectors
which create jobs like small scale indusiries, cottage industries, food processing
sectors, bio diesel and so on. In order to provide access of eleciricity and purified
water, the water plans and purification technology sectors are also exempt from lax.
Excise duty has been increased by wound 5% on cigarettes and other tobacco
products. Three diflerent types of Central Excise Duties exist in India. They are|
(a) Basic Excise Duty in India, (b} Addilional Dury of Excise, (¢) Additional Duty of
Excise.

Sales Tax in India

Sales Tax in India is a form of tax thal is imposed by the govemment on the sale or
purchase of a particular commeodity within the counuy. Sales Tax is imposed under
both, Central Government (Central Sales Tax) and Staie Government (Sales Tax)
Legisfation. Generally, each state follows its own sales tax act and levies tax at
various rates. Apart from sales tax. certain states also imposes additional charges like
works contracts tax, wurnover tax and purchaser tax. Thus, sales Lax acts as a major
revenue-generator for the various State Governments. Sales Tax is an indirect form of
tax, wherein it is the responsibility of the seller of the commudity to collect and
recover the tax from the purchaser. Generally, sale of imporled items and sales by way
of export are not included in the range of commodities which requires payment of
sales tax. Moreover, luxury items (like cosmetics) are levied heavier sales tax rates.
Central Sales Tax (CST) Act that [alls under the direction ol the Central Government

-*akes into account all the inteysiate sales of commaodities. Thus, sales tax is to be pad

by every dealer on the sale of any commodily, made by him during interstate trade or
conunerce, irrespective of the fact that no liability to pay tax on the sale of goods
arises under the tax laws of the appropriate state He is to pay Sales Tax (o the sales
tax authority of the state from which the movement of the commodities commesces.
However, from April |, 2005, most of the states in India have supplemented Sales Tax
with a new Value Added Tax (VAT). The practice of VAT executed by State
Governments js applied on each stage of sale, with a particular apparatus of credit for
the input VAT paid. VAT in India can be classified under the following tax slabs:

{a) 0% for essential commodities
(b) 1% on gold ingots and expensive stones

{c) 4% on industrial inputs, capital merchandise and commodilies of mass
consumption

(d) 12.5% on other items variable rales (state-dependent) are applicable [or petroteum
products, tobacco, liquer, etc.



Service Tax

Dr. Maomohan Singh, the Union Finance Minister, in his budget speech for the year
1994-93 introduced the concept of Service Tax. The Service Tax assesse is the petrson or
firm who provides the service. Hence, the Service Tax must be paid by the person or
firm providing the service. Service tax is levied at the rate of 10% (plus 2% education
cess) and 1% secondary and higher education cess. On certain jdentified taxable services
provided in india by specilied service providers. Service ax on laxable services
rendered in India are exempt, if payment for such services is received in convertible
foreign exchange in India and the sume s not repatrialed cutside India. The Credit Rules
ailow a service provider to avail and wilise the credit of additionai duty aof
customs/excise duty for payment ol service tax. Credit is also provided on payment of
service 1ax on input services for the discharge of output service tax liability.

Analyptical Study of Tax Revenue for Ten Yeary in Indin

In this section, the researcher will study the trends of tax revenue tor ten years from
2000-2001 1o 2009-2010, first step he collected dala for tax revenue. The researcher
used excel windows for processing the data, then he analyzed and interpreted tables
and graphs, compared between direct tax and indirect tax revenues. The sources of
data {amounts for direct taxes and indivect 1axes) are from website from Revenue
Department, Finance Ministry in India.

Analytical total revenue for ten years from the year 2000-2001 to 2009-2010
Table 4.3; Total Revenue for Ten Years frore 200001 to 200%-10

{crore nyxes)

Fin. Vear | atnl Revenue | 10 et T Revemae
2000-2001 98018 82 87723.28 $9.49%
2001-2000 34740149 30532024 27.96%

| 20002003 | 41733350 356638.23 85.45%,
2003-2004 490183 05 414084.77 B4.47%

, 2004-2005 | 579040.86 494370.10 85.24% [

| 2005-2006 687018 87 587687 81 83.54%
2006-2007 861198.47 73670771 B3.54%
2007-2008 IOBO1TLAS RT0329.09 §7.01% ‘)

l 2008-2009 145034.83 915449 49 B31.28%

| 20002010 | 117393431 987508.75 $4.20%

4.14 PROBLEM OF JUSTICE IN TAXATION

It is often assumed that tax is a bad thing: that govemment want to deprive citizens of
their hard-eamed money. But from an economic justice and human rights perspective,
taxes are crucial Tor four reasons, which can be suminarised as the four ‘Rs*:

¢ Revenue: funding to deliver the services citizens need
e Redistribution: to address poverty and izequality

® Representation: huilding accountability of povernments to citizens and reclaiming
policy space

s Repricing: limiting public *bads’; encouraging public “goods".

In evaluating taxes today, we conlinue to apply Adam Smith's maxims-—equity,
certainty, convenience and efficiency. Today, justice in taxation is often discussed in
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terms aof so-called horizontal and verlical equity. Horizontal equity requires that like
cases be (reated alike in taxation. For instance, if two citizens of the same taxing
Jurisdiction have the same income and make similar relevant choices, they should pay
the same income tax. Or, il they consume the same amount of the same goods, they
should pay the sam¢ consumption taxes. Vertical equity, on the other hand, requires
that taxpayers who are sitated differently be treated differently to an appropriate
degree. Afthough honzontal and vertical equity are two sides of the same coin, vertical
equity tends to be more contentious, There is broad disagreement about what counts as
relevant differences wi how a person ought to be taxed.

4.15 DEFECTS AND STEPS OF REFORM

The tax structure in India is complex and burden sum. In India, GST tax will replace
alinost all the indirect taxes and bring a comnmon market for easy tax structure and
simple fax payment,

There is a fundamental problem with India’s current tax system. [ndia simultaneousty
has a tax base for direct taxes (hat is too small; and a tax base for indirect taxes that is
too large. Consequently, too little tax revenue is raised; and too much of the 1ax
burden is paid by the poor. This limits the state’s ability to provide the infrastructure
and manpower required for good governance.

According to the December 2017 report of the income-1ax department, only 1.6% of
Indians pay income tax. This is unsurprising since agricultural income is not taxed in
India and the wealthy have mastered the art of 1ax avoidance and evasion. Despite the
small base for income tax, ingst Indians contribule o tax revenue because India relies
heavily on iudirect taxes. However, the Indian version of taxing consumption is not
very efficient. Even the relatively incentive-compatible goods and services tax (GST)
is fraught with high comnpliance costs, loo many rates and classifications.

Funher, taxes on consumption tend 1o be regressive, because poor people spend a
greater proportion of their income on consumption—and consumption is taxed at high
rates in India. The regressive nature ol a consumption tax is exacerbated by the current
GST system, where biscuits are taxed at [8% but gold is taxed at only 3%. For
instance. the smallest packets of Parle-G hiscuits, a snack for the middle class, and
often a meal substitute for the poor, are priced at ¥ 2 and T 5, with an 18% tax. While
the price is unlikely te incrcase, the quantity available o the buyer will likely reduce
at that price—wiih tax burden panly passed on to the consumer.

So, what can be danc o resolve this problem? | propose that Indian states should rely
more on property tax. which is economicatiy efficient. incentive compatible and
progressive. Property tax has four key benefits.

First, it is difficult to cvade. Property cannot be moved or hidden easily and lasts long.
There is an additional incentive 1o correcUy declare the full extent ol one’s property.
Property owners will not understate the amown of property owned, because it might
adversely aflect their wealth, future sales, disputes, inheritance, eic. Since property
otten forms a large propordon of total assels/weaijth, there is a buill-in incentive to
declare property honestly, unlike incentives to understate income or sales.

Second, property tax is eflicient hecause it creates fewer distortions. Typically, a tax
on something resuls in less of it. High levels af income tax may create a disincentive
lo work. High sales laxes may lead to lower consuraption, and, in certain sitaations, an
informal economy, with goods sold ofl-the-books, elc. In this regard, property taxes
are quite efficient, Typically, existing buildings, land, etc. don’t reduce or disappear
becausc of a tax. The main response available 1o the property owner is to sell the
property. and as }ong as there is a buyer willing to ke on the tax burden. revenue
tends to be stable.



Third, property taxes tend to be mote progressive than consumption taxes (hut less
progressive than income tax} because the wealthy, relatively, own more property.
India has a very high percentage of home ownership, especially in rural areas, It will
be fmponant 10 design a progressive property tax system by classifying plot sizes.
accuvate land values and zoning data,

Finally, and most importantly, property taxes tend to be levied by local governments.
This creates a very direct feedback mechanism between votersftaxpaycrs and their
etected representatives, unbike income and sales taxes, which are levied centrally and
spent far from where they are collected. Tn Indiz wday, the urban rich and middle class
are able 10 exit the consequences of state dyslunction by buying into pated
communities and private developments. Within these communities, individuals pay
maintcnance fees, which provide the same scrvices that would be provided by a
functional municipal system.

A propetty (ax system makes such exit costlicr — which might Jead the rich and
middle class, who have political and social capital, to participate in govemnancc
decisions and demand better public goods and services, Unlike income taxes {often
wilhheld at source by the employer) or sales tax, where the 1ax is hidden in the retail
price, tuxpayers Iypicaily have to write a cheque to the government while paying
property tax. This has the advantage of revealing the extent of the 1ax explicitly, which
may lead taxpaycrs to demand low tax rates as well as exerl pressurc on local
governments for better services.

Property taxes may alsa have other consequences specific w India, with 115 24.7
million vacant homes, Much of the black money in [ndia is chaonelted towards
owning multiple homes, and poorly designed tcoancy laws coupled with a slow
dispute resolution system incentivise owners 10 leave additional homes vacant.
Property taxes make it costlier for owners to have additional vacant properties that are
purely speculative. In rurat Tndia, property tax may also be an avenue to tax wealthy
farmers without unduly burdening poor farmers, since agricultural income is not laxed
at all.

Currently, India barely relies on property taxes, with a property tax to Gross Domestic
Product (GDP) ratio of 0.2%. For other developing countries, though data varics
greatly, the rough estimate is 0.7%. By comparison, the average property tax to GDP
ratio for OECD countries is almast 2%. India should actively consider exploring
property taxes as an important source of revenve to develop increased citizen
participation for public goods infrastructure.

Major Defects in Present Structure of Indirect Taxes

Following can be suminarized as major defects in present structure of indirect laxes:

e  Central Sales Tax (CST) is payable for every movemens of goods from one State
to other. 1 the sale is direct. CST is payable, Even in case of stock transters or
branch transfers, there is incidence of 1ax as input service credit (set off) of impul
taxes is nal fulty available,

e Ceniral Sales Tax is an orphan, Hence, if there is any difficulty, theze is no authority
10 sorL it out and find solutions, This creates numerous problems in CST.

e Cascading effect of 1axes cannot be aveided due to CST and Entry Tax.

® Movement of goods in European Union (EU) is free across all counlries without
any incidence of tax. However, in [ndia, movement of goods from one State (o
other is not tax {ree.

® India does not hove a national market due to invisible barriers of ceatral sales tax,
Entry Tax and State Vat and visible barriers of check posts.
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¢  Miilions of man-hours and truck hours are lost at check posts. Besides, huge
corruption is involved.

¢ Central Government cannot impose tax on goods beyond manufacturing level
[CST though levied by Central Government is collected and retained by State
Government only].

e Stlate Government cannol impose service 1ax.

® Over the years, distinction between goods and services has become hazy, due to
which there is overlapping af Slate Vat and Central Service Tax on transactions like
works contract, food rated services (restaurants, outdoor catering, andap services),
Software, [PR Relaled services, lottery, SIM cards, renling of movable property etc.

& Same transaciion is taxed both by Central and State Government which creates
confusion. litigation and double taxation in many cases.

Steps to Imprave Tax Reform in India

India is a nation af a thousand divides. Bul if the country's recent progress in
reforming its lax code is any indication, it may be slowly overcoming its penchant for
political (ragmentation. On March 29, the fower house of the Indian Parliament passed
a new Goods and Services Tax (GST) intended to broaden the country’s tax base.
boost 1the government’s revenue and increase thc Indian tax-{0-GDP ratio, The
comprehensive measure is merelv the latest sign to consolidate power are beginning to
bear [iuit, providing the clout he needs to push through policies that have otherwise
stalled in the fuee of lawmakers' squabbles.

The Legacy of the License Raj

The GST, a levy applied 10 all preduction stages of goods and services consumed in
[ndia, is only one part of a decadeslong project to liberalize the Tndian economy.
Initiated in the 1980s, the effort pained momentum in 1991 when India’s balance of
paymerts crisis came to head jusl as the inspiration for its planned economy — the
Soviet Union — collapsed. After securing an emergency loan from the International
Monetary Fund, Wew Delhi moved quickly to dismantle the country’s elaborate and
vverbearing system of regulations, business licenses and burcaucratic red tape known
as the “license ra).”

Tax reforms were a crucial pant of this overbaul. The government hoped that by
imposing a hscal policy that prioritized savings and investment, it eould breathe new
life into an economy struggling to ensure that its output outpaced a rapidly expanding
populatisi™ And in some ways New Dethi was rght: Its structural adjustments
bolstered economic growth, and the country’s corporate services sector reaped the
rewards.

Evcen so, the legacy of India’s conveluied tax system lived on. Holdover issues such as
cascading (double 1axation), low compliance rates, a small tax base and the uneven
distribution of taxation powers between the central and state governments continue to
hobble the Indian cconomy to this day — problems the GS8T is meant to stamp aut
once and for all.

The Solution: Simplicity

The primary goals of the GST are rwolold: to simplify the Indian tax code and heal the
rilts it has created. As it stands, a raft of indirect taxes at the eentral and state tevels
have led to cascading, a problem that arises when a buyer pays a 1ax on the total value
of a purchase, despite the good having already been laxed at earlier stages in the
supply chain. In effect, this creates a system of double taxation.



The GST will replace this complicated collection of taxes with a single valve-added
tax and an accompanying systero of tax credits, in which each buyer in the supply
chain receives & credit for taxes previously paid on the items in guestion, thereby
reducing the buyers tax burden. Since claiming these credits would require
documentation from earlier sellers. the new sysitem aiso creates a sel{-policing
mechanism thal will promote beuter compliance with the nation’s tax laws among
Indian companies. And thanks to multiple stages of documentation, tax authorities will
have more complete information to consult. This, in tum, will help to formalize [udia's
economy through the copstruction of a modern, efficient and digitized 1ax system.
Betier compliance will also generate more revenue for the governmuent in New Delhi,
which hopes (o burnp up India’s current tax-to~GDP ratio of 16 per vent lo levels seen
in other ewnerging marhets. {South Africa, China and Turkey boast rativs oy 26, 28 and
21 per cent respectively.)

Simpiification is cenainly itnportant, but ji isn't an end unto itsell. The unity 1t enables
in the Indian wnarket. however, is. Goods in India are currently subject 1o a complex
division of taxes at the central and state levels. For instance, New Dethi can legally
fevy taxes on the manufacture of woods and services, but stales can Lax unly the sale of
the former. Moreover, goods that cross slate borders are slapped with a 2 per cent
surcharge and are ineligible for rax credis. a setup that has discouraged trade among
Indian states and undennined supply chain efficiency. (Even (f it is move efficient lo
build plants m several states. for example, a non-refundable 1ax on intersiate lrade cun
result in the clustering of facilities in a single state.)

The new 1ax bill aims to address these problems, Under the GST's Integraied Gouds
end Services Tax, which regulates financial transactions among staies. buvers in
impnrting states can claim tax credits. In theon, this should buisier the Indian
manwfacturing industry by driving interstate commerce.

The Path Forward is Clearer Than Ever

Of course. in a country as big as India, ambitious inftiatives fike the GST will never please
everyone——a reality that has led to the downfall of many reform atlempts before it.
Disputes have already broken out aver several points of the GST, inchuding the need for a
four-tier tax rate instead of a single-ter siructure, contusion over how products are
distributed among the proposed tiers, and the exciusion of petroleun and aleahul (both
major revenue gencrators), The GST counceil, moreover, has yet 1o Jecide how the new tax
revenue will be split between the central and state govenments

Then there's the digital infrastructure underpinning the new system io consider. The
overhaul will require peveruments amd businesses alike to (ransition o an online
systesn "gF tax administration calied the GST Network, which is bound (o result in
sethacks as each side adapts (o the unfamiliar scheme. What's more, 1ax refonn is only
onc piece of a larger package of measures that India will need 10 implement (o achieve
its economic poals. such as boosting the couniry's meager GDP per capita through
manufacturing-led growih and eradicating the mass poverty India mheried upon
gaining its independence in 1947

Cheell Your Progresy
Fillin the blanks:

1. __1s a form of payment {rore indsviduals or iegal entity and it

is imposed by povernrient.

2

The researcher. have mentioned that, taxation finds out
solution for some ecenewmic problems, but not alone, but there are also a
lot of another fiscal instruments.

{ anied,
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3. is one of the oldest, uppermost and primary objectives of
taxation.

4. has placed considerable emphasis on objectives of Llaxation
policy.

5 The and the of a direct tax are on the same person,

6. are more flexible in nawre.

7. is one from the unequal taxation.

4.16 LET US SUM UP

Taxation is a form of payment from individuals or legal entity and i1 is imposed
by government, for which there are no goods or scrvices received directly in
return. so taxes is that amount of money the people pay but has no direct relation
to the benefit obtained by the people from the provision of a particular good or
service.

Governments may borrow from the central bank of the country.

Taxes are applied to fund foreign aid and miliary ventures, to influence the
macroeconomic performance of the economy or to modify paderns of
consuimption or employment within an economy, by muking some classes of
ransaction more or Jess atwactive.

[n the modern tme. taxation is not only a means of transferring maney to the
government to spend for meeting the public expenditures or raise revenue (o the
government, but taxes have become a tool 1o reduce demand in the private sector,
redistribution of income and wealth in the societies in the countries.

Taday taxation besides being the main resource for supporting govermment has
become a tool for economic growth, social welfare; attract foreigner investment,
economic stability, and income distribution.

Tax {Direct and Indirect Tax) is the main source for the Government revenue.

Direct taxation is defined as the tax which is direcily levied on the eitizens of a
country.

Indireet taxes are taxes on commodities and services other than personal services.

The study of a way in which the burden of taxatior is shifted ameng person and
organisation in the economy is known as Tax shifting.

Taxable capacity is different in different countries, therefore as a first slep, it is
necessary to identify variable which influence raxable capacity, list of such
variable inciuding per capila capital, compesition of gross domestic product,
degree of openness of the economy and so on.

Value Added Tax (VAT), Sales Tax, stamp duty, State Excise, land revenue and
tax on professions are levied by the State Governments.

4.17 LESSON END ACTIVITY

Examine the impact of tax evasion on Indian econamy.
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Land tax; Tax 10 be paid for land

Cost; Expenditure

Legal: Related 1o law

Surplus: in large quantiry

4.19 QUESTIONS FOR DISCUSSION
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Define taxation. Mentjon the characteristzes of taxation.

Discuss the ubjective of the taxation.

Differentiate benween direct lax and indirect 14X,

Discuss the indian taxation systen. Also mention the heads ot income.

Discuss about pre and post reforms of indirect tax.
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5.0 AIMS AND OBJECTIVES

A frer studying this lesson, you should be able to:

Define public expenditure

Discuss he public expenditure issues in India
Describe the classification of public expenditure
Explain the role of pubiic expenditure

Define public debt and its classification

5.1 INTRODUCTION

Governmenl expenditure such as government spending which is incurred by central,
state and jocal govermments of a country is referred ta as public expenditure.

Public expenditure can be defined as, “The expenditure incurred by public authorities
like central. state and local governments ta satisfy the collective social wanis of the
people is known as pubkic expenditure”.
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[n the functions of economy at almost all stages of economic development, public
expendilure plays a significant role. The government resorts to expenditure and
revenue programs to produce desirable effects on the national income, production amd
employmeni. The main aim of the public expenditure is at the expansion of the
voiume and rate of investment in both public and private sectors and the increase in
the production of apricultural and industrial sectors. Additionally, a planned scheme of
public expenditure provides for an optimum resource allocationt which is not
guaranteed by the market, and aiso reduces the inequality in the distribution of
resources by properly directing the expenditure towards education, medical and health
care of the low income section of the community. Besides, public expenditure
counteracts inflationary pressures and helps to stabilise the economy by formulating
suitable fisval policies such as drawing up the budget, providing surpluses in deficit
and boom in recessions by accelerating the rate of developiment expenditure in the
public sector steadily. The amainment of Lhese goals of the state povernments depends
on the fiscal policy of the cenwal government and the autonomy of the slate
governments in raising revenue and spending it.

The division of functions and revenue raising powers between the central and siate
governments is governed by the constitution, largely influenced by the Governmeni of
India Act, 1935. Functions like defense, extemal affairs, foreign trade, railwuys,
national highways, ports, interstate trade, currency and coinage having naiional
significance are assigned to the centre. In order 10 carry oul these functions, the centre
has been endowed with powers to levy major faxes like income fax, customs including
export duties, and corporation tax. But the states are provided with functions like
public order, police, administratian of justice, agriculture, water supply, irrigalion and
canals, education, public health and other social security services. They are conferred
with powers 10 fevy less important taxes like land revenue. agricultural income tax.
sales vax, excise on alcoholic liquors, cntertainment tax, motor vehicles tax and stanp
duties.

The state governments' awn sources of revenue are inadequate to meet their expanding
responsibilities. Hence, there arises a gap between the fiscal needs and the revenue
resources of the state. The Framers of the constifution anticipated these vertical
imbalances and provided for a fiscal re-adjustment in the constitution itself. The
constitution proposes a transfer of resources {rom the ceptre to the staies such as
assignment of the entirc proceeds of certain taxes levied by the Union Gavernment,
mandatory sharing of the proceeds of income tax, participalion in the proceeds of
Union excise duty and slatutory grants-in-aid to the slates. {n addition, it has also
provided for an independer! statutory body of finance commissions to regulate the
transter of resources from the centre 1o the states periodically, every five years,

5.2 PUBLIC EXPENDITURE ISSUES IN INDIA

It is convenient to group the public expendilure issues into one of the five categories that
relate to five important aspects of the topic at hand: First, the macrocconomic questions
relating to public expenditures and their sustainability; the issues here are often
empirical and even the questions (certainly the answers) can vary from time to time.

The second set of issues has to do with the normative questions that often cross the
boundaries of economics; these have to do with the appropriate size of the public
expenditures, or, by implication, the role of the government.

The third sel ol issues relates to the priovities in public expenditure on different
services or differcnt groups of people. This obviously connects with the distributional
issues.



The fourth sei of issues invalves the form of public expenditure. Given the priorities in
terms of target groups or services, the production/provision of the relevant service can
normally be made in different ways with differcnt combinations of inputs; how, why,
and which combinations are chosen would obviousty be an wnportant set of questions.

The fifth and final set of considerations relates to the mechanics of public expenditore
contrel and the pofilical economy questions. Institutional setup is an impartant ingredient
in the determination of public expenditure; how exactly it works in a particular context
forms the subject matter of a number of erudite enquiries across the world.

It hardly needs to be mentioned that even this quick cataloguing ot issues cleasly
shows the {utility of trying to cover all important issues relating lo public
expenditures, even in a superficial fashion, in a small survey paper like the present
one. Instcad, we outline below a sample of issues that have been raised in India. Mot
all of them have arisen in the context of public expendituces per se: research in the
area of public expenditure in India has not been al} cncompassing.

5.3 CLASSIFICATION OF PUBLIC EXPENDITURE

The systematic arrgngement of diflerent itemns on which the government incurs
expenditure is krown as classification of pubiic expenditure.

Differem economists have observed public expenditure from different point of view.
The fallowing classification is based on these different views:

. Functional Classification: T.conomists classifies public expendiure an the basis
of their functions for which they are incurred. Various functions like social
welfare, agriculture, infrastruciure, defense and industrial development are being
performed by the government. The expenditure incurred on such tunctions fall
under this classification, These functions can be (urther divided into subsidiary
functions. This kind of classification provides a clear idea about how the public
funds are consumed.

2. Revenue and Capital Expenditure: Revenue expenditure are current expendilures
incutred on civit administration, defense forces, public health and educalion,
inaintenance of government machinery. The (ype of expenditure which is
recurving in nature is Known as scvenue expenditure.

On the other hand, capital expenditures are thouse which are incurred or building
durable assets like highways, multipurpose dams. irrigation projects, buying
machinery and equipmeni. They are non-recurring expendilures and are in the
form of capital investments. Such expenditures are expected o improve the
productive capacity of the economy.

3. Transfer and Non-transfer Expenditure: According to A.C, Pigou, the British
economist has classified public expenditure as:

(a) Transfer expenditure: The expendilute against which there is no
corresponding retum is known as transfer expenditure.

Such expenditures includes public expenditure on:
(Y WNativnal Old Age Pension Schemes,

(5) Inlerest payments.

{iil) Subsidies,

(iv) Unempiloyment allowances,

(v) Welfare benefits to weaker sections, etc.

7l
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By incurring such expenditure, the governmenl docs not get anything in
retumn, but it adds to the welfare of the people. especially who belongs to the
weaker sections of the society. Such expenditure basically results in
redistribution of money incomes within the society.

(b) Nomn-transfer expenditure: Expenditure which results in creation of income or
output is referred to as the non-iransfer expendizure.

The non-transfer expendilure includes development as well  as
non-development expenditure which results in crealion of direct or indirect
ovipul.

{i) Economic infrasiructure such as power, transport, irrigation, elc.

(i) Social infrastmacture such as education, health and family welfare,

(111} Internal law and order and defense.

(iv) Public administration, efc.

By incurring such expenditure, the govemment creaies a healthy conditions
and environment for ecanomic activities in the country. Due to this economic

growth, the govermnent may be able to generate income in the farin of duties
and taxes.

4. Productive and Unproductive Expenditure: This classification was made by

Classical economists on the basis of formation of productive capacity.

(a) Productive expenditure. Produclive expenditure are those expendimres which
generates income for the govemment. For example. expenditure on
infrastructure development, public enterprises or development of agriculure
increase productive capacity in the economy and bring income to the
government.

(b)Y Unproductive expenditure. Expenditures which do not create any productive
assel that can generate income or returns to the government are lermed as
Unproductive expendirure. For example, defense, interest payments,
expenditure on law and order, public administratien, etc,

Development and Nen-development Expenditure: All the modern economisis
have modifted this classification into distinction between development and
non-development expenditures.

(a} Development expenditure: Expenditures that promote economic growth and
development are termed as development expenditure. These are the .same as
productive expenditure.

(b) Non-development expendirure: NMon-development expenditures are termed as
unproductive expenditures.

Grants and Purchase Price: This classification has been recommended by
economist *Hugh Dalton™.

(8} Grants: Paymenis made by a public authority for which there may not be any
quid-pro-quo, i.e., there will be no receipt of goods or services are known as
Grants. For example, old age pension, unemployment benefits, subsidies,
social insurance, etc. Grams are wansfer expendilures.

(b)Y Purchase prices: Expenditures for which the government receives goods and
services in return are termed as purchase prices. For example, salaries and
wages to government employees and purchase ol consumption and capital
goods,



5.3.1 Classification According to Benefits

Public expenditure can be categorised on the basis of benefits they confer on different
groups of people.

. Common Benefits to All: Expenditures thut gives common benefits on all the
people, for example, expenditure on education, public health, transport, defense,
jaw and otder, general administration, ctc.

2. Special Benefits to AN: Expenditures that gives special benefuis for all, for
example, administration of justice. social securily \neasures. community welfare,
eic.

3. Special Benefits to Seme: Expenditures thar gives divect special benefiis to
cerain peopte and also add 10 generai welfare. For ¢xample, old age pension,
subsidies ta weaker section, unemployment benefits, etc.

5.3.2 Hugh Dalton’s Classification of Public Fxpenditure

Hugh Dalion cateporised public expenditure as fotlows:

i. Expendliures on Political Executives: E. g.. maintenance of ceremonial heads of
state, like the president.

2, Administrative Expenditsre: This is to maintain the general administration of the
country, like govermment depanments and oftices.

3. Security Expenditure: This is to maintain amied forces and the police forces.

1. Expenditure on Admiristration of Justice: This includes maintenance of courts,
judges, public prosecutars, etc.

[F N

Developmenral Expenditures: To promotc growth and development of the
economy like expenditure on infrastructure, irrigation, etc.

6. Social Expenditures; Expenses on public health, community welfare, soctal
security, etc.

7. Public Debt Charges: This iocludes paymenl of interest and repayment of
principle amount.

5.3.3 Role of Public Expenditure Management

The budget of a country should be a financial mirror of sociely’s economic and social
chotces, In order to perform the roles assigned (o it by its people, the state needs,
among other things, to: {i) collect resources from the economy, in sufficient and
appropriate manner; and {ii) allocate and use those resources responsively, efficiently
and effectively.

Public expenditure management pertains only to “allocate and use those resources
responsively, efficicntly and effectively™, and is thus onfy one instrumeot, although a
key instrument, of govemmem policy.

Also, close co-operation between tax and budget officials 15 a must for many areas,
e.g., budget forecasting, macroeconomic framework formulation, (rade-offs between
oulright expenditures and tax concessions.

it is said that, public expendinwe management is instrumenial ip pature. There is a
necessary distinction between the expenditure policy gquestion of “what™ is 1o be done,
and the expenditure managemnent question of “how™ it is to be done. It is true that
attempts 10 sct hard boundaries betwecn policy and implementation eventuaily iead to
unrealistic poticies, ad hoc implementation and, over time, both bad policy and bad
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implementation. However, the distinction between the soundness of PEM procedures
and processes and the goals that they are meant io achicve remains very imporiani.
Among other things, the mechanisms, techniques, skills and data required for good
public expenditure management are different from those needed 1o formulate good
policy. Accordingly, the analysis and discussion herein is generally applicable
regardless of the economic orientation, strategic priorities or policy choices of the
government in question.

At the same time, however, it js fundamental to realise that public expenditure
management is country-specific. Public expendiwure management approaches and
recommendations must be solidly grounded on the economic, social. adminisirative
and implementation capacity realities of the specific country.

The policy context and the objectives of Public Expenditure Munagement (PEM)

(a) The Policy Context: The key goals of overall economic policy are usually defined
as growth, equity and stability. It has been understood that these three goals are
complementary over the long-term. Economic growth provides the resources
needed for poverty reduction, but if it is nol accompanied by sufficient stability
and equitable policies. it cannot be sustainable. Unstable economic and financial
circumstanges are hostile to growth and typically hurt the poor, Bue stability in a
context of delermined economic stagnation and poverty is hardly a desirable
outcome. In the short-term., however, these goals may be mutually conflicting, and
a sound resolution is required that wkes all three inte consideration in a clear
policy package.

(b)Y The Three Key Objectives of PEM: Tt is observed that the nature of public
expendilure managemenrt is instrumental. As s central instrument ol policy, it
must pursue all the three overall economic policy goals. Financial stability calls.
among other things, for fiscal discipline; economic growth and equity are pursued
patly through allocation of public money to the various seclors; and, most
obviously, all three poals nced cfficient and cffective use of resources into
practice. Hence, the three goals of overall policy translate into three key objectives
of good public expenditure management: fiscal discipline (expenditure control);
allocation of resources consistent with policy priorities (“strategic” allocation);
and good operational management. In turn, good operational management calls for
both efficieney (minimizing cost per unit of output) and effectiveness (achieving
the outcome for which the output is intended). But in addition, as stressed earlier,
astention to proper norms and due process is essential as well. This book shall
refurn again and again to these “three key objeclives, but a few general
considerations are advanced below.

There are associations between the three key objectives of PEM, their
corresponding major function and the government level at which they are mostly
operative, Fiscal discipline requires control sl the aggregate level; strategic
resotirce altocation reguires good programming. which entaiis appropriate cabinet-
level and inter-ministerial arrangements; and operational marnagement is lfargely
an intra ministerial afTair. 11 shouid be stressed, however, that (iscal discipline and
operational management are amenable to “technical™ improvement than is the
strategic allocation of resources.

According 1o Petrei, 1998 puts i+ “Resource distribution among programs is
perhaps the least technical part of the budget process. With the exception of
investment projects, spending decisions are rarely based on technical principles or
on detailed work (o determine the population’s preference. The allocation of funds
results from a series of forces thal converge at different points of the decision-
making process, with an arbitrator who ruled according to an imperfect perception



of present and future political realities, The iministries. the headyuaners of the
principal apencies, and many ather decision-making positions are occupied by
politicians who. thearetically, have developed a certain intuition abowt what
peopie wanl. In any event. the effort made at this siage of the budget process 1o
collect and analyze information is less than at any other stage™.

Our focus on public expenditure management should not lead us to let go the
essential link between revenue and expenditure. The three of PEM objectives can
easily be expanded into a trio of fiscal objectives. Fiscal discipline results from
good forecasts of revenue as well as expenditure; strategic allocation has u
counterpalt in the tax incidence across different sectors: and tax administration, of
course, is the revenue aspect of good operational management of expenditure.

(c

Complicating the Issue: Althouph fiscal discipline. strategic resource allocation,
and operational cfficiency are i general the three key objectives of PEM, in most
countries the budpeting system is expected 10 achieve a variety of aims. A,
Premchand listy eleven dimensions of public expenditure munagement. Most of
(hese dimensions can be readily reconciled within the triad of PEM objectives,
and soime are in cffect different formulations of the same objective. However, the
reality is that all these dimensions—duplicative or not—have come to he
associated with public budgeting ar various times. Because 01 is manifestly
impossible 1or anv budget system to conform to all these dimensions at the same
time. 3 strategic dectsion is needed regarding which one or two or three of these
dimensions (o focus at a given time in the specific country concerned. Thus,
although we will continue to refer throughout ihis book to the Lriad of PEM
objectiv gs, the inevitable simplification should be kept in mind.

d) .4 Word abour Sequencing: 1f you cannot count the money, you cannot allocate it
and if you cannot allocale it you cannot manage it. Fiscal discipline comes first in
many ways and next is resource allocation znd operational efficiency. It is true
that in those few developing countries that have cxtremely weak revenue forecasts
and cash managemenl systems in those countries, improving expenditure control
is first and (oremost. and any effort at addressing the other twa objectives of PEM
would be futile and possibly counterproductive. However, it is also essental ta:
(t) design and implemeal improvements in expenditure control in ways that do not
jeopardize the impravements in sectoral allocation and resource management
which must evenually follow; and (ii) have a clear ex-ante sense of how far 1o
push impravements in expenditure and cash control before it becomes timely and
necessary to address strategic allocation and manapement jssues.

The fastitutional Context

Several developing couniries have accepted technical advice for decades and
wntroduced innovations in their budgeting systems. fo the point where the formal PEM
system appears robust and ccherent in every respect. Yet, efficicncy of public
expenditure remains poor. corruption is endemic, and pubiie services are of worse
quality and even less accessible than they were at the start of the “reforms™.

The tcrm “institution” is used as a synonym for *‘orgamisation”. However, institutions
are best understood as rules. and are thus distinet fram the organizations that function
under them.

For exumple, the tendency toc overestimate revenues may stem from concrele
incentives (o da sa rather than from lechnical weaknesses. Or, in a wmulti-ethnic
country, a performance bonus scheme for budger officials may be perfectly designed
on the swface but faif to produce improvements if it is inconsistent with tiie informal
rule that demands that managers usc their power to help members of their own ethaic
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group. Indeed. under these circumstances. (he “innovation” may lead managers to
manipuiate expenditure forecasts and outturns in the interest of “their” people, and
thus to a less efficient system,

The (otal stock of institutions is always larger than it is visible on the formal surface,
especially in developing countries. This leads to four basic points, among others:

1.

A design failure to take into account key informal rules is likely to lead to a failure
of the budpeting reform itself.

Durable institutional change, in general, and public budgeting, in particular, take a
long time to be implemented successfully,

Ome way to improve the overall instinitional framework is to make the informal
rules more visible.

Budget organisations and new units can be merged, restruetured, recombined and
created, but o change in behaviour will result unless the basic rules, proceduras
and incentives changes.

For example, simply merging a Ministry of Finance and a Ministry of Planning will
not do much by itself Lo improve coordination of current and investment budgets.

The Gavernance Confext

(a)

(b)

The Link between Governance and Development; The risk ol relativism inherent
in the earlier statement that PEM “technology™ is country specific is obviated by
the universal relevance of certain fundamentals of governance. The link between
good governance and economic development has long been understood by many
scholars, development practitioners, and above al], the average man and woman in
the developing countrics themselves. However. a variely of considerations
{primarily, the Cold War) kept governance away from the official concem of
development institutions, und hence ouwside the technical advice and financial
suppont for PLM improvements. Since the end of (he 1980°s, however,
perceptions and policies have changed dramatically. Even the remaining alleged
exception 10 the link betwecn povernance and developiment (the East Asian
“miracle’) collapsed under the weight of the financial crisis that began in Thailand
in July 1997 and quickly spread 10 Indonesia, Korea and to a lesser extent to other
Asian countries. It is now clear that fundamental public and comporate govemance
weaknesses were among the structural causes of the crisis. Since then, references
1w “Asian values”™ to justify practices inimical to good governance have been
conspicuous for their absence.

The Components af Good Governance: There is a general consensus that good
governance rests on “four pillars™ accountability, wansparency, predictabiliry and
participation. Accountability means the capacity to call public officials to 1ask for
their acrions; transparency entails the low-cost access to relevant information;
predictability results primarily from law and regulations that are clear, known in
advance, and uniformly and effectively cnfvrced; and participation is needed to
supply reliable information and to provide a reality check for government action.

It is clear that none of these four components can stand by jtself; each is
instrumental in achieving the other three; and all four together are instrumental in
achieving sound developiment management.

For example, accountability mechanisms in the budget process are hollow if there
is no reliable financial information, and meaningless without predictable
conseguences. Furthermore. all governance concepts are universal in application
but relative in nature. Accountability is a must everywhere, but does not become
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operational until one defines accountability “of whom™, “for what” and “to
whom™. Transparency can be problematic when it infringes on necessary
confidentiality or privacy. Full predictability of inefficiency or corruption is not a
great advantage. And 1t is evidently impossible 10 provide for participation by
everybody in everything, and unwise to use participation as an excuse to avoid
laking tough but necessary decisions.

Governance and Public Expenditure Management: The rclevance ol these
concepis to the various aspects of public expenditure management will be brought
oul throughoui this volume. A few generally applicable considerations are
provided befaw,

{.ack of predictability of financial resources underimines of strategic prioritization
and makes it hard for public officials to plan for the provision of services {and is
an excellent alibi for non-performance to boot). Predictability of govermment
expendilure in the aggregate and in the various sectors, is also needed as a
signpast (o guide the private sector in making s own production, marketing and
investment decisions.

Transparenicy of fiscal and financial information is a must for an informed
execulive, legistature, and the puabiic at large. It is essential not only that
information be provided, but that 1t should be relevart and in undetstandable forny.
Dumping on the public immense amounts of raw budgetary materisl does nothing
o improve liscal transparency. The IMF assembled in 1998 a Code of Good
Practices on Fiscal Transparency, which underlines (he imponance ot clear fiscal
roles and respensibilities; public availability of infoonaticn; open processes of
budpet preparation, execution and reporting: and independent reviews and
assurance of the integrity of fiscal forecasts, information and accounts. While not
all the specifics of the code necessarily apply to all countries, its principles are
gencrally applicable to developing and transition econpmies as well 4s developed
cauntries.

Appropriate participation by concerned public officials and emplovees and by
other stakeholders is required for the sound formulation of expenditure programs;
participation by external entities, for the monitoring of operational efficiency; and
feedback by users of public services, for the monitoring of uccess to and quality of
the services.

Accountability is needed both for the use of public money and for the results of
spending it. Because, through averuse, the term “accountability” has acquired
mantra-like gualities (and has no exact transiation in many languages), it is helpful
to unbundle i1 at the oulset. Effeciive accountsbility has two components:
(i) answerability and (ii) consequences. First, answerability is the requirement for
central budget officials and sector ministry personnel (o respond periodically 1o
questions concerning where the money went and what was achieved with it. The
conversation itself maners, much more than any bean counting or mechanistic
recitation of outputs. Second, there is a need for predictable and meaningfui
consequences. A budget law or administrative framework, covering budgetary as
well as exira budgetary activities and specifying fiscal maragement
responsibilities should be in place. Taxation should be under the authority of law
and the administrative application of tax laws should be subject to procedural
safeguards. Public availability of information, extra budgetary activities should be
rovered in budget documents and accounting reports. Original and reviscd budget
estimates for the two years preceding the budget should be included in budget
documenis.
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C)

e

* The level and composition of central governmeni debt should be reporcd
annually with a lag of no more (han six manths. Open budget preparation,
eXecution and reporting.

<+ A {iscal and economic outlook paper should be presented with the budget,
including among other things. a statement of Gscal policy objectives and
priorities, and the macroeconomic forecasts on which the budget is based.

%« A satement of “fiscal risks” should be presented with the budget documents.
All general government activities should be covered by the budget and
accounts classification. The avcrall balance should be reported in budgel
documents, with an analytical table showing its derivation from budget
estimates.

<+ A statemen( of accounting standards should be presented with the budger.

« Final central government accounts should reflect high standards. and should
be audited by an independent external auditor. Independent agsurances of
integrity,

< Mechanisms should be in place to ensure that external audit findings are
reported to the Jegiskature and that remedial action is taken.

+ Standards of external audit practice should be cansistent with international
standards.

= Working methods and assumptions used in producing macroeconomic
tforeeasts should be made publicly available.

Sowurce: Intcrmational Monerary Tund.

This should be self-evident. However, the need for consequences of some sort is 50
often disregarded in practice that ane must make the elementary point that without
consequences, “accountability™ is only an empty and time consuming formality.

Largely becavse the PEM system, must be accountable both for the use of the
public money and for the results of spending it, accountability in public
expendimre management has two dimensions. Stronger inlernal accountability of
budget system personnel to their superiors may be necessary, but is more
applicable 10 “overhead” PEM activities {e.g.. policy advice, macrocconomic
forecasting, etc.) than to sector ministries responsible for services to the public,
For the lafter, external accountability is needed as well. Particularly with the
dramatic improvements in information and communicaiion technology, feedback
from service users and the citizenry can ncw be obtained at low cost and for a
greater variety of activities, and is an essential adjonct for improving efficiency
and cfiectiveness of service delivery. Strengthening external accountability is
especially necessary in the comtext of initiatives far greater decentralization or
managerial autonomy, when new checks and balances are required 1o assure that
access Lo and quality of public services is not compromised as a result.

A ward about “performance”: All accountability must be for performance. But
“performance”, too, is a relative and colfture-specific concept. Government
employees could be considered “well performing™ if they always stick to the letter
of the rules, in a system where rule of compliance is the dominam goal; if they
account precisely for every cent of public money, in a system where protection of
resources is the dominant goal: il they obey without question a superior’s
jnstructions, in a swictly hierarchical system; if they compete vigoreusly for
individual influence and resources, in a system where such competition is viewed
positively; if they cooperate harmoniously for group influence. in a systern where
conflict is discouraged; and so on. Whenever the word “performance” is heard, the



immediate question should be: “In terms of what?” Tt is esseniiai 1o understand
that administrative cultures are not inherently superiar or inferior (so long as they
abide by the governance fundamentats discussed earlier), and that they evalve in
response 1o concrete problems and incentive structures, Even when an
administrative culture has become badly dysfunctional, it is stjll necessary to
understand it’s roots il one wishes to improve it in a durable way.

Corruption and Public Expenditure Management

Although corruption in government is often idenlified with large procurements and
majer public works prajects. Public expenditure is barely the only source of potential
corcuption. Tax administration, debt management, customs, ifl-designed privatization.
the banking system, etc., can be equally troublesome in that respect. But certainly, one
major route to improving PEM (and. of course, improving the quaiily of governance
as well) is 10 reduce the opportunities for corruption in the process and punish
corruption when it occurs, The reverse is also troe: a major way of reducing corruption
is to sirengthen PEM. Quite aside from any moral or legal consideration, corruption
weakens fiscal discipline; distorts the allocation of resources; harms operational
efficiency and eflectiveness; and, obvicusly, is antithetical to duc process.

Definitions of comuption can be exceptionally complex. The simplest definition is as
powerful as it is short: “corruption is the misuse of public or private office for
personal gain™. “Misuse™ (unlike abuse) covers both “sins of commission™ (i.e., giving
iflegal favours), and “sins of omission” (1.e.. deliberately turning the other way). And
the presence of the term “private” in the defimition of cormuption underlines the fact
that there camnot be a bribe received without a lribe given. In the context of
developing countries, this ponts out that much corruption is externally generated.
Clearly, attention needs to be paid to the “imported corruption™ as well as fo the
homegrown variety.

A remarkable, indeed historic, convergence of aclions and policies has occurred in this
aren In just two years, 1997 and 1998, as a natural ouigrowih of the earlier recognition
of the governance-development nexus. The World Bank enacted an official policy
against corruption n September 1997, Other Multilateral Development Banks
(MDBs) followed suit rapidly. The anticorruptiou poficy of the Asian Devclopment
Bank was approved in July 1998, and anti-corruption cooperation among the MDBs
has been strengthening since then. At the same iime, as noted eavlier, the TMF
promulgated the code for Fiscal Transparency. Finally, the organisation for Economic
Cooperation and Development (QECD — the "developed couvatries” club™) succeeded
n negotiating in Necember 1997 a3 landmark coavention against bobe-ywiving, which
entered into force at the end of 1998, For the first time in history. the coavention
makes Lhe bribing of foreign officials a crime at par with natianal laws conceming
bribery of natioral ofticials in all member countries of the OECD.

Thus, although many economists, country officials, and developinent professionals
had always becn aware of the inefficiencies and inequitics of cormuplion, it is only
recently that the taboo on even mentioning the “C word™ has been removed and a clear
consensus has emerged: in the long run, corruption {i) is bad for ecunamic efficiency
and growth; and (ii) hurts the poor most. Corruption is increasingly being seen as
neither beneficial (“grease for the machine”™), nov inevitable (“the way the system
warks™), nor respectable. This new consensus has been translated into actual policies
of intermatiopal organisations and governmenis around the world. Although the
process is only beginning, and most of the implementation lies ahead {and corruption
will of course never entirely disappear), for the first lime in contemporary histocy
there is a concrete opportunity 1o reduce substantially “the canccr of corruption”.
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The Macroeconomic Programming Context

Macroeconomic and financial programmmning has been dominated for well over a
generation by the simple but powerful mode! developed by Jacques Polak. Change in
govemment revenues and expenditures has always been important in that model,
partly through its (monetary) impact on domestic credit and mwney creation, and
partly through its (Keynesian} influence on natonal income and the demand for
imports. Furthermore, since the early 1990°s, the Scmantics of Corruption, Lhe
definition of corruption is clear, but ane must beware of assuming that the same term
retlects the same reality in different developing countries. While in some countries the
word “corruption™ may be reserved only for million dollar bribes, inch-deep highway
surfaces, and non-existent schools, in other countries the word is used (o include
minor irregularities or minuscule conflicts of interest. [n one South Asian country, for
example, 2 major newspaper reported in a front-page arlicle of September 1998 that:
The pgovernment is to work out a modality next week to take action against
parliamentarians who are engaged in business activities wilh state or public
nstitutions, the minister announced. He cited the Supreme Court judginent on the
case. The court decided that one parliamentarian was not suited since he was
managing a petro] shed, “We know about several others who have fixed the official
telephone to their business places in a way that Parliament has to pay for their
telephone charges (equivalent to tens of dollars). We cannot allow this situation to
continue anymore”, the minister said. Clearly, these practices are inappropiiate and do
fit into the strict defimition of corruption. There is also a “slippery slope™ argument that
zern talerance is required if corruption is not to eventually become a large problem. But,
in comparison with the Jevel of corruption in other countries, such praclices as quoted
above are trivial, The lerms used however, are often idenlical, Therefore, a finding that
corruplion is widespread 1nust be interpreted carefully in the light of just what is meant
by corruplion in the specific country’s context. The rediscovery of the economic costs off
excessive fluctuations in exchange rates has reduced the emphasis an currency
devaluation as an instrument of economic and financial adjustment. As under the
Breron Woods system operating in the postwar period until 1973, the IMF has come
back apain to regard the exchanpe rate as a nominal “anchor”, and the burden of
adjustment has correspondingly shifted to the fiscal side.

The degree of fiscal adjustment is normally measured by the reduction in the overall
govemment deficit. The fiscal deficit, obviously, is determined by both revenue and
expenditure. Hence, by definition, a fiscal policy focused cmuirely on public
expendilure adjustment would be incomplete. But in practice, the change in
macroeconomic programming emphasis towards fiscal adjustment has coincided with
a major rethinking of the role of the state towards downsizing and the shedding of
many earlier functions. Measures on the revenue side do remain important in most
developing countries but away from shorf-term Lax increases and towards actions thal
broaden the tax base and raise the elasticity of the tax system with a view lo long-term
revenue expansion. However, the downsizing of the role of the state has naturally led
1o preater reliance on public expenditure reductions as ao instrument of fiscal
adjustment. In turn, sustainable expenditure rteduction is a chimera unless the
expenditure management System is in reasonable good shape. Hence, the current
emphasis is on public expenditure management and its key role tn macroeconomic
programming.

The Genie Quiside the Bottle: Information and Communication Technology (ICT)

It is umpossible to provide a good overview of the context of PEM without some
reference to the informatics revolution, The monumental change wrought in every
field by the new information and communication technology is still only in its initial
phase. The subject of ICT is too vast to be adequately discussed in this volume.
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Nevertheless, as an cventual objective 10 aim for when and where country needs and
capabilities perinit. But a few general considerations should be raised here.

First, ICT is a tool, immensely powerful ycl essentally mo different from a
photocopier or a car, in the sense thal user needs and reguirements must come first and
dictate whether and how the 1CT tool should be used. Fur cenain functions, pencil and
papcr, or a telephone, or a face-lo-face meeting, or a visit to the library, are far more
effective than compuiers or the internet. This obvious paint must be siressed because
there are fregueni instances when poverminenis, consultants, or donor agencies
encourage computerising anything in sight. Indced, many would argue that 1T
innovation §s now largely supply and markcting driven ratber than dictated by the
needs und requirements of 1he users, [1 §s essential 1o assess realisticaily and compare
the costs ofa given 1TC change with the actual benetits expected fiom it.

Second, ncither the ICT "Mechic” nor the “public manager” should wark in isolation
from each other. As noted, improvements in effectiveness stem largely from better
rules and procedures in the sector concerned, To apply advanced [CT to obsolete or
inefficient rules and processes means in effcet o computerise inefliciency. Daing the
wrong thing [aster is not progress. On the other hand, the absence of relevani ITC
knowledge risks either costly mistakes or missed opportunities (or dramatic serviee
improvements.

Third, YCT cannot substitute for good management and inlernal controls. [ndeed, the
introduction of computers can give a false illusion of tighter expenditure control, in
cases where a large parl of the expenditure cycle occurs in parallel outside the
computerised system.

Fourth, faster and integrated public financial management information systems carry
correspondingly greater potenial risks for the integrity of the deta and can even
Jjeopardize the financial management sysiem in hs entivety if developed carefessly and
without sufficient checks, controls, secusity and virus protection. Also, it is ofien
argued that ICT reduces the comuplion. In fact, computer technology eliminates
almost all opportunities for corruption for those whe do not understand fully the new
technology but opens up new corruption vistas for those who understand the new
systems well enough to manipuiate them,

To sum up, the adoption of more advanced ICT should meet the foilowing criteria:
(i} Always fit the user requirernents and the real objectives of the activity; {ii) assure
that the more advanced ICT goes hand in hand with improved rules and processes;
(i1} protect data and systems integrity; and (iv) aim at an integrated sirategy and avoid
a piecemea! approach (which can fit specific needs but adds up to a ramshackle and
even dangeraus system). Note that an integrated appraach requires compatibility and
coordination, but not necessarily a single sysiem,

5.4 PUBLIC DEBT: MEANING, CLASSIFICATION AND
METHOD OF REDEMPTION

5.4.1 Meaning of Public Debt

Gavernments need to borrow money from diflercnt sources when carrent revenue falls
shont of public expenditures. Thus, public debt refers to loans incurred by the
governntent to finance its activitics when other sources of public income fail 10 meet
the requitements. In this wider sense, the proceeds of such public borrowing constitute
public income,

However, since debt has to be repaid along with intercst from whom it is borrowed, it
does not constitute income. Rather. it constitutes public expenditure. Public debt is
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incurred when the government floats loans and borrows either internally or externally
from banks, individuals or countries or international loan-giving institutions.

The fact about public borrowing is that like taxes, public borrowing is not a
compulsory source of public income. The word ‘compuision’ is not applied to public
borrowing except in certain exceptional cases of borrowing.

5.4.2 Classification of Public Debt

The structure of public debt is not uniform in any country on account of factors such
as categories of markets in which lvans are [loated, the conditions {ur repayment, the
rate of interest offered on bonds, purposes of borrowing. ete.

In view of these differences in criteria, public debt is classified into various categories:
{i) Internal and external debt

(ii) Short term and long term loans

{iii) Funded and unfunded debt

{1v) Voluntary and compulsory ioans

(v] Redeemable and irredeemable dcbt

(vi) Productive or reproductive and unproductive debt/deadweight delbxt

(i) Internal and External Debt: Amount owed to the citizens and institutions are
called intemmal debt and amount owed (o foreigners comprise the external debt,
Internal debt refers to the governinent loans floaled in the capital markets within the
country. Such debt is subscribed by individuals and institutions of the country.

On the other hand, if a public loan is fleated in the foreign capilal markets, i.e.,
outside the couniry, by the government from foreign nationals, foreign
govermments, international financial instilutions, it is called external debt.

{ii} Short term and Long term Loans: Loans are classified according to the duration
of loans taken. Most government debt is held in short term interest-bearing
securilies such as treasury bills or ways and means advances { WMA), Maturity
period of a treasury bill is usually 90 days.

Govenunent borrows meney for such period (rom the central bank of the country
to cover tempovary deficits in the budget. Only for long term loans, government
comes to the public. For development purposes, long period loans are raised by
the government usualiy tor a pertod exceeding [ive years or more.

(iii} Funded and Unfunded or Floating Debt: Funded debt is the loan repayable after
a long period of time, usually more than a year. Thus, funded debt is long term
debt. Further, since for the repayment of such debl povernment maintains a
separate fund, the debt is called funded debt. Floating or unfunded loans are those
which are repavable within a short period, usually less than a year.

It is unfunided because no separate fund is maintained by the government for the
debt repayinent. Since repayment of unfunded debt is made out of public revenue,
it is referred to as a floating debt. Thus, unfunded debt is a short term debt.

(iv) Voluntory and Compulsory Loans: A democratic government raises loans for the
nationals on a voluntary basis. Thus, loans given to the government by the people
on their own will and abilily are called voluntary loans. Narmally pnblic debt by
nature is voluntary, But during emergencies {e.g., war, nanwal calamities, etc.)
government may force the nationals Lo lend it. Such loans are called forced or
compulsory loans.
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(v) Redeemable and Irredeemabfe Debt: Redeernable public debt refers to that debt
which the povernmenl promises to pay off at some tuture date. Atter the maturity
period, the government pays the amount to the lenders. Thus, redeemabic loans
are called terminable loans.

in the case of wredeemable debt, government does not make any prowmise about
the paymenl ol the principal amouni. although interest is paid regularly to the
fenders. For the most obvious reasens, redeemable public debt is preferred. If
iredeemable loans are 1aken by the govermmenty, the seciety will have 10 face the
consequence of burden of perpetual debt.

(V1Y Productive {or Reproductive) and Unproductive (or Deadweighi} Debt: On the
criteria of purposes of Joans, public debl may be classified as productive or
reproductive and unproductive or deadweight debt. Public debr is productive
when 1t is used in income-earning enterprises. Or productive debt refers o that
lean which is raised by the government for increasing the productive power of the
2conomy.

A productive debi creates sufficient assets by which it is eventually repaid. [f
ioans taken by the government are spent on the building of railways, development
of mines and jndustiries. irrigation works, education, etc., income of the
government will increase wltimately.

Hence, productive loans are an addition to the total productive capacity of the
country.

In the words of Findlay Shirvas, “Productive or repreductive loans which are fubly
covered by agsers of equal or preater value, the source of the interest is the income
from the ownership of these as railways and imrigation works™.

Public debt is unpreductive when it is spent on purpases which de not yield any
incomc to the goverminent. e.g.. refugee rehabilitarion or famine relief work. Loans for
tinanging war may bc cegarded as unproductive loans. nstead of creating any
productive assels in the economy, unproductive loans do not add to the productive
capacity of the economy. That is why unproductive debls are called deadweight debts.

5.4.3 Methods of Redemption of Public Debt

Redemption of debt refers to the repayment of a public loan. Although public debt
should be paid, debt redemption is desirable too. In order (o save the povernment from
hankruptcy and t raise the confidence of lenders, the government has to redeem its
debts from time to time, oo

Sometimes, the government may resort to an extreme step, such as repudiation of
debi. This extreme step is, of course, violation of the contract. Use of repudiation of
debt by the government 1s economically unsound.

Hese, instead of concentraling on the repudiation of debt, we discuss below other
important methods for the eelirement or redemption of public debt:

(1Y Refunding: Refunding of debt implies issue of new bonds and securities for
raising new Yoans in order to pay ofl the matured Joans {i.e., old debts),

When the government uses this method of refunding, there is no lquijdation off
the money burden of public debt. Instead, the debt servicing (i.e., repayment of
the interest along with the principal) burden gels accumuiated on account of
postponement of the debi-repayment Lo save future debt.

(iiy Comversion: By debt convetsion it is meant that reduction of interest hurden by
converting old but igh interesi-bearing loans into new but low interest-bearing
loans. This method tends to reduce the burden of interest on the taxpayers. As
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(iii)

(v}

(v)

(vi)

(vii}

the government is enabled to reduce the burden of debt which falls, il is not
required to raise huge revenue through taxes to service the debt.

Instead, the governmem can cut down the tax liability and provide relief to the
taxpayers in the event.of a reduction in the rate of interest payable on public debt, It
is assumed that since most faxpayers ate poor people while lenders are rich people.
such conversion of public debt resulis in a less unequal distribution of income.

Sinking Fund: One of the best methods of redemption of public deblt is sinking
fund. Tt is the fund into which certain portion of revenue is put every year in
such a way that it would be sufficient 10 pay off the debt from the fund at the
time of marurity. In generatl, there are, in fact, two ways of crediting a porticn of’
revenue to this fund.

The usuat procedure is 1o deposit a certain (fixed} percentage of its annual
income to the fund. Another precedure is to raise a new loan and credit the
proceeds to the sinking fund. However, there are some reservations agains! the
second method.

Dalton has opined that it is in the tightness of things to accumulate sinking fund
out of the current revenue of the government, not out of new loans, Althcugh
convenient, it is one uf the slowest methods of redemption of debt. That is why
capital levy as a form of debt repudiation is ofien recommended by economists.

Capital Levy: In times of war of emergencies, most governments follow the
practice of raising money necessary for the redemption of the public debt by
imposing a special iax on capital.

A capital levy is just like a wealth tax in as much as it is imposed on capital
assets. This method has certain decisive advantages. Firstly, il enables a
govermment to repay its {emergeney) debt by collecting additional tax revenues
from the rich people (i.e., people who have huge properties).

This then reduces consumption spending of these people and the severity of
inflation is weakened. Secondly, progressive levy on capital helps lo reduce
tnequalities in income and wealth. But it has certain clear-cut disadvantages too.
Firstly. it hampers capital formation. Secondly, during normal time this method
is nol suggested.

Terminal Annuity: 11 is something similar to sinking fund. Under this method,
the government pays off its debt on the basis of terminal annuity. By using this
method, the government pays off the debt in equal annual installments.

This method enables govermment to reduce the burden of debt annually and at
ihe time of maturity it is fully paid off. It is the method of redeemijng debts in
installments since the government is nat required to make one huge lump sum
payment,

Budpet Surpius: By making a surplus budget. the governmemt can pay off its
debt 1o the people. As a general rule, the government makes vse of the budgetary
surplus to buy back from the market its own bonds and securities. This method
is of litle use since modern governments resort to dcficit budget. A surplus
budget is usually not made.

Additional Taxution: Sometimes, the government imposes additional taxes on
people to pay inlerest on public debt. By levying new taxes — hoth direct and
indirect, the government can collect the necessary revenue so as to be able to
pay ofl its old debt. Although an easier means of repudiation, this method has
certain advantages since taxes have large distortionary effects.



(viii) Compulspry Reduction in the Rate of Interest: The povernment may pass an

ordinance to reduce the rate of interest payable on its debt. This happens when
the governmeni sulfers from financial crisis and when there is a huge deficit in
its budget,

There are so many instances of such statutory reductions in the rate of interest.
However, such practice is not followed under normal situations, Instead. the
government is forced to adopt this method of dcbt repayment when situation so

demands.

Fill in the blanks:

| Govemmenl spending which is incurred by central, state and local
governments of a country is referred to as

2. The of different items on which the government incurs
expenditure is known as classification of public expenditure.

3. Expenditure which results in creation of income or output is referred 1o as
the

4, Expendiwres which do not create any productive asset that can generate
income ar retfums to the government are termed as

LA

The of a country should be a financial mireor of society's
economic and social choices.

6. The depree of fiscal adjustment is nonnally measured by the
m the overall government delicit.

5.5 LET US SUM UP

Public expenditure can be defined as, “The expenditure incurred by public
authorities like central, state and local governments to satisty the collective social
wants of the people is known as public expenditure”.

In the earty 20% Century, Jahn Maynard Keynes advocated the role of public
expenditure in determining of level of income and its distribution.

The division of (unctions and revenue raising powers between the central and state
governments is _gaverned by the constitution, largely influenced by the
Government of fnusa Act, 1935,

Revenue expenditure are current expenditures incorred on civil administration,
defense forces, public health and education, maintenance of governmenl
machinery, etc,

There is a necessary distinction between the expenditure policy question of
“whal™ is to be done, and the expenditure management question of “how™ it is to
be done.

The key goals of overall econemic policy are usually defined as growth, equity
and stability.

The three goals of overall policy translate into three key objectives of good public
expenditure management: fiscai discipline (expenditure control. allocation of
resources consislent with policy prierities (“strategic” allocation); and good
opcrational management.
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beblic Franc e Effective accounlability has two components: (i) answerability and (ii)

consequences,

® By making 2 surplus budget, the government can pay off its debt to the people.

5.6 LESSON END ACTIVITY

Critically examine how public debt in managed in India.

3.7 KEYWORDS

Shifting: Roll down
Elasticity: Flexibility

3.8 QUESTIONS FOR DISCUSSION

J. Discuss the methods of redemption of public debt.

2. Describe the classification of public debt.
3. Explain the role of PEM.
4. Define public expenditure. Discuss the classification of public expenditure.

Check Your Progress: Model Answer
1. Public Expenditure
2. Systematic arrangement

Non-transfer Cxpenditure

4. Unproductive Expenditure
5. Budget
6. Reduction
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6.0 AIMS AND OBJECTIVES

After studying this fesson, you should be able to:

e Explain about effects of public expenditure
# Describe the public debt in India
e Discuss the objectives of public det

e Explain the limit to public debt

6.1 INTRODUCTION

Rapid economic development requires huge expenditure to be incurred in the various
sectors of the economy. As the private sector is usually hesitamt and unwilling to
invest huge amounts because the retums from such investments are either uncertain or
long delayed. it is public expenditure which plays the crucial role in eco-nomic
development {especially) in underdeveloped economy. The public expenditure can be
used as a lever 10 raise aggregate demand and thereby to get the economy out of
recession. On the other hand, through variadon in public expenditure, aggregate
demand can be managed to check inflation in the economy. Throughout the 19th
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Century, most governments [ollowed laissez faire economic policies & their functions
were only resuricted to defending aggression & maintaining law & ordcr. The size of
public expenditure was very small. But now the expenditure of governments all over
has significantly increased. In the early 20th Century, John Maynard Keynes
advocated the role of public expenditure in detennination of level of income and its
distribution. In developing countries, public expendilure policy not only accelerates
economic growth & promotes employment opportunities but also plays a useful tole in
reducing poverty and inequalities in income distribution.

6.2 EFFECTS OF PUBLIC EXPENDITURE

Public expenditure has a great bearing on economic development and social welfare of
a country. The following observations may be noted in this regard:

6.2.1 Effect on Production

According to Dr. Dalton, “public expenditure tends w affect the level of production in
the following manner”

1. Capacity tp work and save: As a result of public expenditure, capacity to work
and save tends to rise. Govemnment expendilure provides various Kinds af social
and economjc facilities stimuiating the capacity 10 work with the peopla.
Increased capacity suggests increased efficiency and greater coployment. Level
of income and saving tends to rise facilitating greater investment and adding to the
pace of growth.

2. Desire to work and save; Expenditure jncurred by the government promotes the
will to work and save. As a result, their income and standard of living 1end to rise.

3. Productive utilization of resources: Public expenditure restores a balance in the
economy by focusing on those areas of production which generate maximum
linkages effect. Public expenditure acts as pump-priming factor altracting idle
resources to their productive utilisation. Accordingly, production level tends to
raise the resources from unpraductive activities to productive ones. This results in
increase in production.

6.2.2 Effect on Distribution
Public expenditure affects distribution in the following possible ways:

1. Regional Inequality: This is how public expenditure can promote equality across
different regions of a country:

(i) The government expenditure should focus on development ol backward areas.
increasing the level of production and income of the people of those areas.
Their standard of living will increase to catch up with the living standards in
developed regions of the couniry.

(it} Public expenditure should include financial help te the small-scale and coltage
industries. These industries have the merit of easy-diversification across
different parts of the country. Accordingly, regional inequaliry is expected 1o
improve.

2. Distribution of the dividends of industrial development: As a consequence of
public expenditure, there are public sector industries m the country. The
workforces employed in these industries are paid higher wages. They get some
special facilities also which are comparatively better than others. Following the
public sector industries, private sector industries also provide higher wages and
other facilities to the workers. Increase in the workers’ wages will fead to
reduction in economic inequality.



3. Benefit to the weaker section: ' the govermnment makes public expenditure on

social services like education, medical cave, unemployment allowance, labhour
welfare, etc. after collecting resources by way of taxes from the rich class, it will
resuit in e increase in real income of the poor people, thus tilting the distribution
further in their favour.

Increase in the abilily to work of the poor: Distribution of ingome can also be
influenced by increasing the ability o work of the poor with the help of public
expenditure. This objective ean be achieved in two ways:

(i) Direct heip: The government can provide direct help to the poor people in the
form of cash, commadilies and service,

{il) Indirect help. The povernment ¢an provide loans to the poor at a low rate of
interest. It can provide them food al fair price. it can provide more social
services to them. As a result of it, their efficiency will be increased. With rise
in their incorme ievel their standard of living will improve.

6.2.3 Public Expenditure and Economic Stability

Cyclical changes are an inherent character of @ market economy. These changes are
calied Trade Cycles and are mamiested as the state of recession. depression, recovery
and boom. The states of recession and depression are particularly dangerous for
restricting the pace of growth. Inflation is equally bad when it tends to be galloping or
hyper. Note the following observations to understand how public expenditure facilities
economic stability:

1.

Public expenditure and depression: Duving depression, the prices of commoditics
tend 10 fall. Accordingly there is a fall in production and employment
Unemployment increases both the producers and the consumers become
pessimistic, Producers reduce output because of the lack of demand. Consuiners,
hoping for a further fall in prices. suspend their existing consurption needs.
Accordingly, reduction in demand is compounded. As a consequence, the vicious
circle of reduced demand, reduced preduction and reduced employment sets in.
Hcre comes the significance of pubiic expenditure.

According 1o Keynes. "in the state depression, the government should plan for a
comprehensive increase in public expenditure™. 1l can be of two types:

(i) Compensaiory expendirure: W includes those spending which the government
makes on public works 50 as to increase employment and aggregate demand.
Such spending penerate multiplier elfect on income. ¥ncome rises in
consonance with inéreased employment, acting as an antidote the sjtuation of
depression.

(34) Pump printing expendiiure: During the depression periods, investment is fow.
If investment is made in public sector, it will prompt private investment as
well. Public expenditurc thus made is called pump priming. Initial expendinrre
by the governmeni pariicularly on infra-structural facilities, tends to be
conductive for an all-round growth of privale investment,

Taylor categories public expenditure during depression as:
{a) Home relief,

{b) Unemployment compensation plans, and

{c) Work projects.

(a) Thome reliel is provided to the poor 50 as to increase their consumption
without gening their services. This is a kind of transier payments expected
to rais¢ vonsumption expenditure.
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6.3 OBJECTIVES OF PUBLIC DEBT

In India, most govermnent debt is held in long-term interest bearing securities such as
natipnal savings certificates, rural development bonds, capital development bonds. etc.
In industrially advanced countries like the USA, the term government or public debt
refers to the accumulated amount of what government has borrowed ta finance past
deficits.

In such countries the government debt has a very simple relationship to the
government deficit the increase in debt over a period (say one year) is equal 1o its
cuitent hudgetary Jdeficit. But, in India, the termn is used in a different sense.

The state generally borrows from the people to meet three kinds of expendirure:
(a) to meel budyet Jdeficit,

(b} 10 meet the expenses ol war and other extraordinary situations, and

(c} 1o fmance development activity.

(a) Public debt to meet budger deficit: 1t is not always proper to effect a change in the
lax svstem whenever the public expenditure exceeds the public revenue. It is to be
seen whether the trunsaction is casual or regular. If the budget deficit is casual,
then it is proper in raisc loans to meet the deficit. Buot if the deflicit happens to be a
regular feature every year, then the proper course for the state would be 1o raise
further revenue by taxalion or reduce its expend iture.

(b} Public debt to mect emergencies {ike war: [n many countrics, the existing public
debt i, 10 a greai extent. on account of war expenses. Especially after World War
11, this type of public debt had considerably increased. A farge portion of public
debt in India has been incurred 1o defray the expenses of the last war.

(c} Public debt for development purposes: During British rule in Indiz public debt
had to be raised to construer railways, irrigation projects and other works, In the
post-independence era, the govermument borrows from the public (o meet the costs
of development work under the five year plans and other projects. As a result the
volume of public debt is increasing day by day.

6.4 THE BURDEN OF PUBLIC DEBT

When a country borrows money from other countries (or foreigners} an external debt
is created. It owes it all 1o others. When a country borrows money from others it has to
pay inferest on such debt along with the principal. This payment is to be made in
forcign exchange (or in gold). If the debtor nation does not have sufficient stock of
foreign exchange (accumulated in the past) i1 will be forced {o export its goods 10 the
creditor nation. To be able 1o export goods a debtor nation has to generate sufficient
exponable surptus by curtailing its domestic consumption.

Thus an external debi reduces society’s consumption possibilities since it involves a
net sultraction from the resources available to people in the debtor nation to meet
their current consumption needs. In the 1990s, many developing countries such as
Poland, Brazil and Mexico faced severe economic hardships after incurring large
external debt. They were forced 1o curtail domestic consuinption to be able to generate
expart surplus (1.e., export more than they imported) in order to service their external
debts, i.e.. to pay the interest and principal on their past borrowings.

The burden of external debt is measored by the debi-service ratio which retums to a
country’'s repayment obligations of principal and interest for a padicular year on its
external debl as a percentage of its exports of goods and services (fe., its current

l,'l
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receipt) in that year. In tndia, it was 24% in 1999, An external debt imposes a burden
on society because it represents a reduction in the consumption possibilities of a
nation. It causes an inward shift of the society’s production possibilities curve.

Three Problems:

When we shift attention from external to internal debt we observe that the story is
different.

it creates three problems:

1.

2

kX

Distarting effects on incentives due to extra tax burden,

Diversion of sociely’s limited capital from the productive private sector to
unproductive capilal sector. and

Showing the rate ol growth of the economy.

These three problerms may now be briefly discussed:

).

Efficiency and welfare lpsses from taxation: When the government borrows
maoney from ils ewn citizens, it has 1o pay interest on such debt. Interest is paid by
imposing tax on people. [f people are required to pay more taxes simply because
the wovernment has to pay interest on debi, there is likely to be adverse effects on
incentives to work and to save. Tt may be a happy coincidence if the same
individual were tax-payer and a bond-holder at the same time.

But even in this case one cannot avoid the distorling eflects on incentives that are
inescapably prescent in the case of any taxes. 1f the government imposes additional
tax on Mr. X to pay him interest, he might work less and save less. Either of the
outcome or both mus1 be reckoned a distortion from efficiency and well-being.
Moreover, if most bondholders are rich people and most tax-payers are people of
maodest means repaying the debt money redistribuies income (wellare) from the
poor to the rich.

Capitul displacement (crowding-out) effect: Secondly, if the government borrows
money from the people by selling bonds. there is diversion of society’s limited
capital from the produclive private to unproductive public sector. The shortage of
capital in the private scctor will push up Lhe rate of interest.

In fact, while selling bonds, the governinent competes for borrowed tunds in
financial markeis, driving up intcrest rates for all borrowers. With the large
deficiis of recent years, many economists have been concemed in the competition
for funds; also higher imerest rates have discouraged borrowing for private
invesiment, an effect known as crowding out.

This, in its turn, will lead to fall in the rate of growth of the economy. So, decline
in living standards is inevitable. This scems to be the most sericus consequence of
a large public dehi. As Paul Samuclson has put it: “Perhaps the most serious
consequence of a large public debt is that it displaces capital from the nation’s
stock of wealtth. As a result. the pace of economic growth slows and future living
standards will decline™.

Puhblic debt and growth: By diverting society’s limited capital from productive
private to unproductive public sector public debt acts as 8 growth-retarding factor,
Thus, an economy grows much faster without public debt than with debt.

When we consider all the ¢{feets of govenment debt on the economy, we observe
that a large public debt can be detrimental to long-run economic growth. Figure
6.2 shows the relation between growth and debt. Lel us suppose an economy were
tc operate over time wilh no debt, in which case the capital stock and potential
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output wotild foilow the hypathetical path indicated hy the solid Yines in the
figure.

Qutput {without debt)
Capital stock
% / {wathout debi)
k=5
5 QOurtput {vith debt)
=
=
=
g' .
a Capital stock
{with Jebt)
0 1980 1999 fime

Figure 6.2: Public Debt, Capital Formation and Growth

Now suppose the governmeni increase a huge deficit and debt; with the accumuiation
of debt over time, more and more capital is displaced as shown by the dashed capital
line n the bottom of Figure 6.2. As the government imposes additional taxes on
people to pay interest on debl, there ave greater inefficiencies and disterlions—which
reduce further output.

What is more serious is that an increase in external debt lowers national income and
raises the proportion of GNP that has to be set aside every year for servicing the
external debt. 1f we now consider all the effects of public debt together, we see that
outpul and consumption will grow more slowly than in Lhe absence of large
government debt and deficit as is shown by comparing the top lines in Figure 6.2.

This seems to be the most important point about the long-run impact of huge amount
of public debt on econemic growth. To conclude with Panl Samuelson and W. D.
Nordhaus: "A large government debt tends to reduce a pation’s growth in potential
output because it displaces private capital, increases the inefficiency from taxation,
and forces a nation to service the external portion of the debt™.

Conclusion: There is no doubt a feeling among some people that intcrest payinent on
the national debt repayment is a drain on the nation's limited economic resources. 1t is
pure waste of our resources to use them to pay interest on the debt.

This argument is wrong because interest payment on the debr, if domesticaliy held, do
not prevent a usc of economic resources at all. It is, of course, truc that if our debt 13
held by foreigners, we will sufler a loss of resources.

Tn the case of domestically held (internal) debt. internal payment on the debt involves
a transfer of income from Indian taxpavers to Indian bondholders of the same
generation. Since, in most cases, laxpayers and bondholders are different entities, a
large national debt inevitably involves income redistribution effects. But internal debt
does not invalve any using up of the nation’s real economic resources.

6.5 LIMIT TO PUBLIC DEBT

Though there is no clear end limit 1o internal debt there should be a definite limit to
extemal debt, Moreover the upper limit to internal debt should be set by die annual
rate of growlh of per capita GNP.

93
Public Eapendiivre in Indsa



94

Public Finanee Points to remember (for quick revision)

The costs of the public debt include:

1. The private sectar autput given up at the time the debt was incurred.

[

Lack of conslraint an grawth of the public secior.

i

Higher interest rates, discouraging private invesiment,

4. Externally held debt that must be repaid.

th

Problems of income redjstribution when the debt is repaid.

Assessing the Debr

What kind of burden does the national debt impose on taxpayers and an [uture
generations?

One of the most obvious and significant burdens of the national debt is the interest that
muast be paid to borrow and maintain a debt of this magmitude. The interest burden of
the national debt cumulates as additional debt is incirred each year. Because the debt
is o1 beang retired, interest must be paid year after year.

The rising burden af the debt service—or interest cost of maintaining the debi—wil)
be passed on to future generations who will have to pay the interest on the current
debt. At the same time, however, many of those to whom the interest will be paid will
be lodian citizens who own government securities.

Should the debt be paid off? First of all, it would be a huge, probably impossible,
burden, even over several vears to raise through axes and other revenucs, the amount
needed 10 pay off the debt. Secand, with repayment of the debl, a significanl income
redistribution would occur as the average taxpayer became poorer due to the increased
tax burden and the holders of government securities became richer with their newly
redezimed funds.

Also, some portion of the debt js external, or foreign-owned. While, under normal
conditions, this is not a serious concern, in a period of accelerated repayment it would
mean a sizabte outflow of rupees from India. Finally, in order to pay otf the pubiic
debt. a series of surplus budgets would be needed.

However, as Keynes pointed out, a surplus budget has a contractionary impact on the
veonoiny. While the debl was being paid off, economic activity would decline, In
short. the opportunity cost of lowering the national debt would be a slowing down of -
the economic activities.

Check Your Prouress
Fill in the blanks:
1. Public expenditure can be used as a policy instrument to

2. In India, public debt refers to a part of the toltal borrowings by the

3. In order to pay off the public debr, a series of would
be needed.

4. The shortage of capital in the private sector will push up the




6.6 LET US SUM UP

6.7 LESSON END ACTIVITY

Tndia recorded a government debt equivalent to 69.50 per cent of the country's
Gross Domestic Product in 2016.

Governmem debt to GDP in India averaged 73,42 per cent from 1991 until 2016,
reaching an all-time high of 84.20 per cent in 2003 and a record low ol 66 per cem
in 1956,

In industriaily advanced countries kike the USA. the term gavernment or public
debt refers to the accumulated amount of what government has borrowed to
finance past deficits.

The rising burden of the debt service—or interest cost of maintaining the debl —
will be passed on 1o future gencrations who will have o pay the interest on the
current debt.

When the govemment barrows money from its own cilizens, it has to pay interest
on such debi.

When a country borrows money from others it has 1o pay interest on such deb
along with the principal.

During British rule in India public debl had to be raised (o construct railways,
irrigation projects and other works,

In the post-independence era, the government borrows {rom the public to meet the
costs of development work under the Five Yecar plans and other projects,

In industrially advanced countries like the U1.S A, the term governament pr public
debt refers 1o the accumulated amount o what govermment has borrowed 1o
finance past deficits.

Critically examine the reasons for the growth of public ¢expendinie ia [ndia «n recent
limes.

6.8 KEYWORDS

Expecied: Think that something is likely to happen.

Debtor: A person who owes money.

6.5 QUESTIONS FOR DISCUSSION

1.

2
3.
4

Discuss the effects of public expenditure.
Describe the objectives of pubfic expenditure,
“The burden of public debt™. Discuss,

Explain the lamit to public deb1.

Check Your Progress: Model Answer
. Curb [nflation

=

Union Govermument

Suiplus Budgets

e ta

Rate of (nlerest

e

a3
Puplie Fxpendimure in India



ug
fublic Finance

6.10 SUGGESTED READINGS

Public Finance, New Royal Book Company.
Manjusha Sharma, O.P. Bohra, Indiar Public Finance Administration, Ravi Books.

Ne Thi Somashekhar, Money Banking - International Trade and Public Finance,
Anmol, 2004,

Nand Kishore Prasad, Public Finance, ABD Pubiication, 201].



UNIT 1V






LESSON

7

PUBLIC FINANCE IN INDIA

CONTENTS
7.0 Aims and Objeclives
71 Inuoduclion
7.2 Trends in Receipts
7.3 Tax Revenue
74 Tax Expenditure
741 Non-tax Hevenue
7.5  Non-debt Capitai Receipts
7.6 Trends in Fxpenditure
7.6.1  Quality of Expendituce
762  Plan Expenditure
7.6,3  Non-plan Expenditure
7.6.4  Trends in Delicit and Financing of the Deficit
7.6.5  Provisional Qutcame in 28 5-16 (opio December) vis-a-vis BE 2015-16

77  Performance of Departinental Enterprises of the Ceniral Government Departrment of
Posts

7.7.1  Railways
1.7.2  Government Debt
78  Fiscal Performance of the General Government
7.9 et Us Sum Up
T7.H}  Lesson End Acovity
711 Keywords
7.12  Qucstivas for Discussion

713 Suoggested Readings

7.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:
» Discuss the public finance in India

s Explain the trends in receipts

e Define tax revenue and tax expenditre

» Describe the rends 11 expenditure

& Explain the performance of departmental enterprises of the central govermment
department of posts
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7.1 INTRODUCTION

Financial vear 2013-16 led (0 a new era of ‘co-operative federalism with shared
responsjbilities’ and more coordinated efforts between the centre and states for
achieving development goals, following the recommendations of the i4® Finance
Commission. As compared to the preceding years the General Budget 2015-16 was
presented 1n @ more slable economic environment, with the economy, showing signs
of revival of growth. Hence, the fiscal policy for 2015-16 bought in three majn
objectives: (i) to amplify the growth revival with greater emphasis on public
investment at a lime when private investment was understandably lcan; (i) to
institutionalize the changing structure of cooperative federalism; and (iii) 10 continue
the commitiment to fiscal consolidation.

Budget 2015-16 is reguired to achieve the subtle equilibriam between the concerns of
rousing growth, accommodating the resource transfer that greater fiscal federalism
entailed and ensuring fiscal consolidation. This was iniended to be achieved through
higher capital expenditure, greater net resource transfers to states, higher gross tax
vevenues and expenditure rationalisation. The budget 20]15-16 also indicated
governmen!'s intent an fiscal alliance with regards to all majar deficit indicalors
(Table 7.1), although with a revised medium-term framework that opted for shifting
the fiscal deficit target of 3% of the GDP by 1 vear, from 2016-17 to 2017-18.
Accordingly, the Toreseen fiscal deficit to GDP targets were 3.9 per cent in 201 35-16,
3.5 per cent in 2016-17 and 3.0 per cent in 2017-18.

Table 7.1: Major Fiscal Indicators of the Centre

Fincal Endicator | 2012413 3013—144\ 2014-15 F ‘;115-16 0F 2002-13 | 2013-34 | 2M14-151" | 201515 RE
¥ 1 akh Crore Per cent of GDP
—l 1
Revenue receipls 28 101 11 14 g8 9 ] 81
(rapsn Lax revenue 104 114 125 145 4 Wl L} i3
Net tax o contre 74 §2 Y ¥l 7.3 72 7.2 i
Totat evpenditure 141 15.6 164 17 8 14 2 138 132 124
|
Kevenue
1214 137 |46 154 12.% 12 17 1
Expendulre
- —
Capstal cxpendsure | 17 1.% 1Y 24 1.7 1.7 is V7
Reverme deficit 36 X 36 39 37 32 29 28
Finead deficit 49 g g 3a 49 45 4 i
| _ |
Pomary defici 18 13 | 1 E8 11! R} a7

Mote: BE s budgel esumales P Provisional
KLeisircz: Budget documenis, Convolier (General of Account (CGA} and Central Stabstical Office (£50)

7.2 TRENDS IN RECEIPTS

Central government receipts can broadly be divided into debt and non-debt receipts.
The debt receipts mostly consist of market borrowings and otber liabilities, which the
government is obliged to repay in the future whereas the non-debt receipts comprise of
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Source: Budget dovuments, CGA and TS50
Figure 7.2: Tax Revenue as Per Cent of GDP

Budget 2015-16 loresaw a growth of 15.8% in Gross Tax Revenue (GTR) over the
Revised Lstimates (RE) of 2014-15. Gross Tax Revenue was estimated to be T 14.49
lakh crore for 2015-16 (Table 7.2), which was 10.3 % of GDP (Figure 7.2). The
growth in GTR was estimated to be led by 19.5% prowth in indireet taxes (IDT).
against a 13.1 % growth foresaw in dirvect taxes (DT). Roughly 54 ¢, of the GTR was
estimated %o accumulate from direct taxes and the remaining 46% from indirccl faxes.

oT
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Sowrce: Budget documents and CGA
Figure 7.3: Contributian of Different Taxes in STR in 2015-16BE

The growth rate of 1ax revenues foreseen in the budgert estimates (BE} of 2015-16 over
Revised Estimates (RE) 2014-15 might have initially looked optimistic, especially for
indirect taxes partly because the targeted growth in tax revenue was much higher than
the average growth registered in the previous three years (Figure 7.4). In the first 9
months of 2015-16 the performance of indirect taxes indicated thal the budger
estimates are likely to be achieved and possibly exceeded partly on account of
measures taken by Lthe povemment to improve revenue by raising excise duty on
petroleuru products.
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Figure 7.4: Growth in Tax Revenue (Per cent)

7.4 TAX EXPENDITURE

The deviation between swatutory lax rate and effective tax rate (defined as the ratio of
total tax tevenue collected fo the agpregate (ax base) is mainly on account of tax

exemptions.
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Figure 7.5: Tax Expenditure as Per Cent of Tax Coliection under
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Tax expenditure is also known as ‘Revenue Forgone’, but it does not necessarily
suggest that this quantum of revenue has been waived by the government, It should be
interpreted as targeted incentives for the promotion of cemain sectors that may not
have come up in the absence of such incentives. Pevhaps, high tax expenditure can
make the tax system unduly complex. As a result of simplification of the tax system
and enhancements in tax administration in recent years, tax expenditures have been
brought down significantly (Figure 7.5).

7.4.1 Non-tax Revenue

Non-tax revenue mainly includes interest and dividend receipts. external grants and
receipts from services provided by the central government swhich include fiscal
services like currency and mint, general services like the Union Public Service
Commission. police, etc., social services like education, health, cic. and economic
services like irrigation and transportation. The Budget for 2015-16 envisaged
generation of ¥ 2.22 lakh crore {Table 7.3) from non-tax revenue, which was 1.6 % ol
GDP and constituted 18 % of non-debt receipts.

Table 7.3: Trend in Non-tax Revenue (T in ¢rore)

2013-14 J 2004-15 P 2015-16 BE
Interest receipts 21868 . 24263 23599
Dividend and profit 90435 ] $9912 106631
Exiernal grants 3618 I 26 1774
Oihigrs 81475 80209 94413
Receips of UTs 1474 1303 1296
—
Total 198370 1 96939 221733

Source: Budgel documents and CGA

7.5 NON-DEBT CAPITAL RECEIPTS

Non-debt capital receipts mainly comprises of recovery of loans and advances and
disinvestmenl receipts. The share of recovery of loans has been declining in non-debt
capital receipis mainly because of the 12* Finance Commission’s recommendation
against loan inter mediation from the centre Lo stales and allowing the states to directly
borrow from the market. The Budget for 2015-16 placed non-debr capital receipts at
¥ 80,253 crare, comprising T 10,753 crore of recovery of loans and ¥ 69,500 crore of
other receipts (majorty disinvestment).

7.6 TRENDS IN EXPENDITURE

Reprioritisation and ratipnalisation of public expenditure is essential to fiscal reforms.
It is actually a challenge to aitain fiscal alliance while ensuring that sufficicnt funds
arc allocated for public investment, in the face of low tax o GDP ratio. Hence,
enhancing the quality of expenditure becomes central to achicving sustained fiscal
alliance.

7.6.1 Quality of Expenditure

A totai expenditure at T 17.77 lakh crore was estimated in the budget for 2013-16,
which was 5.7% highcr than the revised estimate (RE) of 20i4-15 and 8.1 % higher
than the provisional estimates {P) of 2014-15. Within this, the expected growth in



tapital expenditurc was 25,5 % and growth in revenue expenditure was 3.2 % over RE
2014-15.
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Figure 7.0: Revenue and Capital Expenditure as Per Cent of Total Expenditure
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Fignre 7.7: Revenue and Capitat Expenditure as Per Cent of GDP

Highlighting the need for greater public investment to aid growth revival, budget
2015-16 ensured a highcr share for capital expendilure from the total pool of
expenditure (Figure 7.6). As a proportion of GDP, total capital expenditure and non-
defense capital expendituse were hoth raised by more than 0.2 % poinis of GDP
(Figure 7.7), Budget 2015-16 pursued to achieve the proposed expansion of capital
expenditure on railways, roads and others without compromising defense capital
expenditure,

7.6.2 Plan Expenditure

The two major developments transformed the whole plan expendimre regime that took
place in two conseculive years. Firstly, in the budget for 2014-15, the centrally
sponsored scheincs were restructured and rectassified into 66 programs for greater
synergy and eftective implementation. CSS funds were released as central assistance
to state plans and also routed through the state budgets. This provided greater

s
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autanomy, authority and responsibility o the states in implementation of schemes. As
a result central assistance (o the plans of states and union territories (UT) recorded a
significant increase in 2014-§5(P) (Figure 7.8).
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Figure 7.8: Share of Central Plan and Central Assistance for State and
UT Pians in of Total Plan Expenditure {Per Cent)

Secondly, there was a modification in the method of allocation of planned funds to the
states in the budget for 2015-16. following the acceptance of major recommendations
of FFC. The FFC had recommended allocation of greater resources to states through
the automatic route by increasing the staw's share in the divisible pool of taxes from
32% to 42%, and counter balancing this increase in devoiution by limiting the
resources transferred under central plan assistance to the states and also by changing
the expenditure-sharing parern. These developments translated into a decline in
centrak assistance to the states (Figure 7.8) and also led 10 a decling in the share of
ptan expenditure in 2015-16 (BE) vis-a-vis the average ol shares during 2010-11 (o
2074-15 (Figure 7.9).
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Figure 7.9: Plan and Nan-plan Expenditure of the Centre as
Per Cent of Total Expenditure
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Committed expenditure is one of the major constraints in the rationalisation of non-
plan expenditure. Committed expenditure occurs on two counts: firstly, interest
liability on debt incurred in the past, and secondly, pension payment to retired
workforce from government services. BE 201 5-16 estimated committed expenditure at
T §.45 lakh crore, as against T 4.87 lakh crore in 2014-15(P) (Tabie 7.4). The share of
committed expenditure in total non-plan expenditure (NPE in Figure 7.11) has been
constantly increasing, however it started declining post 2013-14 as a per cent of the
GDP and BE 2015-16 estimated a decline 10 3.86 % of the GDP, from 3.90% in 2014-
15 (Figure 7.11).

Table 7.4: Committed Expenditure (¥ in crore)

21314 013-15 F 2013-16 BE
hitterest payments 374254 4040619 4560143
Pensions 74896 81954 $RES2|
Tolal 449150 486973 544666
Searce: Budget documents and CGA
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Figure 7.12a: Committed Expenditure

The deviating trends in commitied expenditure seen under iwo different indjcators
(Figuee 7.12a) are also the resull of rationalisation in other categories of nop-plan
expenditure. For example, the deeline in the subsidy bill increased the velative share of
committed expenditure in non-plan expenditure.

The subsidy bill was placed at T 2.44 lakh crore for BE 2015-16, which was 1.7 % of
the GDP. The deregulation of petrol and diesel prices and direct benefit transfer of
subsidy for domestic LPG. along with a decline in global erude oil prices, which
helped in containing the petroleum subsidy bill at ¥ 30.000 crore in BE 2015-16 as
against ¥ 57,769 crore in 2014-15 (P) {Table 7.5). The total subsidy bill as a
proportion of GDP has been declining since 2012-13 and is expected 1o be below 2 %
of GDP as per BE 2015-16 (Figure 7.12b). The rationalisation and reprieritisation of
subsidies through better targeting would play a vital role in fiscal alliance and in
targeting expenditure more towards inclusive development.



Table 7.5: Total Subsidies (T in crare)

2013-14 W04-159 2013-16 BE ,

Foad 92000 122676 124419 i
Fertilizer 67339 10961 72968
Perrolenm 85378 K 60270 30000
Other 9915 | - 16423
Source: Budget documents and CGA
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Source: Budgel documents. CGA and CS0
Figure 7.12b: Subsidy 8ill as Per Cent of GDP

7.6.4 Trends in Deficit and Financing of the Deficit

Budget 2015-16 sought ta contain the fiscal deficit at T 5.56 takh crore {3.9% of GDP)
as against T 5.13 lakh crore (4.1% of GDP) in 2014-15 (RE). Revenue deficit {RD)
was estimated at ¥ 3.94 lakh crore (2.8% of GDP) in 2015-16 (BL) as agamst

¥ 3.62 \akh crare (2.9% of GDP) in 2014-15 (RE) (Figure 7.13).
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Source: Budget documents, CGA and CSO
Figure 7.13: Trend in Deficits as Per Cent of GDP
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Unlike some other countries, in India the {inancing of fisca) deficit is mostly from
domestic sources. Domestic sources constitute roughly 98 % of the deficit financing,
and approximately 84% of domestic financing is from market borrowings
{Figure 7.14).
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Sosrce: Budget documents and CGA

Figure 7.14: Financing of Fiscal Deficit

7.6.5 Provisional outeome in 2015-16 (upto December) vis-a-vis BE 2015-16

The accounts for April-December 2015-16, released by the Conivoller General of
Accounis shows that the fiscal deficit of the union government at end-December 2015,
as 4 percentage of BE, is lower than in the corresponding period of the Jast year (Table
7.6). but slightly higher than the average of the last five vears, which was 82.3%. This
fiscal outcome the year was due 1o improved tax buoyancy and prudent expendilure
management with assistance from the decline in oil prices. The othcr impartant
highlights of the fiscal outcome in the current year till December 2015 included
increased tax devolution to the states in line with the recommendations of the FFC, by
achieving the highest increase in capital expenditure in the 1ast six years and deciine in
major subsidies.

The acceptance of the recommendations of the FFC for increased tax devolution
has marked a watershed in India’s cooperative federalism. In keeping with the
changed rules for devolution, the taxes assigned {o states/U7Ts were raised by 36.6
% n Lhe cuirent year so far. Hence, the growth so far in taxes aet to the centre was
less than the growth in GTR {Table 7.6). With the grants and loans to siates/UTs
declining by about 5.7%, the total resources uansferred to states/UTs (during
Apritl-December 2015) increased by about 5.4 percent, as compared 1o April-
December 2014 (Figure 7.15).
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Figure 7.15: Resources Transferred ta States and UTs {in crore)

The in{luentia! growth in GTR in the first three quarters of the year (Table 7.6) was
aided by the 34.8% prowth in indircet taxes, wilth uniun excise duties growing by
aboul 68%. Excise collections may have been Lolstered by improving dynamics of
economic activity and also measures like increasing the excise duty on petrol and
diesel in the backdrop of falling international prices of crude oil. Conscquently,
indirect tax collections as a ratic of BE at end-December 2015 stood at 71.3% of BE,
as compared to 54.8 % by December 2014. Direct taxes — both on personal income
and corporaie iacome, grew by more than 10% during this peried. While growlh in
non-tax revenue remained robusi, disinvestinent receipts (included in other capital
receipts in Table 7.6) by December 2015, though higher than in the previous year,
stood only ar 18.3 % of the BE.

Table 7.6: Provisional Outcome for 2015-16 (Till December 2015)

BY e o Apri-December _
t¥eroret {ponlire ecmber Fer cent of Cromih over baxt
[ Terorn) respecuve BF, it {per cent)
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Recovery 9f Wwans 19752 a2 01 me RS iy 0.}
(Mbeer reeipls &S0 1952 tIRS6 3 (LR £41 159,)
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Source: CGA monthly accouni mnd Budger documenis.
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Almost 33.5% increase in capital expenditure was on the plan side. Revenue
expenditure in April-December 2015 was modestly higher; mainly on account of the
18.3% decline in plan revenue expendituee reflecting largely the change in pattern of
devalution to the states/UTs. Granis-in-aid to states under this head declined from
¥ 2.05 lakh crore last year from April to December to ¥ 1.50 lakh crote this ycar.
However, non-plan grants fo slates increased from ¥ 0.35 lakh crore to ¥ 0.74 lakh
crore during the period.

The 1.7% decling in major subsidies wus due to a nrear 44.7% decline n petroleum
subsidy in April to December that occurred due to a steep decline in intemational
crude oil prices. The other major subsidies — food and fertilizer — increased by
1.4% and 13.7% respectively during the period.

7.7 PERFORMANCE OF DEPARTMENTAL ENTERPRISES
OF THE CENTRAL GOVERNMENT DEPARTMENT OF
POSTS

The gross receipls of the Deparunent of Posts in 2014-13 were placed at ¥ 11,636
crore. The gross and net working expenses during the year were € 18,557 crore and
T 17,895 crore respectively, which resulted in a delicil of T 6259 crore. In 2015-18,
the gross receipts are expected to increase to ¥ 12,237 crore, with gross and net
working expenses estiinated at ¥ 20,185 crore and ¥ 19,540 c¢rore respectively. The
deficit is projecied to be ¥ 7303 crore,

7.7.1 Railways

The key focus areas for Indian Ratlways includes fast wrackihg of increase in the
capacity, network modernisation, assel utilisalion and productivity improvement,
modernisation of rolling stock and maintenance practices, improving the guality and
pricing of services and improving epergy efficiency in operalions. Investments are
being prioritised in important areas like dedicated freight corridors, high speed
rail. high-capacity rolfling swock, last mile rail linkuges and port connectivily.
During 2014-15. the freight eamings, passenger earnings {including coaching
earnings} and pross wafTic receipts of the Railways grew by 12.7%, 4.9 % and 12.3%
respectively over 2013-14. Gross traffic receipls of the Railways were estimated to
increase to ¥ 1.84 Jakh crore in BE 2015-16, as apainst ¥ 1.57 lakh crove in 2014-15.
The operating ratto of the Railways, which siood at 91.3% jn 2014-15, and net
revenue as a proportion of capital-ai-charge, which was 7.0% in the previous year, are
also likely to see improvements in 2015-16.

7.7.2 Government Debt

The public debt management policy in India [ocuses on maintaining a fong run
sustainable debt structure at lowest possible cost. Prolonged fiscal deficits lead to
accumulation of debt beyend leveis that ase sustainable and can result in higher real
and nominal interest rates, stower growth in capital formation and potentially lower
rates of output growth. High and rising public debt levels may also impact public
finances through debt servicing dynamics that detericrate the government’s fiscal
position.

The total outstanding liabilities of the central government were ¥ 62.78 lakh crore by
March end 2015, accounting for 49.6 % of GDP and comprising 39.2 % pubfic debt
(internal debt plus external debt) and 10.3 % other liabilities (small savings, provident
funds, etc.) {Table 7.7). Toal estimated outstanding liabilities were at T 68.94 lakh
crore in BE 20/ 5-16.



The robust GOP growih kepl increasing 1he debt of the central government at
suslainabie levels, relative 10 the size of the economy is shown in Figure 7.16a. The
figure also brings forward an issue ol the sequential valuation of the external liabilities
of the centre. The decgree of external liability of the government, may change purely
o1 account of cumency movemenls, even without new borrowing as shown in Figure
7 16b. By any measure, however external debt is only a small fraction of the tosai
liabilities of the centre and is a declining proportion of GDP (Table 7.7).

Table 7.7: Total Qutstandiog Liabilities of the Central Government at end-March
ias per cent of GOP)

2011-12 214212 2012-14 Mi4-15 RE ‘ 2015146 BE
1. Internal liabilities” 19.3 49.2 487 48.1 ‘ 474
i1a) Intemal debr 33N 1.8 37.6 317 376
11y Markel borraw nps | Rt —l W0 ;A 10.8 309
(1) Uthers _L 8.2 78 71 7.0 J 6.7
—1
{h} Other intcrnal Y8 113 11.0 1¢.3 9L
liabilrties
]
? External debt [.9 T 1.5
{oulsianding)*
2. Total sustanding 3.7 48.9
~ lishifines {1 + )

Notes: ¥ External debt ugnares represent barmowings by central government from external sources and are
based upon histoncal rates of exchange. & Iuernal delbd in¢ludes net borrowing ol T 23,000 ciore tor
2015-16{BT ) under the Market Subilization S heme.

Sourre: Uinon budget docimnents and DMO
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Figure 7.J6a: Central Government Total Liabilitics as Per Cent of GDP
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Figure 7.16b: Central Government External Liabilities as Per Cent of GDF

7.8 FISCAL PERFORMANCE OF THE GENERAL
GOVERNMENT

In the new regime of fiscal federalism. an analysis of the general government offers
greater insights than a separate analysis of either the centre or the states, mainly for
two reasons. First, since the implementation of the recommendations of the 12™
Finance Commission, has been increasing the share of siates in national taxes as
shown in Figure 7.17a; and, second. with the acceptance of the FFC
tecommendations, the transfer of untied resources from the centre to (he states has
increased considerably as wmentioned Figure 7.17b,

65.0
a0
- -
P u
ERR -
-
- -
0.0
- B - -
45.0
Q‘ -
4010
350
Q.0 .
12% FC 13" FC 14" FC
®S(ates’ Share B Cenwe's Share

Source: Budgel documenis of Centre and CGA

Figure 7.17u: Share of Centre and States in National Taxes (Per Cent)
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Figure 7.17b: Resources Troasferred to States (% of GDP)

The generat govermment (centre plus states) has been on the path of fiscal
consolidation and fiscal discipline, as reflected in the debt dynamics as shown in
Figure 7.18. The fiscal deficit of general government is further expected to decline
from 6.9% of GDP in 2014-15 (RE) to 6.3% of GDP in 2015-16 (BE) as per
Figare 7.19,

I is observed that both the centre and the states have stuck to the plan of ensuring
quality of cxpendiwre and boosting public investment, based on the first eight months
data of the current vear. The general govermment capital expeaditure has increased by
26.9% in first the cight months of 2015-16 over the corresponding period of the
nrevious year.

National taxes are sum of gross tax revenue of the Centre and States' own tax revenue.
Period under 12 FC is 2005-10, 13" FC 15 2010-15 and for 14" FC is 2015-16.
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Figure 7.18: General Government Liabilities (Per Cent of GDP)
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Significant increase in revenue receipts, led by buoyant indirect tax collections, higher
level of capital exrenditure on the plan side however lower level of subsidies on
petroleumn products helped in a Yarge measure by declining international prices of
crude wil, and enhanced untied resources transferred to the stalgs following the
acceptance of the recommendations of the FFC are some of the salient develapments
of the fiscal performance in 2015-16 so far. Given the pattern of revenue and
expenditure in the first nine months of the currem financial year, inspite of the
challenges posed by a lower than projected nominat GDP growth, the fiscal deficit
target of 3.9 per cent of GNP seems te be achievable,

The coming year is expected to be a challenging one from the fiscal point of view,
With global slowdown likely to persist, the chances of India’s growth rate in 2016-17
increasing significantly beyond 2015-16 levels are not very high. Similarly, in contrast
1o the current year, the subsidy bill on petrolewn products may not reap the
advantages of steeply declining cil prices. The implementation of the Pay Commission
vecommendations and the One Rank One Pension (OROP) scheme will put additional
burden on expenditure. Tmproving tax compliance through better tax administration,
lapping new sources of revenue, etc. could help raise more revenue and keep the fiscal
deficit at levels projected in the revised fiscal road map.



Check Your Progress
Fill in the blanks:

1. Central government receipts can broadly be divided into

and receipts.
2. Non-debt capital receipts mainly comprises of recovery of
and disinvestment receipts,
3. and of public expenditure is cxsential to
fiscal reforms.
4. is one of the major constraints in the ratiopalisation of

non-plan expenditure.

7.9 LET US SUM UP

The debt receipts mostly consist of marke( borrowings and other liabilities.

The non-debt receipis comprise of tax revenue, non-tax revenue, recovery ol loans
and disinvestment receipts.

Fiscal alliance was paused post the financial crisis that led to tax concessions and
higher public expenditure. as part of the growth revival stratepy and this probably
continued longer than it was required.

The Budget for 2015-16 envisaged generation of ¥ 2.22 lakh crora [rom non-tax
revenue which was 1.6% ot GDP and constituted 18% of nun-debt receipis.

It is actually a challenge to attain fiscal aliiance while ensuring thai sufficient
funds are allocated for public investment, in the face of low tax 10 GDP ratio.

A total expenditure at ¥ 17.77 Jakh crore was estimated in the budpet for 2015-16,
which was 5.7% higher than the Revised Estimate (RE) of 2014-15 and 8.1%
higher than the provisional estimates (P) of 2014-135.

Non-plan expenditure constituted 73.8% of the total expenditure jn BE 2015-16,
which is 3% points higher than the average of the last Tive years ending 2014-15,

Committed expenditure occurs on two counts; firstly, interest liabilily on debt
incurred in the past, and secondly, pension payment Lo retired workforce from
government services.

Unlike somé otlier conntries, in India the financing of fiscal deficit is maostly {rom
domestic sources.

High and rising public debt levels may also impact public finances through debt
servicing dynamics that deterorate the government’s fiscal position.

The implementation of the Pay Commission recommendations and the One Rank
One Pension (OROP) scheme will put additional burden on expendirure.

7.10 LESSON END ACTIVITY

Taking housing sector as an example, discuss how tax expenditure influences
budgetary policies of the government.
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7.11 KEYWORDS

Deflation: Lacking of currency and prices.

Invest: To use money into financial scheimes, shares ar praperty with the expectation
of making.

7.12 QUESTIONS FOR DISCUSSION

i, Highlight the important areas of publjc finance in India.

2, Discuss on the tax and non-tax revenue of the last 3 years in Indsa.

Check Your Progress: Model Answer
1. Debt, non-debt

Loans and advances

2
3. Reprivritisation, Rationalisation
4

Caommitted expenditure
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8.0 AIMS AND OBJECTIVES

Afier studying this lesson, you should be able to:

e Explain the concept and types of budget
e Define fiscal deficit, deficit financing and deficit budget

s Discuss the fnancial relation between central and state

8.1 INTRODUCTION

To meet the objectives of social and economic growth. the Government has several
poficies 1o implement in overall 1ask of performing its functions. It has to spend huge
amount of fumds on defense, administration and development, welfare projects and
various other relief operations for implementing these policies. It is therefore
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necessary to find out all possible sources of gerting funds so that sufficient revenue
can be generated to meet the mounting expenditure. Planning process of assessing
revenue and expenditure is termed as budyget. The term budget is derived from the
French word “Budgette™ which means a “leather bags™ or a “wallet™. It is a statement
of the financial plan of the government which shows the income and expenditure of
the government during a financial year, which runs generatty from 1% April to
31* March. Budget is the most importani information document of the governmenr.
One part of the government's budget is similar 10 company's annual report. This part
presenis the overall picture of the {inancial pevformance of the government. The
second part of the budget presents government's financial plans for the period upto its
next budget. So. every citizen of a nation from the common man to the politician is
eager 10 know about the budge! as they would like 1o gei an idea of the following
things listed below:

e Financial performance of the governmem over the past onc year.

s To know about the financial programs and policics of the government for the next
ongc year.

¢ To know how their standard of living will be affected by the financial policies ol
the government in the next one year.

Definitions of Budget
According to Tayler, “Budget is a tinancial plan of government for a definite period”.

According to Rene Stourm, “A budget is a document contamning a preliminary
approved plan of public revenues and expenditure™.

8.2 OBJECTIVES OF BUDGET

The important objectives that are required o be achieved through a budget in an
economy are discussed below:

1. Allocation of resources: The sociv-economic and other objectives which a
government wants to achieve, the resources are allocated through budgel. 1n lndia.
the most important activity is lo increase the rate of economic development and
for that resources are allocated on a large scale.

[ 39

Redistributive activities: Country like India which is a developing cconomy is
generally the victim of many social and economic problems which needs to be
solved as early as possible. The important prohlems are the problem of poverty,
unempioyment, income mequalities, illitesacy. ete. |ln India, serious effons are
being made to solve these problems. The governiment redistributes income and
wealth to reduce inequalities, by incurmng expenditures on social secunty and
giving subsidies for public, etc.

(W]

Economic stability; From economic point of view, both inflation and deflation are
not virtupus. Therefore, besides other comective measures, it is appropriate
budgetary steps should be taken to control the situation whepever a country
suffers from inflation or deflation. When a country suffers from the boul of
depression, cyclical un-employment is created on a very large scale as well as
economic activities get depressed. In such a situation government has to adopt
various fiscal measures to improve the health of the economy.

4, Management of public enterprises: To curb monopolies in heavy, basic and key
sectors owned and managed by private enterprises. government establishes and
operates such units in the publc sector. This is necessary to avoid distortion of
priorities of the government and society.



5. Redistribution af income and wealth: Tt is one of the most important objective of

the government budget. The povernment imposes heavy taxation on a high income
groups redistnbute it among (he people of weaker section in the society. The
government can provide subsidies and other amenitics to people whose income
levels are low. These increase their disposable income and this reduces the
inequalities.

Economic Growth: Another purpose of the government budget today is to stody
the generation of savings, investment, consumption and capital formation to assess
the trend of growth in the economy to improve the standard of living of the
people.

Reducing regional disparities: The government budget aims to reduce regional
disparities through its taxation and cxpenditure policy for encouraging setting up
of productlion units in economically backward regions.

8.3 REVENUE BUDGET

This financial statement of 1he government includes the revenue colfected by ways of
taxes and other receipis. [ also coniains the items of expenditure met from such
revenue.

8.3.1 Revenue Receipts

These are the incomes which are received by the government lrom all sources in ils
ordinary course of gosemance, These receipts do not create a liability or kead to a
reduction in assets.

Revenue receipts are further classified as tax revenue and non-tax revenue:

]

Tax Revenue: Tax revenue comprises of e income received fram different taxes
and other duties imposed bv the government. it is the major source of public
revenue. Every citizen. by faw is bound io pay tax and non-payntenc of the same
may be treated as an offence. Apain taxes are of two types: Direct Taxes and
[mdirect Taxes.

{a} Direct tuves are those taxes which have to be paid by an individual on whom
they are charged. The buwrden of direct tax cannol be shifted 10 someane ¢lse.
For example. income tax. property 1ax, corporation tax, estete duty, etc. There
is no direct benefit to the tax paver in such type of tax.

(b) Indirect tuxes ave those taxes which are imposed on commaoditics/goods and
services and Wl affecis the income of a person through their consumption
expenditure. The burden of indirect tax can be shifited to another person. For
example, custom dulies, sales tax, services (ax, excise dulies, ete.

Non-tax Revenue: Aparl from taxes, governments recgive revenue fram other
non-1ax sources. The non-tax sources of public revenue are as [ollows:

(a1 Fres. The gavernment provides a variety of services for which fees have to be
paid. For example, fees paid for registration of property, births, deaths, etc.

(b) Fines and penaltics. Fines and penalties are imposed by the government for
not following (violating) the rules and regulations.

(c) Profits from public scctor enferprises: Many enterprises are owned and managed
by the govermment. The profits receives from them is an important source of non-
tax revenue. For example, in India, the Jndian Raitways, Qil and Namal Gas
Commission, Air India, Indian Airlines, etc. are owned by the Govemment of
India, The profit generated by them is a source of revenue to the government.
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{(d) Gifts and grams: Gifts and grants are received by the government when there
are nataral calamities like earthquake, floods, famines, eic. Citizens of the
country, foreign povernments and international organisations like the
UNICEF. UNESCO, etc. donate during times of natural calamities.

(eY Special assessment duty: 1t is 2 type of levy imposed by the government on
the people for getting some special benefit, For example, in a particular
localily, if roads are improved, property prices will rise. The property owners
in thal locality will benefit due 10 the appreciation in the value of property.
Therefore, the government imposes a levy on them which is known as special
asscssment guiies.

India’s Revenue Receipts: The lax revenue provides major share of revenue
receipts to the centrai government of India. In 2006-07 tax revenue (direct +
indirect taxes) of central government was ¥ 3,27 205 crores while nan-tax revenue
was T 76,260 crores.

L

8.3.2 Revenue Expenditure
The following expenscs are included in revenue expenditure:
e Expenditure made by the governmemt on consumption of goods and services.

e [xpenditure made on agricullural and industrial development, scientific research,
education, health and social services,

e Expenditure made on defence and civil administralion,
« Expenditure made on exports and exiernal affairs.

o (rants given to statc governments even il some of them may be used for creation
of sets,

e Payment of intercst on loans taken in tiie previous year,

¢ Expenditure made on subsidics.

8.4 CAPITAL RECEIPTS

The budget that includes receipts and expenditure on capital account projected for the
next financial year is termed as capilal receipls. Capital budget consists of capital
receipts and capital expenditure. Ttems inciuded in capital receipts are the main items
of capital rceeipts.

o Market loans raised by the government {ram the public through the sale of bonds
and securities.

e DBorrowings by government from RBI and other financial instituiions through the
sale of reasury hills,

o [loans and aids received from foreign countriecs and other international
organizations like Intemational Moneisry Fund (!MF). World Bank, etc.

s Receips from small savings schemes like the National saving scheme, President
funds, etc.

8.5 CONCEPT OF DEFICIT FINANCING

Deficil refers wo the difference between expenditure and receipts. In public finance, it
means the govemment is spending more than what it is earning. Government
expenditurc and revenue can be spiit into capital and revenue. Capital expenditure
generally includes those cxpenses which result in creation of assets. Revenue



expenditure is primarily that which does not result in asset creation —for example
interest pavmenis. salaries, subsidies. efc. Similarly. on the reccipts side. whalever the
gavernment receives as faxes is revenue receipl. Receipts not of a recurming nature are
genarully capual receipts. These include domestic and external borrowings, proceeds
of disinvestment, recovery of loans given by the Union government, eic.

Deficit financing refers 1o the financing of the excess expenditure over the total
revenue reeeipts of the government during a year, by various methods.

Deficit Financing = Total Public Expenditure — Total Public Revenue

According Mc. Graw Hill Dictionary of Modern Economics deficit financing is a
practice by a government of spending more than what receives in revenue, Thus a
povernment is said lo be practiving deficit financing when it spends in ¢xcess of its
current revenue. Deficit financing assumes different meanings in the western context
and in India.

In India, the term deficii financing is used tn a different sense. It is considered as the
mos! pepular method of rising additional resources for economic development. In
Indta deficit financing has been treated mainly in terms of expansions of currency,

In the first five year plan document, planning commission has defined the term as
“deficit [inancing is used 10 denote the direct addition to gross national ex-penditure
through budger deficit whether the deficits are on the rev-enue account or on capital
account. ‘The ¢ssence of such a policy lies therefore in govemments spending: in
excess of the revenue it receives in lhe shape of the taxes earnings ol siate enterprises.
loans  from public deposits and funds and other miscellaneous sources. Yhe
govemment may cover the deficit either by ruoning down its accumulated halances or
by borrowing from the banking system™. it includes borrowing from the ceniral hank
and withdrawal of cash balances, and excludes market borrowing.

That is borrowing froin the public and from the commercial banks Public loans are
raised oul of the savings of the people. Tt resulis merely int the transter of purchasing
power from the hands of the public to the government without 2 net addition to tolal
ineney supply. [n short in the Indian context deficit financing toak place.

8.5.1 Major Qbjectives of Deficit Financing

Deficit financing is manaly resored to attain the following objectives:

I Deficit financing is used as the simple and effective fiscal device to meet 1he
financial requirements of the government during emer-gencies such as war.

2. Keynes pnpularized deficil financing as an effective fiscal in-strument to control
the ecopnomic fluctuations and to raise the level of the employment and outpur.

3. In developing countries, deficit financing is considered as a method 10 mobilize
resources for planned economic develop-ment.

4. Another objective of deficit financing is to raise the level of effec-tive demand
and thereby Lo stimulate private spending in a de-pression economy.

L

I M. Keynes advocated deficit [inancing as instrument to mobilize surplus labour
and other jdle and unutilized resources during depression, for achieving economic
development,

6. In developing economies the main cbiective of deficit financing is lo remove the
vital issue such as unemployment, poveny and income inequality.
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8.5.2 Probiems of Deficit Financing

The basic intention behind deficit financing is to provide the necessary impctus to
cconomic growth by artificial means. However, deficil financing helps to a certain
extent only and beyond that it may cause havoc. Here are some of the problems of
deficit financing.

|. Deficit Financing Leads to inflation: Deficit financing may lead to inflation. Due
lo deficit financing moncy supply increases & the purchasing power of the people
also increase which increases the aggregate demand and the prices also increases.

b-J

Adverse effect on saving: Deficit financing leads to inflation and inflation affects
the habit of voluntary saving adversely. Infeet it is not possible for the people to
maintain the previcus rate of saving in the state of rising prices.

3. Adverse effect on Investment: Deficit Ninancing effects investment adversely
when there is inflation in the economy trade unions make demand for higher
wages for that they go for strikes and lock cuts which decreases the efficiency of
Labour and creates uncertainty in the business which a decreases the level of
mvestment of (he country.

4. Inequality: In case of dcficii financing income distribution becomes unequal.
During deficit financing deflationary pressure can be seen on the economy which
makes the rich richer and the poor, poorer. The fix wage earners are badly affected
and their standard of living deteriorates thus no gap b/w rich & poor increases.

3. Problem of balance of payment: Deficit financing leads o inflation. A high price
level as compared to other couniries will make the exports more expensive and
thus they start declining. On the other hand rise in domestie income and price may
encourage people to impont more commodities from abroad. This will create a
deficit in balance of payment and the balance of payment will become
unfavourable.

6. lncrease in the cost of production: When deficit financing leads 1o the rise in the
price tevel the cost of development projects also raises this means a larger dose of
deficit financing js required on the port of government for completion of these
projects.

7. Change in the pastern of investmens: Deficit financing leads (o inflation. During
inflation prices rise and reach 1o a very high level in that case people instead of
indulging inte productive activities they start doing speculative activities.

8.6 CONCEPT OF DEFICIT BUDGET

The Deficit Budget is the financial situation wherein the expenditures exceed the
revenues. The Deficit Budget generally relates to the govermment’s expenditure and
not the business or individual’s spending. Thus, the budget deficit is the excess of
government expenditures over government receipis {income). When the governmeot is
running a deficit, it is spending more than its receipls. The government finances its
deficit mainly by borrowing from the public, through selling bonds; it is also financed
by borrowing from the Central Bank.

The government’s collective deficits are termed as “National Debt™. In the case of a
budgert deficit, be it the Govemment or any business, it has to resort to the exlernal
borrowings in order to escape the bankruptcy. The investors or amalyst study the
budgel deficit of the country or business to judge its financial health.



8.6.1 Types of Budgetary Defici¢

There cap be different rypes of budger deficits that can be classificd on the basis of
types of receipts and expenditures taken into the consideration. These are;

Figure 8.1: Different 1'ypes of Budget Deficits

Revenue Deficit

The revenue deficit refers to the financial position wherein the government’s revenuc
expendilure exceeds its lotal revenue receipts. This means thal government’s own
earnings are not suflicient to meet the day-to-day functioning of its departments and
other provisions of services.

Symbolically, such financial situation can be expressed as:
Revenue Deficit = Total Revenue Expenditures — Total Revenue Receipts

The revenue deficit is only concerned with the revenue receipts and the revenue
expenditures of the govermment. Quiviously, when the government spends more than
what it earns has to resort fo the external borrowings, thus the revenue deficit resuls
into the borrowings,

Fiscal Deficit

Fiseal deficit refers to the financial sitvation wherein the povernment's toral budgel
exceeds the total receipts exchiding borrawings made during the fiscal year. Thus, it
can be expressed as;

Fiseal Deficit = Totat Expenditure - Total Receipts [xcluding Borrowings

Through fiscal deficit, (he government can determine the amount that needs o be
borrowed in case it lacks adequate resouices.

The fiscal deficit can occur even if the revenue deficit is not there if the following
conditions prevail: ’

s Revenue budget is balanced, but the capital budget is in deficit.

e Revenue budgel is in the surplus, and the capital budget is in deficil. and the
deficit s more than the surplus.

Primary Deficit

The primary deficit is the difference between the tiscal deficit of current year and the
interest paid on the previous borrowinpgs. Thus, primary deficits are govermnment's
barrowings exclusive of inferest payment.

Generally. the loan raised by the government is inclusive of the interest amount. and if
that amount is deducted from the principal loan amount, the balance amount is called
as the primary deficit. The purpose of measuring such deficit is 1o know the amount of
borrowings that government can utilize in the expenses ather than the interest
paymenis.
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Symbolically, it can be represented as:
Primary Deficit = Fiscal Deficit — Inlevest payments on the previous borrowings

In rase, the primary deficit is zero; then the fiscal deficit becomes equal to the interest
paymenit, which means govermment resort 10 borrowings just to pay off the interest
payments. Thus, the low or zero primary delicits indicate that the government was
torced to resort to the external borTowings to meet out its previous interest obligations,
and nothing gets added to the existing loan.

Monetised Deficit

The monetised deficit is the extent to which the RBI helps the central guvernment in
s borrowing programme, In other wotds, monetised deficit means the increase in the
net RBiU credit to the central government, such that the monctary necds of the
government cuuld be met easily.

The monetized deficit resulfs in the increase in the net holdings of treasury bills by the
RB! and also the RBY conuribution towards the government's markel borrowings
increases. With the issue of more money to the government, the money supply in the
economy {ncreases, as a result of which the inflationary pressure prevails. Hence, we
can say that monetised deficjts are the part of a fiscal deficit thal leads to the inflation
in the economy.

Thus. it can be concluded that monetised deficit occurs when the government takes a
monetary support from the RBJ to finance its debt obligations and try to reduce its
unnecessary expenditures,

8.6.2 Implications of a Government Budget Deficit

The budget surplus is opposite of budget deficit where the revenues exceed the
expenditures, and when the spending is equal to the revenues, the budget is said o be
balanced. The major implications of a Government budget deficit are:

e Slower economic growth

¢ Increased tax revenue

e High unemployment rates
o High Govemment spending

Investors expect high inflation rates due to which Lhe real value of debt reduces and
hus, the investors expect higher interest rates for their future loans to the government.. ..

Ideally, fur any investor the budget deficits are a threat. but he must understand the
reasons behind such a defieit. The reason for such a deficit couid be the investments
made in the infrastructure develapment or any other profitable investments that wil)
yicld profits in the future could be seen as healthier than the situation, where a country
ar a business entity is facing a deficit due to unsustainabie expenses,

8.7 DEFICIT FINANCING IN DEVELOPING COUNTRIES

The problems of developing countries like India, Pakistan, Bangiadesh, etc. are
different {rom those in the developed countres. Thus, the rationale behind or
justification for deficit financing in developing countries like India is entirely
dilfcrent.

The inain reasons for deficit financing in [ndia are discussed below:

1. Mobilization of physical resources: There is a vast amoun of physical resources
which are unutilized or underutilized or misutilized by the private sector such as



iron ore, differem kinds of minerals, water. of Jand, etc. Public revenue is
insuflicient to use them efficiently and rationaily. Underdeveloped countries are
rich natural resources such as mines and forests. They have abundance of
unemployed labour. Through deficit financing, these idle resources ¢an be
activated and gainfully used for nationu development.

2. Social everheud expenditure: In developing countries, there is low development
of private sector industries due to tack of infrastructura) facilities. Since huge
expenditure is essential for such facilities and also there is no large and quick
profit, the govemment of a developing country has to spend a huge amount on
social overhead capital for creating infrastructural facilities such as of power,
conununication and transporl, ete. Delicit linancing is necessary (o this purposc
as the government tax and non-tax revenue is insufficient to meet Lhis expenditure,

3. Manetiting the ruraf sector: In modern days of mongy economy, it is nucessary
to monetize all sectors of' a developing economy. A subsiantial part of the rural
sector is barter economy. Deficit {tnancing is suitable mechanism Lo change the
barter sectors of the economy into monelized scetors. In such sectors, new money
crealed can be used to popularize the use of moncy,

Under Anicle 280, a provision was made for the appointiment of a Finance
Commission by the President at an interval of five years or carlier to make
recommendations relating to the sharing of incotne and excise taxes and grants-in-aid
of siate revenues. It is a quasi-judicial body whose recommendations, once accepted
by the government becomz binding on 1. Further, the imstimution of the Finance
Commnission is a unique feature of cur constitution.

Terms of Reference

The Finance Commission 15 required to reconinend financial tansfers from the
central govermment to the slates with a view of reducing vertical as well as horizontal
fiscal imbalances. The terms of reference of the Firance Comumnission are {ixed in a
broad way by the constitution under Article 2B0(iii). Though the central government is
prevented from detennining randomly the terms of reference of the Finance
Commission, yet there is a scope for some flexibility under clause 3(c} of” Article 280
which reads: “any ather mutier referred 1o the Commission by the President in the
interest of sound finunce”. The governmeni has put certain restrictions on the working
of the Finance Commissions leading to controversies on scveral occasions under this
clause. According to the tenns of reference. the Finance Comnrission's role was
contined with the advent of planning and devetopment, imporiance to the examination
ol non-plan revenue accounts of stales budgel.

The commission was delegated with the task of recommending as o the lotlowing

mamers:

. The distribution between the unton and the states of the net proceeds of raxes
which are to be, or may be, divided between them under Part-X1i of the
constitution and ihe allocarion between the states of the respective shares of such
proceeds.

12

Under Anticle 275 of the constitulion. principle we which should govem the
grants-in-mid of the revenues of the smtes out of the Consalidaied Fund of [ndia
and the sbm 1o be paid to the states which are in need of assistance by the way of
grants-in-aid of their revenues.

3. Consolidated fund of state to supplement the resources ol the panchayats and
municipalities in the states on the basis of the recommendation made by the
finance commission ol the state fourteenth finance commission.
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The fourteen finance commission was instructed on 2" Jan, 2013 uader the
chairmanship of Dr. Y.V, Reddi (Reserve Bank of India) following are its members:

I
2.
3.
4.

Prof. Abhijeet Sen, Member Planning Commission
Ms. Sushina Nath, Former Union Finance Secretary
Dr. M. Govind Rag

Dr. Sudipto Mundle, Former acting chairman, national statistical commission.

Ajay Narayan Jha, Secretary describes the main points of consideration under 14*
commission are as follows:

1.

19

The commission setup under the provision of constitution on sharing of tax
proceeds between the wnion and states: will apply from April 1, 2015.

The commission would ook into the need for insulating the pricing of public
utility services such as drinking water, irrigation, power and pubhc transpert from
policy fluctuation, through statutory provisions,

On basis of recoinmendation of swaate finance commission measures are supgest to
increase resources of panchayat and Nagar Palika {Municipal Commission) by
increasing the capital and savings of state government.

Direct taxes such as:

1.

th

A surcharge of 1¢ % on individuals whose taxable income exceeds | crore per
annum, this will apply to individuals, Hindu Undivided families. firms and entities
with similar tax status.

Surcharpe was also increased [rom 3% to 10% on domestic companies whose
laxable income exceeds 10 crove per year. In the case of foreign companies who
pay higher rate of corporate tax, the surcharge was mcreased from 2% to 5%.

All other cases such as dividend distribution tax or tax on distributed income, the
existing surcharge of 5% was then incrcased to 10%. The additiopal surcharge in
all the above cases is to remain enfurced far only one year, i.e., the financial year
2013-14.

Some benefit was given Lo the firsi-home buyer in the payment of interest on loans
taken from financial and banking instilution.

The rate of the tax on the payment of royalty and fees for technical services to
non-residents was raised from 10% (o 25%.

The following reduction were announced in the rates of securities transaction tax
(STT):

Equity features:

< From 0.17 to 0.0} per cent MF/ETF redeimptions at fund counts.

+ From 0.25 to 0.001 per cent ME/ETF purchase and sale on exchanges.
< From 0.1 to 0.001 per cent, onty on the seller,

Commaodities Transaction Tax was introduced in a limited way at 0.01% of the
price of trade.

The Direct Taxes Code is proposed to be introduced not as an amended version of
the tncome tax Act, 1951 but as a new code based cn the first international
practices that will be compatible with the needs of a fast deveioping country.

The recommendations of the Standing Committee on finance have been submitted and
the Finance Ministry is examining them.



Indirect Taxes

1. The first announcement arade by ihe Finance Minisier in the case of indirect taxes
was, there will be no change in the peak rate of basic custioms duty of 10°% for
non-agriculwral products, no changes in the normal rate of excise duty of 12%
and the namnal rale of service 1ax of 12%,

2. In the case of excise duty rowe for readymade garment industry which is in the
throes of crises was aoncunced in addition lo the GENVAT route available ay
present.

Similarly, excise duty was exempted in the case of handmade carpets and textile {loor
covening, of jute or coir. Relief was increased by 18%0 similar increases were proposed
lor cigars, chariots and cigariitos. Excise duty on SUVs raised from 22% 1o 30%. on
marble from ¥ 30 per square meter (o T 60 per square meter. on mobile phone priced at
more than T 2.000 by 6%

Goods and Services Tax

The Finance Minister had mentioned the Goods and Services Tax {GST) in the budget
speech for 2007-08 and had hoped that it would be brought into effect fram 1.4.2010.
This could not happen. The Empowered Cominittee of State Finance Ministers, led the
Uinion Finanve Minister to believe, as he announced in his budget speech of 2013-14,
that the overwhelming majority ol states are agreed that these are necded for a
constitutional amendment. He was hopelul that this consensus would be taken forward
in the next few monihs and brings to this Lok Sabha a drafi bill on the constitutional
amendment and draft bill on GST. He announced the first decisive step by announcing
the sening apart in the Central Budget 2013-14 a sum of T 9,000 crore.

8.8 DEFICIT FINANCING IN DEVELOPED COUNTRIES

In developed countries, the total revenue receipts include tax and non-tax revenue and
exclude alt borrowings ‘That means deficit financing in develeped countries refers to
the Tinancing of expenditure, through borrowings, whether internal or exiernal and
whether from the central bank, commercial banks. non-banking institutions or from
individuals and corporations.

Deficit financing s an extraordinary fiscal device of development finance in modern
times. In developed countries J.M. Keynes, popularized this concept, with a view o
fight and conirol depression which is oflen accompanied by unemployment.

Prof. J.M. Keynes through the instrament of purmp priming, advocate deficit financing
to finance public warks projects in developed countries during the ninetcen thirties
depression period.

fncreased public expeaditure, financed ihrough deficit ficancing was considered as an
eflective fiscal tool to mitigate the cvils of unemployment and deficicney in private
spending and investmenl in Jdeveloped economies is made possible through the effect
al muitiplier an emplovment and incame.

8.9 FINANCIAL RELATION BETWEEN CENTRAL AND
STATE CENTRAL SOURCES OF REVENUE

Taxes within union iursdiction are enumeeated in List I, of the Seventh Schedule as
under:

I. Taxes on incame other than agricultural income (item 82).

2. Duties of customs including export duties (item 83).
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Duties of excisc on tobacco and other goods manufaciured or produced in India
excepl:

(2} Alcoholic liquors for human consumption.

{b) Opium. Indian bernp and other narcotic drugs and narcotics, but not including
medicinal and toifel preparations containing alcohnl or any substance included
in paragraph (b} of inventory (item 84).

Corporation tax (item 85).

Taxes on capital value of ussets, exclusive of agricultural land, on individuals and
companies, taxcs on capiial of companies (itcm 853

Estate dury in respect of property other than agricultural fand (item 87).

Terminal taxes on goods or passengers, carricd by railway, sea or air, taxes on
railway fares and freights (item 88),

Taxes other than stamp duties on transactions in stock exchange and fulure
markets (item 90).

Rates of stamp duty in respect of bills of exchange, cheque, promissoty notes.
bills or lending, lefter of credit, policies of insurance, transler of shares, debenture,
proxies and receipts (item 91 ).

. Taxes on sale or purchase of newspapers and on advertisements published therein

(item 97).

Taxes on the sale and purchase of goods other than newspapers, where such sale
or purchase takes place in the course of inter-siate trade or commerce (item 92ZA),

S—

Fill in the blanks:

. According lo . "Budget is a financial plan of government for
a definite period”.

E~J

The burden of ¢an be shifted 1o another persen.
3. consists of capital receipts and capital expenditure.
d4

= Toral Public Expenditure ~—— Toal Public Revenue.

8.10 LET US SUM UP

Planning process of assessing revenue and expenditure is {ermed as Budget.

The term budget is derived from the French word “Budgette” which means a
“leather bags™ or a “wallet".

The important problems in India, are the problem of poverty. unemployment,
incorne inequalilies, itliLeracy, etc

The tax revenue provides major share of revenue receipts to the central
government of India.

Tax revenue comprises of the income received from different iaxes and other
duties imposed by the government. It is the major source of public revenue,

Gifts and granis are received by the government when there are natural calamities
like earthquake, floods. famines, etc.

Capital budget consists of capitat receipts and capital expenditure.



» When Ihe tolal estinated expenditure exceeds the aggregate estimated receipls
during a year, the gap between the two is to be filled by the term known as “deficit
{inancing™,

8.11 LESSON END ACTIVITY

Critically examine why Indian budget is always made budget of deficit.

8.12 KEYWORDS

Budget: Income illegally obtained o not declared for tax purposes.

Expenditure; Cash paid or to be paid for the purchase of an item or for a service
pertormed.

Federal Receipts: Tunds received from the federal government to support state
programs or projects, The legislalure appropriates federal funds along with other state
funds.

Indirect Costs: Overhead expenditures which cannot be directly charged 1o the
program providing services,

Office vf Management and Budger: The division within the office of the Govermnor
responstble (or preparing the Governor's budger,

8.13 QUESTIONS FOR DISCUSSION

. Describe the concept of budget.

()

Explain the objectives of budget.

[#]

Discuss revenue budget.

Deficit financing = Total public expendinure — Total public revenue. Discuss.

7 ;_

Why is deficit budgel important in advanced countries? Highlight all important
points,

6  Why is deficit budgel impartant in developing countries? Highlight all important
puints.

7. Discuss the lalest Nuancial commission.

Cheék Your Progress: Model Answer
1. Tayler
1. Indirect tax

[¥F)

Cupital budpet
[ 4, Deficit financing
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9.0 AIMS AND OBJECTIVES
After studying his lesson, you shouid be able to:

¢ Discuss the constitution of finance commission

»  Explain the key role of finance commission

9.1 INTRODUCTION

The Finance Commission is a quasi-judicial bodv. Finance Commission, provided
urtder article 280 of the Constitution of India, is a quasi-judicial body which is
constituted by the President of India every fifth year or at such an earlier time as he
considers necessary, The Constitution of India envisages the Finance Commission as
ihe “Balancing Wheel of Fiscal Federalistn™ in India. Finance Commission conststs of
a chairman and four other members (they are eligible for reappointment), 10 be
appointed by the President. The Parliament enacted the Finance Commission Act in
1951, specifying the qualifications of the Chairman and the members of the
Commission. Finance Commission of India was formulated with the purpose of
allocation of resources between ihe Union and the States. 1 is constituted by the
President and all appointments 10 the commission are made by him as well. The
Commission was structured acecording to the world standards. The objective of
forming the Finance Commission was to allocate resources of the revenue between the
Unian and the State Governments in India adequately.
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9.2 CONSTITUTION OF FINANCE COMMISSION

The Finance Commission of India was established on 22° November, 1951. It was
eslablished by the president of India under Article 280 of the [ndian Constitution. [t
was formed to describe the financial relations between the centre and the state.

The Finance Commission has been provided for the Tndian constitution as part of the
scheme of division of financial resources letween Lhe two different sets of
governments. Finance Commission also serves as constilutional body (or the purpose
of allocation of certain resources of income between the Union and the State
Governments,

The Finance Commission shall comprise of one chaimman and four other members.
The chairman of the fourtcenth Finance Commission is Dr. Y.V. Reddy. The other
members of the commission are Professor Abhijit Sen, Dr. M. Govinda Rao, Ms.
Sushama Nath and Dr. Sudipto Mundle. The secretary of the commission is Mr. Ajay
WNarayan Jha.

The Indian constitation empowers the Parliament for laying dawn the qualifications,
disqualifications and the mode of appointment of members of the commission.

Therefore, the first Finance Commissian (Miscellaneous Provisions) Acl, was passcd
in 1951 which was amended in 1955, This Act lays down the qualification and
disqualification of the chairman and membcrs of the Finance Commission.

Qualifications of the Firance Commission: The chairman shall be appointed {rom
among persons of public eminencc and the four members should be:

s Qualified to become the judges of the High Courl, or
» Have special knowledge of finances and accounts of the Government, or
* Have wide experience in financial administrative or economic affairs.

The President must see that prior appointinent of any member that he does nol have
any financial or other interests that will prejudice his funclions as a member of the
finance commission.

Disqualifications of the Finance Commission: A persoi is disqualified to hecome a
merber of the finance commission if:

e The person is mentaily unsound, or
s  The person is an undischarged insolvent, or
e  The perscn has been convicted and found guilty of immoral offence, or

« The person has such interests (including financial interest) that may be detrimental
for the effective functioning of the commission.

The act also provides that the commission shall determine jts own procedure and
shall have the control of a civil court. [t may summaon any person or autharity to
furnish any such information as may be essential for its own work.

9.3 KEY ROLE OF FINANCE COMMISSION

1. The key role of Finance Commission in India is o act as an instrument to divide
proceeds of divisible taxcs between the states and the Union government or in
cases of taxes that are collected by the centre but the proceeds of which are
allocated between the states, to determine the principles of such allocation.



2. The Finance Commission of India also determines the principles of governing the
grants in aids of the revenues of stales out of the consolidated fund of India. Tt is
an important tunction of the Indian Finance Commission. The commission has the
responsibility of considering any mater referred to the commission by the
President in the interest of sound [inance.

3. The President under Article 280 lays the recommendations of the finance
commissiun before each House of the Pariiament with an explanatory note as to
the action to be taken on the recommendations.

4. The Financc Comimission distributes of proceeds of Income-tax between the union
and the <tates But taxes on the payments of the central government are
attributable only to the unton territories.

Under Article 280 (C). the President may refer any matter to the Finance Commission
in the inferest of “sound [inance™. Till now the President of Tndia has asked the
commission 1o muke recoinmendations on the principles governing distribution of the
net proceeds of estate duty in respect of property tax on railway fare and cxcise duties
on sugar and tobaccu. The Piesident also sought recommendations on the rates of
interest, and wrms of repavmem of loans to the various states by the Government of
India.

Finance Commissions tainly focuses on the financial relations berween the State
gonernment and the Central government. These recommendations progressively
increase share of the state povernmenty in the proceeds of the income 1ax. They also
increased graduvally 1he amount of granis-in-aids 1o be given to he states. As a result
the stales now enjoy considerable degree of financial autonomy so necessary for the
proper functioning of the federation,

it can be said that the Finance Commission as an autonomoeus body has served a
wonderful purpose. In. as complex a socicty as India is, il acted as an agency 1o bring
about ecordination and cooperation for smooth working of a federal system.

Under the constilution, the basis for sharigg of divisible faxes by the centre and the
states and the principles governing granis-in-aid to the states have to be decided by the
commission every five years. The president can refer (o the cownmission any other
matter in the interest ol sound jinance.

The recommendations of the commission together with an explanatory memorandum
as to the action taken by the govemment on them are laid before each housc of
Parliament. The commission has to assess the increase in the consolidated fund of a
state (0 affix the resources of the panchayat in the state, {1 also hias to evaluate the
increase in the consolidated fund of a state w aflix the resources of the municipalities
in the state.

The commission has been given passable powers (o perform its function and within its
area of activity. Il has all the powers of the Civil Court as per the code of Civil
Procedure, 1908. It can call any witness, or can ask for the production of any pubhc
record or documnent from any court or office. [i can ask any person to give information
or document on matiers as it may feel to be useful or relevant, It can function as a civil
court in discharging its duties.

The key functions of financial commission are discussed ahead. The commission
makes recommendations 1o the president with repards to:

1. The distribution of the proceeds of taxes between the tnion and the stales,

2. The principles which should govern the prants-in-aid to be given to the states.
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L.

The ralio of basic to performance grant is 90:10 for panchayats; and 80:20 for
municipalities.

The total gram recommended is ¥ 2,87,436 crore for a five-year period. Qut of
which, the grant to panchayats is ¥ 2,00,292 crore and. the reminder goes la
munigipalities.

. The commission has sigmlicantly departed from previous commission vis-a-vis

recomniendation of the principles governing gramts-in-aid to the states by the
cenlire,

It has chosen to take the entire revenue expenditure for this purpose. Hence, it has
decided to take into account a state's entire revenue expenditure needs without
making a distmction between plan and pon-plan expenditure.

. The commission is of the view that sharing pattern in respect 1o various centrally-

sponsured schemes need to change. It waots the states 1o share a greater fiscal
responsihility for the implementation of such schemes.

Fill in the blanks:

1. Major recommendations of 14% finance commission headed by

2. The Finance Commission of India was established on

3. Wt was established by the president of India under of the
Indian constintion.

4. The commission has all the powers of the Civil Court as per the

9.5LET US SUM UP

The Finance Commission of India was established on 22 November, 1951,

[Financial Commission was formed to describe the financial relations between the
centre and the staltg,

The Indian constitution empowers the Parliament for laying down ihe
quatifications, disqualifications and the mode of appoiniment of members of the
commission.

The President must see that prior appeintment of any member that he does nol
have any financial or other interests that will prejudice his functions as a member
of the finance commission.

Under Article 280 {C), the President may refer any matier to the Finance
Commission in the mterest of “sound finance™.

Under the Constifution, the basis for sharing of divisible taxes by the Centrc and
the Siates and the principles governing grants-in-aid to the states have o be
decided by the Comimission every five years.

The Commission has been given passable powers to perform its function and
within its avea of activity 1t has all the powers of the Civil Count as per Lhe code
of Civil Procedure, 1908,

13y
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9.6 LESSON END ACTIVITY

LExamine what kind of work a finance commission has to do.

9.7 KEYWORDS

Commission: An instruction, command, or role given to a person or group, a group of
people entrusted by a govermnment or other official body.

Insolvent: Person or firm whose liabilities exceed the value of owned assets.

Devolution: Devolution is the statutory delegation of powers from the central
government of a sovereign state to govern at a subnational Ievel, such as a regional or
local level.

Civi{ Court: Civil court is a government instintion that settles disputes between two
or mare entities, typically in the same courthouse that also tries criminal cases.

9.8 QUESTIONS FOR DISCUSSION

I. Discuss about the constitution of financial commission.

2. Highlight the key role of finance cammission.

Check Your Progress: Model Answer
i. Dr.Y.V, Reddy

2. 22* November, 1951

3. Article 280

4. Code of Civil Procedure, 1908
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10.0 AIMS AND OBJECTIVES

Afier studying this lesson, you should be able to:
e Discuss the challenges faced in-budget 2017-18
s Define demonetisation

e Explain the merits and demeriis of demonetisalion

10.1 INTRODUCTION

The modem democracies have the legistatures playing an imporiant role in the
managing of public finences. The taxes that are collected and the revenues that are
generated by the government through several means are 1o be used for the
development and welfare of the society. The emergence of the Welfare Slate made it
important thal the governmemt money is being judiciously used lo begter the living
conditions of sociery in general and the marginalized sections in particutat. The
government expenditure is funded by a common pool of tax paver’s money and the
policies that are formed with this money are further used to fund projccts. The catch
here fies in the fact that the people who actually are paying for these policies are the
larger group while the people who benefit from these policies might be a much
smaller group, which mranslates that one might not be enjoying the benefits [or which
one i5 paying inoney. Such scenario leads to an excessive spending of public money
on policies which are not beneficial to the society as a whole. Such simations are
prevalent in democracies which are multi-lingual, muiti-ethnic and divided on the
basis of regions, religions and other factors.

10.2 CENTRAL GOVT. LATEST BUDGET

In the last two and half year’s administration has moved from discretionary,
favouritism based to system and transparency based system. Inflation was brought
under control and CPl-based inflation declined from 6% in July 2016 to 3.4% in
December, 2016.

Economy has moved on a high growth path. India’s current account deficit declined
from aboul 1% of GDP last year to 0.3% of GDP in the first half of 2016-17. FDI
grew 36% in HI 2016-17 over H1 2015-16, despite 5% reduetion in global FDJI
inflows, Foreign exchange reserves have reached 361 billion US Dollars as on 20%
Japuary, 2017. War against black money was launched by the govemment,
Government continued on path of fiseal consolidation, without compromising on
public investment and the Indian economy has been robust to mild shocks and IMF
forecasts as India to be one of the fastest growing rmajor economies in 2017,

Budget 2017 was unique because it changed the age-old tradition of being presented
on the last day of February, and for the first time in independent india, the Railway
budget was combined with the general budget. However, what was possibly more
unique were the circumstances under which it was being presented. Not only the
global headwinds of an unprecedented nature, but also the huge uncertainty regarding
where the current year will finally end in terms of GDP growih and related 1ax
collections as well as the mid-year GST rol! out and iis artendant unceriainties, created
complexities in estimating tax revenues for the coming year. In the midst of having to
balance fiscal prudence, throw in a good measure of populism to blunt the pain of
demonetisation and to spur both private and Government investment to get back to
double-digit growth in the medium-lerm was not going to be easy.



However, it is hard (o (ind a major negative or a large missed opportunity in the
proposals, and most of Budpet 2017 seeks to do just what i{ promises—TEC India
“Transform, Energize and Clean India.”

Demonetisation and its afier-effects will contimue to remain locused for atleast the
first half of 2017, and while there is ne doubt that there will be a blip in the GDP
graph for 2016-2017. how soon and by how much the economy will bounce back
depends on who you ask but with bour the IMF and the World Bank forecasting
hetween 7.7% and 7.8% for 2008-19, the next target will be to hit the magical double
digit.

Demanetisation has also hrought the digilal apenda to the fore like never before, and
having painstukingly laid down in the speech the low rate of 1ax compliance in the
country. Yhe Goverrunent recognises that in order to make quantum leaps in the levels
of compliance and overall tax revenues, it is only the digital payment infrastructure
and GST that can make i1 happen. The sening up of a Payments Regulatory Board
under the Reserve Baonk of India is an interesting move, and coupled with a clear
intent to implement the recommendalion of the Comminee of Chief Ministers on
digital transactions (mapy of which have already been iniroduced in the tax
proposals). the narrative will remain centered around the digital economy in the short
to medium term.

The digitization agenda and 1he curbing of the cash cconomy will also be supported by
the bold statements associated with cleaning up electoral funding and the issuvance of
electoral bonds.

The statement on doing away with the FIPB underpinned the reforms in the financial
sector. Clear statements on the listing of CPSEs as part of the disinvestmen: policy
and launching a new ETF reflect a continuation of policy decisions that are warking
well. Listing of security receipts by ARCs and the allocation for recapitalisation of
banks. along with some rclated tax measures will help deal with the prowing NPAs

On the 1ax side, the hey propoasals are mostly in the nature of anti-abuse provisions,
and it will be imcumbent on the admimistration to ensure that their implementation
does not lead to harassment and targeting of genuine and legitimate transaciions.
Particularly noleworthy are the provisions relating to withdrawal of the capital gains
exemption on sale of cquiry shares on the stock exchange in certain situations, and
unforrunately, thrs once again has an element of being retrospective in nature.
Changes have also been inade regarding contribution of assets to a trust and in relation
1o transfer of shares for lower than the laic value, There have also been several
changes aimed at ending litigation and the clarifications on conversion of preference
shares 10 equity, and the taxability of Joint Development Agreements will be hugely
welcome.

The area of speedier dispute resoletion remains unaddressed, and while there is a
proposal for merging the Authorities for Advance Rulings (AAR} under Direct and
Indircct tax [aws, the need of the hour is to operationalise additional benches and truly
make it a forum for seeking clarity and certainty. The introductlion of GAAR will
accentuate the necd for this 10 happen. and how the vacancies in the benches can be
rapidly filled wil} be a task that the Government needs to get to with some intensity.

There was a widespreud expectation that corporate tax rates will be reduced across the
board, particubarly with the global developments whereby the US fax rates are
expected (0 po down to 13% under the new administration. With a headline ratc of
30% and the high rates of Minimum Alternate Tax (MAT1 and Dividend Distribution
Tax, India could perhaps lag behind on this key score. Moreaver, rather than small
tweaks to the rates and increased credil carry over for MAT, a bold and decisive
across-the-board reduction is what should come next. Several positive measures were
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also announced for the real estate sector (especially affordable housing) and there
were some rationalisations for start-ups.

The use of enhanced technical tools and data mining and apalytics has already been
emplayed on the demonetisation deposits, and it is expected that more of these
measures will be adopted. The reduction in the audit timelines in a phased manner to
12 months is testimony ta this.

The BEPS-driven reform agenda also continues with the introduction of thin
capitalisation rules,

Leaving the indirect tax rates unchanged and amending only a few critical areas that
needed attention is symbolic in that it shows the desire and belief of the Government
to roll out GST by 1% July, 2017. The scrapping of the age-old R&D cess is also a
major step in this direction. With the reach out e¢fforts planned from 1% April, 2037,
and with uade and industry having got an additional three months to ready itself, GST
seems on course for now.

With some clever balancing on the fiscal side, and a commitment to reduce the deficit
to 3% next year, the Govenment has its task cu out. Tt needs to rapidly increase the
tax base, and revive the sluggish private investment. With some control on the quality
of expenditure and the 1ax realisations [rom the demonetisation deposits, there should
be adequate elbow room for the Government to continue to push forward with its
reform agenda.

The world economic growth for 2016, at an estimated 3.1%, is the weakest growth
since 2008-09. This is vwed largely to the turbulence in the world financial market in
the first half of 2016 due to major sethacks such as Brexit, China’s slowdown, low oil
prices and overall weakness in the economies of Japan, US and Europe. Meanwhile,
these setbacks were offset by stronger Lhan expected economic activity during the
second half of 2016 in the advanced cconomies, especially the US, which saw a
deceleration in the unemployment rate, and the UK, which had higher than expected
domestic demand following Brexit. Assuming that this trend will continue, the world
economy is expected to pick up steam in 2017 and grow by 3.4%, this time on the
back of previously lacklusier advanced econowmnies. This is expected io be
supplemented by the projected policy stimulus of the new US administration and its
global consequences.

On the other hand, Emerging Market and Developing Economies (EMDEs) are
projected to grow by 4.5% in 2017, which is 10 basis points lower than the previous
projeclion. Among these economies, China is expected to show strong growth at 6.5%
{as compared to the previous estimate of 6.2%) on account of its policy stimulus
measures; however, moderation in the growth prospects is expecled among large
economies such as India, Brazil and Mexico.

10.2.1 Indian Economy

India has become the sixth largest manufacturing country in the world, rising up from
the previous ninth position, and thus retaining its bripht spot in the world economic
landscape, Post the demonetisation announcement, the pace of remonetisation has
picked up, and it is expected that the effects of demonetisation will not spill over into
the next financial year.

The IMF expects the Indian economy to grow by 6.6% in 2016-17, which is not only a
significant one percentage point lower than the previous eslimate, but also brings India
back to the status of the second-fastest growing econamy, especially as China is
expected to ouigrow by 6.7%. However, this is cited as the result of short-term
disruption caused by the government’s move to invalidate high-value currencies,



which dampened the economy s biggest growth drivers - consumption and investment
demand. Recognising the strength of indian economic fundamentals, the IMF expects
the impact of demonetisation to fade away gradually, as it pegs the 2017-18 growth at
7.2%. avertaking China again by a good 0.7 percentage points. The World Bank,
however, is more optimistic and has projected a GDP growth of 7% in 2016-17. 7.6%
in 2017-18 and 7.8% in 2018-19,

Clearty, what makes India resilient 10 global flurries, to a great extent, is its rock-solid
domestic demand, accounting for about 60% of the GDP. This figure is 37°% for
China, and this has led the Chinese economy’s restructuring and rebalancing to rely
less on exports and investment and more on cansumption demand.

The broad macroeconainic indicators based an latest data are as follows:

Inflation: The retail inflation stayed above the comfort zone of 5% till August 2016,
but it started moderating therealler during the norma! monsoon, dropping to a
two-year low of 3.4%, The average for the year-to-date (April-December 2016) stood
at 4.85%. a lad higher than 4,8% during the same period of the previous vear.

Fiscal Deficit: The fiscal delicit as a percentage of GDP was budgeted at 3.5% for
2016-17 in the previous year's budget. This is revised to 3.2% for 2017-18.

Trade Deficit: India’s trade deficit narrowed by 25% in the cumulative peried of Apri)
o0 December 20]6 when it stood at $76.5 billion, as against $100.1 billion in the
comesponding period of the previous year. This is on the back of a 7.4% decline in
imperts coupled with a meagre growth of 0.75% in exporis during said period. Impocts
of both oil and nou-oul products dropped during this period by 10.76™ and 6.42%.
respectively, reficering the subdued gross capital formarion.

Currency: The rupee saw a depreciation of 3.3%, as it stood at an average of T 67.21
per US doftar during April 2016 o January 2017 against an average of  65.03 per US
dollar during the same perind in the previous year.

Ouilook: According 1o the Central Suistical Organisation’s first advance estimates
far 2016-17, the GDP is expected 1o grow by 7.1%. which is slower than 7.6° in the
previous year. However. this discounts the impact of demonetisation. Factoring in this
impact, we expect the growth to decline by another about 30 basis points.

10.2.2 Challenges Faced in 2017-18

Challenges faced in 2017-18 are discussed below:

e World econamy faces gonsiderable uncertainty, in the aflermath of major
ecanomic and political developments during the last year.

» The US Federal Reserve’s | intention to increase policy rates in 2017, may lead to
lower capital inflows and higher outflows from the emerging economies.

» Uncermainty around commodity prices especially that of crude oil, has implications
for the fiscal situation of emerging economies.

e Signs of retreat from plobalisation of goods, services and people, as pressures for
protectionism are building up.

10.3 KEY REFORMS

The vear 2016 was one of reforms with the major thrust being on elimination of black
money, carrective measures for various sectors, wansparency and tackling of the issue
of bureaucratic deadwood.

145
I hc Laes! Budget



146
Public Finance

The foreign dwect investment (FDI) policy was further liberalised, resulting in
alimost 90% of prapasals falling under the automatic route, This had a positive
impact as the FDI inflows increased from 5350 billion to $361 billion over the
previous year. This is particularly creditable as it occurred during a period when
global FDI flows declined.

Additionally, the government announced a slew of schemes for the poor, farmers,
senior citizens and small businesses towards the end of 2016. Two housing
schemes were amounced for the urban and rural poor. For the urban poor, the
Prime Minister antounced 4% and 3% interest exemption on loans of up to T 9
lakh and T 12 lakh, respectively, and for the rural poor, A 3% jnterest exemption
was announced on loans of up to T 2 lakh. Besides, the interest for 60 days on
loans taken by the farmers from cooperative banks will be paid by the
government.

The government launched the [ncome Declatation Scheme that charges a one-time
ellective tax rate of 45% on undisclosed income or properly to give a chance to
domestic taxpayers to declare undisclosed income ar assets by 30" September,
2016, and avail immunity from prosecution under the Income-tax Act, Wealth-
Tax Act and Benami Transactions {Prahibition) Act. An estimated amount of ¥ 65
thousand crores is said {o have been collected under this scheme. Addilionally, the
Pradhan Mantri Garib Kalyan Yojana (PMGKY), 2016, was notified after the
Taxation Laws Second (Amendment) Bill, 2016, came into force on 15"
December, 2016. The bill has been inwoduced to arrest the illegal exchange of
¢ 500 and T 1,000 currency notes and also provides financial support (o the
PMGKY.

Fer micre, small and medium enterprises, the limit of loans that the government
guarantees to them was doubled 1o ¥ 2 crore. In addition, the cash credit limit to
these businesses was raised from 20% 10 25%. As for senior citizens, a minimum
of 8% interest will be paid to them on deposits of up o T 7.5 lakh made for 10
years.

Several measures were announced by the Department of Industrial Policy and
Promotion to bring Jndia in the list of the top 50 countries in the World Bank's
“Ease of doing business™ index, climbing several rungs up the ladder from the
current rank of 130. These measures include the foliowing: leading of the e-Biz
portal with services required for staniing a busiaess; reduction in the number of
days to start a business (o four days: use of the Shram Suvidha porial for filing
returns and challans; and contributions 10 EPFO and ESIC,

The General Anti Avoidance Rule {GAAR) is expected to see the light of the day
from ' Aprl, 2017. GAAR prevents corupanies from routing transactions
through other countries to avoid tax.

The Direct Tax Dispute Resolution Scheme, 2016, came into force on 1% June,
2016, with the purpose of settling retrospective tax disputes with the government.
The scheme waives off interest and penalties if the principal amount involved in
retrospective tax cases is paid.

The Benami Transactions (Prohibition) Act was brought into force on
1* November, 2016, as a measure to curb black money. The act prohibits iilegal
benami lransactions and alsc makes a provision for up le seven years of
imprisonment and penalty. The act also serves as a corrective measure to the reai-
estate sector and is aimed at making the sector more transparent.

Another positive step in ensuring transparency and accoumtability in the real-estate
sector was the implementation of the Real Estate {Regulation and Development)



Act, 2016, with effect from 17 May, 2016, which provided a boost to Lhe sector as
a whole by attracting more nvestments and opporiunities for FDI.

In line with the JAM troika (Jan Dhan-Aadhaar-Mobile), the Aadhaar (Targeted
Delivery of Financial and other Subsidies, Benefits and Services) Aci, 2016,
provided for efficient, transparent and targeted delivery of subsidies, bencfits and
services. On the growth path February 20!7 PwC expenditure for which is
incurred from the Consolidated Fund of india. to individuals residing in India by
assigning unique identity numbers to such individuals.

The long process of winding up a bankrupt company coniributes to overall legal
paralysis and locks up assets and intellectual property that could be deplayed
elsewhere. The Insolvency and Bankrupwcy Code, 2016, that poverns the
liguidation pracess, insolvency for corporations, and regulation of insalvent
professionals would lelp in alleviating the woes of public scctor hanks already
burdened with bad loans and improving the ease of doing business.

The enforcement of the Security Interest and Recavery of Debts Laws and
Miscellaneous Provisions (Amendment) Act, which amended four key laws
including the Securitisation and Reconstraction of Financial Assets and
Enforcement af Security Interest (SARFAESI) Act of 2002 and the Recavery of
Debts due 10 Banks and Financial Insiitutions Act of 1993, is expected to help
banks in the case of loan default.

Schemes such as the Pradhan Mantri Garib Kalyan Yojana (PMGKY) saw higher
tax collections as a result of increased disclosure,

A special scheme for creating employment was launched in the textile sector, and
the government now proposes to launch similar scheme for the leather and
footwear industries.

The Ustion Government has approved the re-designation of the Delhi-Mumbai
Industrial Corridor Project Implementation Trust Fund {DMICPTF) as the
National Industrial Corridor Development and Implementation Trust (NICDIT).
The NICDIT will be the apex body to oversee the integrated development of all
industrial corridors across the country. It will implement all five proposed
industrial corridors, together covering 15 states.

10.3.1 Transformational Reforms in Last Year

Let us discuss the points of transformational reforms in last year:

Passape of the Constitution Amendment Bill for GST and the progress for s
mtroduction.

Dcmonetisation of high denomination bank notes.

Enactment of the Insolvency and Bankruptcy Code; amendment to (he RBI Aci
for inflation targeting; enactment of the Aadhar bill for disbursement of financial
subsidies and benefits.

10.4 THREE MAJOR REFORMS - BUDGET 2017-18

Budget 2017-18 contains three major reforms are:

First. presentation of budget advanced to 1¥ February to enable the ministries 10
operationalise all activities from the commencement of 1he financial year.

Second. merger of Railways Budget with General Budget to bring Railways (o the
centre stage of Governapent’s Fiscal Policy.
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e Third, removal of plan and non-plan classification of expenditure to facilitate a
holistic view of allocations for sectors and ministries.

10.4.1 Fiscal Deficit

The revised estimate of fiscal deficit in 2016-17 is 3.2% of the GDP, down from a
budgeted 3.5%. It is expected to stay at 3.2% in FY 2018 and then down ta 3.0% in the
following year, in accordance with the recommended 3.0% fiscal deficit for the next
three years by the newly constimted FRBM committce. The FRBM commitiee
recommends a sustainable debt target with a debt-to-GDP ratio of 60% per cent by
2023 and the fiscal deficit to come down ta 3.0%.

The gradual decline in fiscal deficit assures prudent fiscal comsolidation without
sacrificing public expenditure, while private sector investment is expected 10 be
sluggish. The focus now will be on revenue and capital expenditure as the new budget
does away with the plan and non-plan expenditure,

The total expenditure in Budget 2017-18 has been placed at ¥ 21.47 lakh croges. With
the abolition of plan and non-plan classification of expenditure, the focus is now on
revenue and capital expenditures, said the Union Minister of Finance and Corporate
Affairs while presenting the General Budget 2017-18 in Parliament today.

He said that considering the fiscal deficit roadmap for the next three years and the
nteed for higher public expenditure in the context of sluggish private sectar investment
and slow global growth, the fiscal deficit for 2017-18 has been pegged at 3.2% of
the GDP, and he further comimitted to achieve 3% in the following year, that is, in
2018-19.

10.5 DEMONETISATION

Demaonetisation of currency means discontinuity of the particular currency in the
country from circulation and replacing it with a new currency. In the current context,
it is the elimination of the 500 and 1000 demnomination currency notes as a legal
tender,

The government stated the objective behind the demenetisation policy are as follows:
s First, it is an attempt to make India corniption f(ree.

» Secord, it is done to curb black money,

e« Third, 10 comro] escalating of price rise,

s Fourth, to stop funds flow to-illegal activity,

e Fifth, to make people accountable for every rupee they possess and pay income
(ax retum and

e Finally, it is an attempt to make a cashiess society and creale a Digital India.
Other characteristics of demonetisation can be discussed below as:
¢ Bold and decisive measure 1o curb tax evagion and parailel cconomy.

s Government’s resolve to eliminate corruption, black money. counterfeit currency
and terror funding.

e Drop in economic activity, if any, to be temporary.

¢ Generate long term benefits including reduced corruption, greater digitisalion, and
increased flow of financial savings and greater formalisation of the economy.

e Pace of demonetisation has picked up and will soon reach comfertable levels.

e The surplus liquidity in the banking system will lower borrowing costs and
increase the access to credijt.



e Anncuncements made by the Honourable Prime Minister on 31% Dec, 2016
focusing on housing for the poor; relief to farmers; credit support to MSMFs:
encouragement 1o digilal transactions; assistance to pregnant women and senior
citizens; and priority to dalits, wibals, backward classes and women under the
Mudra Yojana, address key concerns of our economy,

There ts a background to the current decision of demonetisation of 500 and 1000
rupee notes. The government has taken few steps ahead in this direction much before
its annoumeement November 8, 20f6.

As a first step the government had wrged people to create bank accounts under Jan
Dhan Yojana. They were asked to deposit all the money in their Jan Dhan accounts
and da their future transaction through banking methods only.

The second step that the gavernment initisted was a tax declaration of the income and
had given October 30, 2016 deadline for this purposa, Through this method, the
government was able to mop up a huge amount of undeclared income.

However, there were many who still hoarded the black money, and in order to tackle
them: the government announced the demonetisation of 500 and (000 currency notes.

The demonetisation policy is being seen as a financial reform in the country but this
decision is fraught with its own merits and demerits.

10.5.1 Merits of Demonetisation

o The demonetisation policy will help India 1o becume corruption-free. Those
induiging in @king bribe will refrain from corrupt practices as it will be hard for
them io keep their unaccounted cash.

e This move will help the government to uack the black money. Those individuals
who have unaccounted cash are now required to show income and submit PAN
for any valid financial fransactions. The govermment can pet income tax return {or
the income on which tax bas not been paid.

& The move will stop funding to the unlawful activities that are thriving due to
unaccounted cash flow. Banning high-value currency wiil rein in criminal
activities like terrorism, eic.

¢ The ban on high value currency will also curb the menace of money Jaundering.
Now such activity can casily be tracked and income 1ax department can catch such
people who are in the business of money laundering,

s This move will stop the circulation of fake currency. Mast of the fake currency
put in circulation is of the high value notes and the banning of 500 and 1000 notes
will eliminate the circulation of fake currency.

e This move has penerated interest among those people who had opened Jan Dhan
accounis under the Prime Minister's Jan Dhan Yojana. They can now deposit their
cash under this scheme and this money can be used for the developmental activify
of the country,

e The demonetisation policy will force people to pay income lax retumns. Most of
the peaple who have been hiding their income are now forced to come forward to
declare their income and pay tax on the same.

e Fven though deposits up to T 2.5 fakh will not come under [ncome tax scrutiny,
individuals are required to submit PAN for any deposit of above ¥ 50,000 in cash.
This will help the income tax department to wack individuals with high
denominations currency.

o The ullimate objective is to make India a cashless society. All the monetary
transaction has to be through the banking methods and individuals have to be
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accountable for each penny they possess. It is a giant step towards the dream of
making a digital India. I{ these are the merits, there are demerits of this policy as
well.

10.5.2 Demerits of Demonetisation

The announcement of the demonetisation of the currency has caused hoge
inconvenience to the people. They are running to the banks to exchange, deposit or
withdraw notes. The sudden announcement has made the situation become chastic.
Tempers are running high among the masses as there is a delay in the circulation of
new CITENCY.

¢ [t has deeply affected business. Due to the cash crunch, the entire economy has
been made to come 10 a standstill.

e Many poor daily wage workers are lefl with no jobs and their daily incowne has
stopped because employers are unable to pay their daily wage,

e The gavernment is finding if hard to impleinent this policy. Tt has to bear the cost
of printing of the new currency notes, 1t is also finding it difficult to pul new
currency into circulation. The 2000 rupees note is a burden on the people as no
one likes to do transaction with such high value currency. Some critics think it
will only help people to use Mlack money more casily in future.

s Further, many people have clandestinely discarded the demonetised currency
nates and this is a loss 10 the country’s econamy.

10.5.3 Roadmap and Priorities

Agenda for 2017-18 are discussed below:

“Transform, Energies and Clean india” - “TEC India”

TEC India seeks to:

& Transform the quality of governance and yuality of life of our people:

e FEnergize various sections of society, especially the youth and the vulnerable, and
enable them to unleash their true potential; and

¢ Clean the country from the evils of corruption, black moncy and non-transparent
political funding,

* Ten distinct thermes to foster this broad agenda: '

s Farmers: commitled to doublc the income in 5 years;
o Rural pepulation: providing employment and basic infrastructure;
s Youth: energizing them through education, skills and johs;

o The poor and the underprivileged: strengthening the sysiems of social security,
health care and affordabie housing;

o Infrastructyre: for efficiency, productivity and quality of life;
o  Fingncial sector: growth and stability by stronger institutions;
o Digital economy: for speed, accountability and transparency;

e Public service! effective governance and efficient service delivery through
people’s participation;


http:populoi;.on

e Prudent fiscal management: 10 cnsure optimal deployment of resaurces and
preserve fiscal stability;

e Tuax adminisiration; honouring the honest,

Farmers

s Target for agricultural credit in 2017-18 has been fixed at a record level of T 10
Jakh crares.

e [armers will also benefit from 60 days' interest waiver announced on 31 Dec.,
2016,

s To ensure flow of credit to small farmers, Government to support NABARD for
computerisation and integration of all 63,000 functional Primary Agriculture
Credit Sacieties with (he Core Banking System of District Central Co-operative
Banks. This will be done in 3 years at an estimaied cast of T 1,900 crare,

o (Coverage under fasal Bima Yojana scheme will be increased from 30% of
cropped area in 2016-17 10 40% in 2017-18 and 30% in 2018-19 for which a
budget provision of T %0040 crore has heen made.

o New mini labs in Krishi Vigyan Kendras (KVKs) and ensure 100% coverage of
al) 648 KVKs in the country for soil sample testing.

e As announced by the Honourable Prime Minister, the Long Term Irrigation Fund
already set up in NABARD to be augmented by 100% to take the total corpus of
this Fund to T 40,000 crore.

» Dedicated Micro Imgation Fund in NABARD to achieve ‘*per drop mare crop’
wilh an initial corpus af ¥ 5,000 crore.

¢ Coverage of National Agricultural Market (e-NAM) to be expanded from 250
markets to 585 APMCs. Assistance up to T 75 lakh will be provided to every
e-NAM.

o A model law on contract farming to be prepared and circulated among the states
for adoption.

s Dairy Processing and Infrastruciure Development Fund (o be set up in NABARD
with a corpus of T 2100 crore and will be increased ta ¥ 8000 crore over 3 years.

Rural Population

o Over T 3 lakh crores spent in rural areas every year, {or rural poor from ceniralk
budget, state budgets. bank linkage for sell-help groups, etc.

e Aim to bring one crore households out of poverty and to make 50,000 Gram
Panchayats poverty free by 2019, (e 150" birth anniversary of Gandhiji.

e Against target of 5 lakh farm ponds under MGNREGA, 10 lakh farm ponds would
be completed by March, 2017. During 2017-18, another 5 lakh farm ponds will be
taken up.

s Women participation in MGNREGA has increased to 55% from less than 48%.

MGNREGA allocation to be the highest ever at T 48 000 crores in 2017-18,

Pace of construction of PMGSY roads accelerated to 133 km roads per day in
2016-17, against an average of 73 km during 2011-2014.

Government has taken up the task of connecting habitations with more than 100
persons in left wing extremism affected Blocks under PMGSY. All such
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habitations are expected to be covered by 2019 and ihe allocation for PMGSY,
including the state's share of T 27,000 crores in 2017-18.

Allocasion for Pradhan Mantri Awaas Yojana — Gramin increased from ¥15,000
crore in BE 2016-17 10 T 23,000 crore in 2017-18 with a target to complete
| crore houses by 2019 for the houseless and those living in kutcha houses.

Well on our way to achieving 100% viilage elecirification by 1™ May, 2018,

Allocation for Primwe Minister’'s Employment Generation Program and Credit
Support Schemes has heen increased three fold.

Sanilation caverage in rural Tndia has gone up from 42% in Ocu 2014 to about
60%. Open defecation free villages are now being given priority for piped water
supply.

As part of a sub mission of the Nativnal Rura) Drinking Water Programme

(NRDWP), it is proposed o provide safe drinking water to over 28,000 arsenic
and fluoride affecied habitations in the nexi lour years,

For imparting new skills to people in rural areas, mason training will be provided
10 5 iakh persons by 2022,

A programme of “human resource reforms for resufts” will be launched dunng
2017-18 for human resources development in Panchayati Raj institutions.

Totai atiocation for Rural, Agriculture and Allied sectors is T 187223 crores.

Youth

To introduce a system ot measuring annual learning oulcomes in our schools:

Innovation fund for secondary education proposed to encourage local innovation
for ensuring universal access, gender parity and quality improvement to be
introduced in 3479 educationally backward districts.

Good quality higher education institutions to have greater administrative and
academic autonomy.

SWAYAM platform. leveraging IT, 10 be launched with adeast 350 online
courses, This would enable students to virtually attend courses taught by the best
faculty.

National Testing Agency to be sei-up as an autonomous and seifl-sustained
premier lesting organisation to conduct all entrance examinations for higher
education institutions.

Pradhan Mantri Kaushal Kendras (v be extended 1o more than 600 districts across
the country. 100 {ndia International Skills Centres will be established across the
counwy.

Skill  Acquisition and Knowledge Awareness for Livelihood Promotion
programme (SANKALP) to be launched at a cost of T 4000 crores. SANKALP
will provide market relevant training to 3.5 crore youth.

Next phase of Skill Strengthening for Industriel Value Enhancement (STRIVE)
will also be taunched in 2017-18 at a cost of T 2,200 crares.

A scheme for creating employment in the leather and footwear industries along
the lines in textiles sector to be launched.

Incredible India 2.0 campaign will be taunched across the world 1o promote
tourism and employment.



The Poor and the Underprivileged

Mabhila Shakti Kendra will be set up with an allocation of ¥ 500 crores in 4 [akh
ICDS Anganwadi Centres, This will provide one stop convergent support scrvices
for empowering rural women with opportunities for skifl development,
employment, digital literacy, health and nutrition.

Under Malernity Benefit Scheme T 6,000 each will be transferred directly to the
bank accounts of pregnant women whe undergo institutional delivery and
vaccinate their children,

A ffordable housing to be given infrastructure status,

National Housing Bank will refinance individual housing loans of about ¥ 20,000
crore in 2017-18.

Government has prepared an action plan 1o eliminatc Kala-Azar and Filariasis by
2017, Leprosy by 2018, Measles by 2020 and Tuberculosis by 2025 is also
targeted.

e Action plan has been prepared to reduce TMR from 39 in 2014 to 28 by 2019 and
MMR from 167 in 2011-13 10 100 hy 2018-2020.

e To create additional 5.000 pos( graduate seals per annum to ensure adequale
avatlability of specialist doctors to strengthen secondary and tettiary Jevels of
health care.

¢ Two new All India Institutes of Medical Sciences to be sel up in Jharkhand and
Gujaral.

e To foster a conductive labour environment, legisfative reforms will be undertaken
to simplify, rationalise and amalgamate the existing labour laws into 4 codes on
(i) wages; (i) industrial relations; (iit) social security and welfare; and (iv} safety
and working conditions.

» Propose to amend the Drugs and Cosmetics Rules to ensure availability ol drups
at reasonable prices and promote use of generic medicines.

o The allocation for Scheduled Castes has been increased by 35% compared to BE
2016-17. The allocation for Scheduled Tribes has been increased to T 31.920 viore
and for Minority Affairs to ¥ 4,195 crore.

e Tor senior citizens, Aadhar based Sman Cards containing their health details will
be introduced.

Infrastructure

e For transportation sector as a whole, including rail, roads, shipping, provision of
¥ 2.41,387 crores has been made in 2017-18,

» For 2017-18, the total capital and development expenditure of Railways has been
pegged ar T 1,31,000 crores, This includes ¥ 55,000 crores provided by the
Government.

e For passenger safety, a Rashtriya Rail Sanraksha Kosh will be created with a
corpus of T 1 lakh crores over a period of 5 years.

e Unmanned level erossings on Broad Gauge lines wil!l be eliminated by 2020.

e In the next 3 years, the throughput is proposed 10 be enhanced by 10%. This will
be done through modernisation and upgradation of identificd carridors.

¢ Railway iines of 3,500 kms will be commissicned in 2017-18, During 2017-18, at

least 25 stations are expected to be awarded for station redevelopment.
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500 stations will be made diffevently abled friendly by providing lifts and
escalators,

[t i5 proposed to feed abowt 7,000 stations with solar power in the medium term.
SMS based Clean My Coach Service has been slarted,

‘Coach Mitra", a single window interface, to register all coach related complaints
and requirements 1o be launched.

By 2019, ail coaches of Indian Railways will be fitted with bio toilets. Tariffs of
Railways would be fixed, taking into consideration costs, quality of servicc and
compelition from other forms of transport.

A new Metro Rail Policy will be announced with focus on innovative models of
implementation and financing, as well as standardisation and indigenisation of
hardware and software,

A new Metro Rail Act will be enacted by rationalising the existing laws. This will
facilitaie preaster private participation and investment in construction and
operation,

In the road sector, budget allocation for highways increased from ¥ 57,976 crore
in BE 2016-17 10 T 64,900 crore in 2017-18,

2,000 kms of coastal connectivity toads have been identified for construction and
development,

Total Tength of roads, inchuding those under PMGSY, built {rom 2014-15 til] the
current year is about 1,40,000 kms which is significantiy higher than previous
three years.

Select ateports in Tier 2 cities will be taken up for operation and maiatenance in
the PPP mode.

By the end 0§ 2017-18, high speed broadband comnectivity on optical Bbre wil) be
available in more than 1,50.000 gram panchayats. under BharatNet. A DigiGaon
iniative will be launched to provide tele-medicine, education ard skills through
digital technology. )

Proposed te sel up strategic crude oil reserves at 2 more locations, namely,
Chandikhole in Odisha and Bikaner in Rajasthan. This will take our straiegic
reserve capacity to 15.33 MMT.

Second phase of Solar Park development to be taken up for addilional 20,000 MW
capacicy.
For creating an eco-system to make India a global bub for electronics

manufacturing a provision of T 745 crore in 2017-18 m incenlive schemes like
M-SIPS and EDF.

A new and restructuored Central scheme with a focus on export infrastructure,
namely, Trade Infrastrucrure (or Export Scheme (TTES) will be lanunched in
2017-18.

Financial Sector

Forgign Investment Promotion Board to be abolished in 2017-18 and further
liberalisation of FDT policy is under consideration.

An expert committee will be constituted 1o study and promote creation of an
operational and legal framework to integraie spot market and derivatives market
in the agricultural sector, for commodities trading, e-NAM to be an integral part
of the framework.



Bill relating te curtail ihe menace of illicit deposit schemes will be introduced. A
bill relating fo resolutien of financia} firms will be jniroduced in the current
Budget Session of Parliament. This will contribute to stabilitv and resilience of
our financial system.

A mechanism to streamline institutional arrangements for resolution of disputes in
infrastructure related construction contracis, PPP and public urility contracts will
be introduced as an amendment to the Atbitration and Conciliation Act 1996,

A Computer Emergency Response Team for our financial sector (CERT-Fin) will
be established.

Governiment will pat in place a revised mechanism and procedure to cnsure time
bound listing of identified CPSEs on stock exchanges. The shares of Railway
PSEs like [RCTC, [RFC and TRCON will be listed in stock exchanges.

Propose to create an integrated public sector ‘oil major’ which will be able to
match the performance of intemational and domestic privaie sector oil and gas
companies.

A new ETF with diversified CPSE stocks and other govemment holdings will be
launclied in 2017-18.

[n line with the ‘[ndradhanush® roadmap. T 10,000 crore for recapitalisation of
Banks provided in 2017-18,

Lending target under Pradhan Mantri Mudra Yojana to be set at T 2.44 lakh crore.
Priority will be given to Dalits, Tribals, Backward Classes and Women.

Digital Economy

125 lakh people have adopted the BHIM app so far. The government will launch
two new schemies to promote the nsage of BHIM; these are. referral bonus scheme
for individuals and a cashback scheme for merchants.

Aadhar pay, a merchant version of Aadhar enabled paymeni system. wiil be
launched shortly.

A mission will be set up with a target of 2,500 crore digital transactions for 2017-
1§ through UPT, USSD, Aadhar Pay, IMPS and debit cards.

A proposal to mandate all government receipts through digital means, beyond a
prescribed limiy, is under consideration.

Bunks have targeted to intreduce additional 10 lakh new POS terminals by Murch,
2017. They will be encouraged to intreduce 20 lakh Aadhar based POS by
September, 2017,

Proposed to create a Payments Regulatory Board in the Reserve Bank of India by
replacing the existing Board for Regulation and Supervision of Fayment and
Seftlement Systems.

Public Service

The government e-market place which is now functional for procurement of goods
and services.

To utilise the Head Post Offices as front offices for rendering passport services.

A centralized Defense Travel System has been developed through which travel
tickeis can be booked online by our soldiers and officers.

Web based interactive Pension Disbursement System for Defence Pensioners will
be established.
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To rationalise the number of tribunals and merge tribunals wherever appropriate.

Commemorate both Champaran and Khotdha revolts appropriately.

Prudent Fiscal Management

Stepped up allocation for capital expenditure by 25.4% over the previous year.

Total resources being transferred 1o the States and the Union Territories with
Legislatures is T 4.11 lakh crove, against ¥ 3,60 lakh crare in BE 2016-17,

For the first time, a consolidated outcome budget, covering all ministries and
depariments. is being laid along with the other budget documents.

FRBM committee has recommended 3% fiscal deficit for the next three years,
keeping in mind the sustairable debt target and need for public investment. fiscal
deficit for 2017-18 is targeted at 3.2% of GDP and govemmment remains
committed to achieve 3% in the following year.

Net masket borrowing of Government restricted to ¥ 3.48 lakh crore after buyback
in 2017-18, much lower than 2 4.25 lakh crores of the previous year,

Revenue Deficit of 2.3% in BE 2016-17 stands reduced to 2.1% in the Revised
Estimates. The Revenue Deficit for next year is pegged at 1.9%. against 2%
mandated by the FRBM Act.

Promoting Affordable Housing and Real Estate Sector

Between 8" November and 30” December 2016, deposits between 2 lakh Rupees
and 80 lakh Rupees were made in about 1.09 crore accounts with an average
deposit size of T 5.03 lakh. Deposits of more than 80 lakh were made in 1.48 lakh
accounts with average deposit size of T 3.3 | crores.

Under the scheme for profit-linked incone tax deduction for promotion of
affordable housing, carpet area instead of built up area of 30 apd 60 Sq.mu. will
be counted.

The 30 Sq.mtr. limit will apply only in case of muricipal limits of 4 metropolitan
cities while for the rest of the country including in the peripheral areas of metros,
limit of 60 Sq.mr. wili apply.

For builders for whom constructed buildings are stock-in-trade, tax on notionai
rental income will only apply after one year of the end of the year in which
completion cerlificate is received.

Reduction i the holding period for computing long term capital gains from
transfer of immovable property from 3 years to 2 years. Also, the base year for
indexation is proposed to be shified from 1.4.1981 to 1.4.2001 for all classes of
assets including immovable property.

For Joint Development Agreement signed for development of property, the
liability 1o pay capital gain tax will arise in the year the project is completed.

Exemption from capital gain tax for persons holding land on 2.6.2014, the dale on
which the State of Andhra Pradesh was reorpanised, and whose land is being
pooled far creation of caphal city of Andhra Pradesh under the povernment
scheme.

10.6 MEASURES FOR STIMULATING GROWTH

Concessional withholding rate of 5% charged on interest earned by foreipn
entities in externat commercial borroawings or in bonds and government securities



is extended to 30.6.2020. This benefit is also extended to Rupee Denominated
{Masala) Bonds.

For the purpose of carry forward of losses in respect of start-ups, the condition of
cortinuous holding of 51% of voting rights has been relaxed subject o the
condition that the holding of the ariginal promoter/promoters continues. Also the
profit (linked deduction) exemption available to the starf-ups for 3 years out of 5
years is changed tw 3 years out of 7 years.

MAT credit is allowed to be camied forward up 1 a period of 15 years instead of
10 years at present.

In order to make MSME companies more viable, income tax for companies with
annual turnover upto ¥ 50 crore is reduced to 25%.

Altowable provision for Non-Performing Asset of Banks increased from 7.5% to
8.5%. Tnterest taxable on actual receipt insiead of accrual basis in respect of NPA
accounts of all pon-scheduled cooperative banks also to be treated al par with
scheduled banks,

Basic customs duty on LNG reduced from 5% to 2.5%.

10.7 PROMOTING DIGITAL ECONOMY

Under scheme of presumptive incone lur smali and medium tax payers whose
turnover is upto 2 crare, the present. 8% of their lurnover which is counted as
presumptive income 1s reduced 1o 6% in respect of wurnover which is by non-cash
means.

No transaction above ¥ 3 lakh would bc permitied in cash subject to centain
exceptions.

Miniaturised POS card reader for m-POS (other than mobile phones or table
computers), micro ATM standards version 1.5.1, Finger Print Readers/Scanners
and Iris Scanners and on their parts and components for manufacture of such
devices 10 be exempt from BCD, excise/CV duty and SAD.

10.7.]1 Tramsparency in Electoral Funding

Need to cleanse the system of political furding in India.

Maxirmum amount of cash donation, a polilical party car receive, will be T 2000
from one person. : L

Political parties will be entitled to receive donations by cheque or digilal mode
from their donars.

Amendment to the Reserve Bank of India Act to enable the issuance of electoral
bends in accordance with a scheme that the Government of India would frame in
this regard.

Every political party would have to [ile 115 return within the time prescribed in
accordance with the provision of the Tncame-tax Act.

Existing exemption to the political parlies from payment of income-lax would be
available only subject to the fultitment of these conditions.

10.7.2 Ease of Doing Business

Scope of domestic transfer pricing restricted to only if one of the entities involved
in related party transaction enjoys specified profit-linked deduction.
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Threshold limit for audit of business entities who opt for presumptive income
scheme increased from T 1 crore to ¥ 2 crore. Similarly. the threshold for
maintenance of books for individuals and 11UF increased from turnover of 10 lakh
to 25 lakh or income from [.2 lakh to 2.5 lakh.

Foreign Portfolio Tnvestor (FPI) Category | and H exempted from indirect ransfer
provision. indirec! transfer provision shall not apply in case of redemption of
shares or interests outside India as a resuit of or arising out of redemption or sale
of invesimnent in India which is chargeable to 1ax in India.

Commission payable to individual insurance agents exempt from the requirement
of TDS subject 1o their filing a self~declaration thal their income is below taxable
limit.

Under scheme for presumptive taxation for professionals with receipt upto T 30
lakhs p.a, advance 1ax can be paid in one instalment instead of four.

Time period for revising a tax return is being reduced to 12 months from
completion of fimancial year, at par with the time period for filing of return. Also
the time for completion of scrutiny assessments is being compressed further from
21 months 0 18 months for Assessment Year 2018-19 and further to 12 months
for Assessment Year 2019-20 and thereafter.

10.7.3 Personal Income-Tax

Exjsting rate of taxation for individual assesses between income of T 2.5 lakh to 5
lakh reduced to 5% from the present rate of 10%.

Surcharge of 10% of tax payable on categories of individuals whose annual
taxable income is between T 50 lakh and ¥ | crore.

Simple one-page form to be filed as Income Tax Retum for the category of
individuals having taxable income upto T 5 lakh ather than business income,

Appeal to all citizens of India 1o contribuie to nation building by making a small
payment of 5% tax if their income is falling in the lowest slab of 2.5 lakh to 5
lakh.

10.7.4 Goods and Services Tax

The GST counci! las finalised iis recommendations ot almost all the issues based
on consensus on the basis of 9 meetings held.

Preparation of 1T system for GST is aiso on schedule.

The extensive reach-out efforts to trade and industry for GST will start from 1%
April, 2017 to make them aware of the new taxation system.

RAPID (Revenue, Accountability, Probity, Information and Digitisalion)
Maximise efforts for e-assessment in the coming year.

Enforcing greater accountability of officers of Tax Depanment for specific act of
commission and omission.

Viewpoint

*

GDP growth is expecled to exceed the 7% mark in Financial Year 2018 after
suffering from the transient negative impac! of demonetisationt in Financial Year
2017. On the contrary, through greater tax compliance, increased digitalisation
and investments in capita} formation, demonetisation is expected to leave a
positive impact on the economy. Besides, in order to mitigate the adverse impact



of demonetisalion. several pro-poor and pro-rural initiatives have been taken in
the budget to spur demand. contributing towards economic growth.

Demonetisation also led to an increase in bank deposits. Flushed with cash, the
banks are expected {0 cwt lending rates. Real-esiate prices are also expecled to

The Goods and Services Tax {(GST) Bill is expected to be implemented by 1 July,
2017, and it is likely 10 lead to urging growth, competitiveness. indirect tax
simplification and greater transparency. Apart from widening of the tax net, GST
will also contribute significantly to the GDP. However, although making
projections and targets lor GST revepue in its first year of implementation would
be difficul, we believe Lhat GST will help boost GDP figures, and the estimated

While a fiscul deficit of 3.5% of the GDP was achieved in 2016-17, the expected
fiscal deficit lor 2017-18 is 3.2% of the GDP, which seems to be achievable given
the expecied thrust in tax colleciion after the implementation of GST and also

The current account deficit has declined to reach aboutl 0.3% of the GDP in the
first hal( of the vear 2017_ and it is expecied to be at around sub-one percent level

The [estering twin halance shieet has been a pressing concemn effecting private
investment. While the Indradhanush Scheme aims io infuse ¥ 70 thousand crore of
capital into public sector banks, how far will this address the issue remains to be
seen. The survey proposes to set up a Public Sector Asset Rehabilitation Agency

L]

remain low.
L ]

impact un the GDP may vary between 1% to 2%.
L]

greater tax compliance after demonetisation.
L ]

in FY2018.
L

{PARA) as a resolution strategy,
.

The vetail inflation declined substantially to 3.4% at the end of December. and it is
expected to be below the Reserve Bank ol India’s arget of 3%,

Table 10.): Budget Financinis 2016-17

FY 2015-16 | FY 2016-17 | FY 2016-17 | FY 2016-17
{Actuals) {Budget} {Revised) {Budget)

{ftillion INR) | (Billion INR) | (Billion INR) | (Billion TNR)
Revenue Recueipls 1195G.25 13770.2 14235.62 15157.71
Capital Receipts 5957 48 601038 5908 45 6309.64
Total Receipts (| + 2 1790773 19730.6 20144 07 21447 .35
Scheme Lxpenditure 715114 30906 8698 47 9450.78
Expendirure an (ther than Schemes 10656.69 1176094 [1445.6 112018 57
Toaal Evpenditure [ 4+ 5) 1790783 1978.6 20144.07 2467.35
Revenue Accoumnt 15377.61 1731.37 17345.6 18369.34
Revenue Receipis 11950.25 15377022 14235 62 15157.7
R—wcnuc Dedicii (7-8) 3427.36 RTINS 20998 21163
As a percentage of (DY 3% 3% 21% 1.9%
Fizeal Deticit [6- 11+ recoveries of 53279 533904 F342M f465.32
lnans + loans | other receipts)]
Ag 3 pereentage of GDP 3.9% 354, 3.2% 3.2%
Primary Deficil { 10-nleest paymrents) 011,32 41234 512405 334 .54
As a pereentage of GDP 0.7% 0.3% 1.3 1.0%

Savrcar Pui’
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o Total expenditure for 2017-18 is estimated 1o be ¥ 1,69,954 crore. an 8.5%
increase over the revised estimate of 2016-17. The revised estimate for 2016-17 is
T 2,083 crore lower than the budgeted target.

» Tolal receipts (excluding borrowings) for 2017-18 are estimated 10 be 11.4%
higher, at ¥ 1.45.111 crore. In 2016-17, they feil short of the budgeted target by
T 4,111 crore.

e Rcvenue surplus for the next financial year is targeted at ¥ 4,596 crore, or 0.63%
of the Gross State Domestic Product (GSDP). Fiscal deficit is targeted at ¥ 25,689
crore (3.49% of GSDP). The Fiscal Responsibility and Budget Management Act,
2005 mandates a fiscal deficit ceiling of 3.5% of GSDP. Primary deficit is
targeted at T 14,148 crore {1.9% of GSDP).

» T 33,564 crore has been allocated for the Agriculture Budget in 2017-18. ¥ 400
crore has been allocated to the Rashtriya Krishi Vikas Yojana, and ¥ 3035 crore has
been allocated to the MNational Food Security Mission,

e Allocations to the depariments of Urban Administration and Development, School
Education und Rural Development increased by 22%, 10% and 7% respectively,
over the revised estimales of 2016-17. However, allocation to the Depariment of
Energy has decreased by 21%.

10.8.2 Policy Highiights

Irrigution: T 9 850 crore is proposed to be spent as capital expenses for irrigation
schemes. In addinon, T 140 crore has been allocated for micro-icrigation,

Education: 36,000 new feachers are proposed o be recruited: 520 high schools and
240 higher secondary schools are proposed to be upgraded,

Encrgy: ¥ 4,622 crore is proposed te be spent on the UDAY scheme in 2017-18. In
2016-17, ¥ 7268 crore was provided as assistance to power distribution companies
under UDAY scheme.

Ecannomy

Bevacen 201 1-12 and 2015-16, the state’s GSDP grow HLUAEY N % Lrowth over previeus year
at an average annual rate of 7.5% (at constant prices).

QOver tns period, per capita income increased lrom o

43,082 10 T 54,190, an average increase of 5,.9%. 1

Tn 2H .16, the state's GDI' grew at 8.7% at constant | ™™

prwes. The agrnculiure sector grew at 7.2% (at constant w

pricost as  compared  to 2004-13,  while  the

manulaciunng secior prew al 7%, The services sector | O T

grow a8 P, compared to 8.7 in 2014-15. The ™~
agriculiyre seetor contribuked (o 3% of GSDP ip 2015-
16, while (he manufaciuring and services sccotors
comnbuted in 22% and 38%a of ic GSDP respectively.

kLY BEML] MEESTN EERST

AP g Mt an Ty m e,

Source: Central Stmstws Offie
Workloree Participaiion

Workfoice Paniicipation Raic is the proportion of workers or job scckers to its population The
Rate for Madhya Pradesh (2015-16) was 44.8%. lower than 59.2% in 2013-14. Note that in
201 5- 16, the natwnal averuge slood al 50.5%.

Saurce: | ok Sabha Vlnstarred Question No. 682, Answered en Febroary 86,2017,
Figure 10.3: Madhya Pradesh: State of Economy
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10.8.3 Budget Estimates for 2017-18

The total expenditwre in 2017-18 is targeted at T 1.69,954 crare. The expenditure in
2016-17 was T 1.56,630 crore, which is 1% (or ¥ 2,083 crore} less than the budgeted
target.

The expenditure in 2017-18 is proposed to be met through receipts (other than
borrowings) of ¥ 1,45,111 crore and borrowings of ¥ 24,392 crare, Total receipts for
2017-18 tother than borrowings) are expected to be 11% more than the revised
estimate of 2016-17.

Table 10.2: Budget 2017-18 - Key Figure (T in crore)

[2015-16 | 2016-17 [2016-17 | % change from | 2017-18 | % change from
[tems Account | Budgeted | Revised | RE 1o BEof | Budeeted | RE 2016-17 to
2W016-17 BE 20:17-18
Total Fxpenditure | 1,192,766 | 1.58,713|1,56,630 -1.3% | 1,69.954 8.5%
A, Borrowings fret) 15,125 2175 25,635 6.0% 24,392 -4.9%
N Receipts texcepl | 105,451 134,419 1.30.303 S31% ) 145170 11.4%
burrowings) |
Lotal Receipis 1,20,576| 1,58.594 | 1,55,944 -1.7% | 1,69.503 8.7%
A+B)
Revenuc Deficit
{-)/Susplus (+) 5740 3310]  1.535 4,596
A% of siale GDF 1.02% 0.49% | ©.24% 0.63%
Fiscal Deficit
{-)/8urplus (+) 14065 -24914| -29.899 .23,68% |
As% af stale GLP <2 49% -3,49% | -4.63% -3.49%
Primary Deflicit
{-1/Surpius (+) ST -14.680| -19.952 14,148 |
As% of state GDP -1.86% -2.06% | -3.09% =1 92%

Nuote: BT is Budget Estimate; RE is Revised Estimale: Borrowings are net of receipls. GSDF for 2017-18
15 taken [rom Budget at a glance, as T 7.35,246 crore, at carreat prices.
Source: State Budget Documents: PRS.

10.8.4 Expenditure in 2017-18

Govemment expenditures can be divided into (a) revenue expenditure, such as
payment of salaries, and (b) capital outlay, which affects the assets and liabilities of
the state.

Total revenue expenditure for 2017-18 is proposed to be ¥ 1,34,519 crore, which is an
increase of 8% over revised estimates of 2016-17. Total capital outlay is proposed io
increase by 10.3% to ¥ 35,435 crore from the revised estimates of 2016-17. This
includes creation of assets, repayment of loans, etc.

Table 10.3: Expenditure Budget 2017-18 (T in crove)

ltems 2015-16 | 20016-17 | 2016-1% | 2017-18 | % change fljoﬂ‘l RE 2016-17
Account | Budgeted | Revised | Budgeted to BE 2017-18
Revenue Fxpenditure 99,71 1,22.5%5 | 124,516 1,34519 8.0%
Capital Outlay 19,993 36,128 32,114 35,433 10.3%
Totul Expenditure 1,19,766 1,58,713 | 1,56,630| 1,69,954 8.5%
A. Intercst Paymenis 8.091 10,233 9.937 1,541 16.&
B. Loan repyyment | 4.860 9,105 4,899 8,546 94.8%
Deb servicing (A +B) 12.951 19,338 14,836 21.087 42.1%

Note: BE is Budgeil Estimate and RE 15 Revised Estimate.
Source: State Budget Docymenis, PRS.



10.8.5 Dcpartment Expenditure in 2017-18

The depanments listed below account for 42% of the budgeted expenditure ol Madhyva

Pradesh in 2017-18

Table 10.4: Department-wise expenditure for Madlya
Pradesh Budget 2017-18 (T in crore)

Department 10L6-17 (201718 | % change from
Revised | Budgeted | RE 2016-17 10 RAudgel proposls for 2017-18
BF 2617-13
« A provisan af T 2[4 crone has been allocated for
the consmuctinn of schonl ruddmgs ¥ 92 crare has
been sllocared for the purehase of NCER | baoks
+ A provisiun of T 48 crore has boun made ror the
Schoel Education 18.(Hed |9 873 o R% establishment, manazeingnt snd secuniy of girls’
hostels
« ¥ 703 crore for ST sludents, T 740 crose for SC
siudents and & 8580 crure (or QRC studenly a
sehnlarships/stipends
= This ailecation anchides T4 022 ¢rore under the
Unay sch
Fnergy 2183 | 16802 -20.7% e
« A sthome of 4,201 crore 18 propased o convert
TEMROIANY CAnnEctions INW prrmancil canneclians
o T 2000 crore hos been made te the Maharma
Gandhv Navenel Rutal Employment Goanntee
Seheme (MGNREGS)
:;:::l'o ot 13980 | 14338 6 1% « T 2,850 crosc hus buen allowsied to he Pradban
pin Mantn Gram Sadab Yupina {PMOGRY)
« T1,127 cror has beea sllacated for the proveasn ol
basic amenibes 1o Panchavas
o A peovisiun of T MY chue has been made for the
Swatchh Bnarer Abhivan
Tlrban
Develapment and Q194 11 459 a7 35 « ¥ 700 crare has been allovited for AMEKIT) Y ojana,
Environment and ¥ 70 crore hus been allocated ton the Semact
Cnies Migsian, dagar anad S3tna 10y are propuscd
3 be inchuded i phase rwe
- 3 . 2 . i -
Bublic Warks 1198 g 376 17.6% 7?5 96:‘1 wrore  has  heen Dncared  for  the
construcion of tesds and hridges
E
wenditureal | o0 | 21027 2.4%
Deparmments
otal | 56.630 | 14995 71%
Expenditure
Yo ul 1, -
> of total 43 | O
expendifore
Other
97183 QK 827 A%
Depa rtienis ' ' 14

Source: Presy note of Madirya Pradosh Stale Budger 2017-13. PRS

Other Announcements

Police force: T 5,850 crore has been allocated 1o the police force T 402 crore has been
allocated for construction works for police personnel, and ¥ 98 crore has been

allocated to purchase new arms and vehicles for the police force.

Skilt Development: T 100 crore has been allocated under skifl development scheme,
tor the *“Mukhyamantri Kaushual Samwardhan and Kaushalya Scheme’. to train 2.5

lakhy youngsters and two lakh women.
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Decrease in tax revenue collected in 2016-17. In 2016-17, the revised estimate of
Madhya Pradesh’s tax revenue fell shon of the budgeted estimate by T 2,365 crore
{5.1°%). This is mainly owing to a decrease in state excise dulies collected from the
licensing fees of domestic and imported liquor stores {2 1,300 crore decrease), and
revenues from stamp duty and registration charges (T 6U0 crore decrease) and vehicle
tax (T 300 crore decrease).

Tax Revenue

Among all sources of tax revenue, sales tax is the largest component. Sales tax is
levied on the sale of goods in the state is expected to generate ¥ 23,910 crore (52% of
tax revenue).

The state is expected to gencrate ¥ 8,600 crore (17%) through levy of slate excise duty
on the production of various forms of alcohol.

In addition, revenuc will be generated through stamp duties, reyistration charges on
real estate transactions, electricity duties, among others.

Non-tax Revenue
Madhya Pradesh has budgeted to generate T 1 1,680 crore through non-lax sources.

In 2016-17, the state expected 10 generate a reverue ol T 4,143 grore from education
{such as licensing fees}; however, the revised estimate is ¥ 1,038 crore iower than the
budgeted estimate. In 2017-18. T 3,310 crore is estimated to be generated from
education.

T 3.700 crore is estimated to be generated trom mining in 2017-18, compared to
T 3.100 crore as per the revised estimate of 2016-17 (19%« increase).

10.8.6 Deficits, Dcbts and FRBM Targcts for 2017-18

The Madhya Pradesh Fiscal Responsibility and Budget Management (FRBM) Act,
2005 provides annual targets to progressively reduce the outstanding debt, revenue
deficit and fiscal deficit of the state government.

Revenue deficit: Tt is the excess of revenue expenditure over revchue receipts. A
revenue deficit implies that the recurring receipts of the poverrunemt are unable to
cover its recurring expenditures. The revenue surplus s expected at T 4,596 crore (or
0.63% of state GDP) in 2017-18. This is better than the target of eliminaling revenue
deficit prescribed by the state's FRBM Act and by the 14* Finance Commission,

Fiscal deficir: It is the excess of total expenditure over (otal receipts. This gep is filled
by borrowings by the govermment, and leads to an ncrease in lotal labilities of the
government. In 2016-17, fiscal deficit increased from the budgeted Larget of ¥ 24,614
crore to T 29 899 crore (4.03% of GSDP). This increase includes ¥ 7.361 crore waken
up as market borrowings on account of the UDAY scheme. The revised estimaie in
2016-17 exceeded the 3.0% limit under (he 14" Finance Commission. and the 3.5%
limit under the FRBM Act. In 2017-18. fiscal deficit is esumated at T 25,689 crore
(3.49% of GSDPY.

Ouistanding Liabifities: [t is the accumulation of borrowings over the years. In 2017
18, the outstanding habilities are cxpected at 24.9% of GSDP, an increase over the
24.6% as per revised estimates of 2016-17, They are estimated to further increase to
25.8%in 2018-19, 26.3% in 2019-20, and 26.5% tn 2020-21. An increase in liabilities
aver time indicates that the state would be required to pay more in terms of interest
payments as weil as principle amount repayments over the coming vears.
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Table 10.6: Budget Targets for Deficits for the Stuie of Madhya Pradesh (% of GSDP)

Year Revenue Surplux Fiscal Deficit, Ouistanding Lisbifitics
2015-16 1.02 -2.49 2332
RE 2016-%7 .24 -4.63 24.63
BL 2017-18 0.63 -3.49 2494
Target 2018-19 Sutplus -3.49 25.79
Target 2019-20 Sweplus -3.25 26.30
Turget 2020-21 Sumlus -1 2651

Note: [Figures as percenlage of siate GDP,
Nource: I'ress Noie, Madhya Pradesh Swaie Budger 2007-18: PRS.

Figure 10.5 and 10.6 shows the irend in delicits and outstanding liabilities from 2014-

150 2017-18.
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1%
-2%
-3%
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-3%

1.23%

2014-15

1.02%

-3.49%%

-4 63%

2 5-16 2016-17 Rl 2017-18 Bl

B Revenue Surplus (%) B Fiscal Deficit (95)

Seource:

Mudhya Pradesh Srate Budgel Jacumenis; PRS.
Figure 10,5: Delicits {a Yo of State GDP)
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Check ¥our Progress

Fill in the blanks:

I. The fiscal deficit as a percentage of was budgeted al 3.5%
for 2016-17 in the previous year's budger.

12

According to the Tirst advance estimales for 2016-17, die
GDP s expected to grow by 7.1%, which is slower than 7.6% in the
Previous year.

)

The was brought into force on 1™ November, 2016, as a
measure 10 curb black maney.

4. of currency means discontinuity of the particular currency
in the country from circulation and replacing it with 2 new currency.

10.9 LET US SUM UP

The intraduction of GAAR will accentuate the need for this to happen. and how
the vacancies in the benches can be rapidly filled will be a task that the
Government needs to get to with some intensity.

The use of enhanced technical lools for data mining and analytics has already

been employcd on the demonetisation deposits, and it is expecled that more of

these measures will be adopted.

Demonetisation has also brought the digital agenda to the fore like never before,
and having painstakingly laid down in the speech the low rate of tax compliance
in the country.

The world economic growth for 2016, at an estimated 3.1%, is the weakest growth
since 2008-09.

Assunmnng that this rend will continue. the world economy is expected to pick up
steam in 2017 and grow by 3.4%, this time on the back of previously lackluster
advanced econamies.

india has become the sixth larpest manufacturing country in the world, rising up
from the previous ninth position, and thus retaining its bright spot in the world
economic landscape,

The IMF expects the Indian econoiny-to grow by 6.6% in 2016 17, which is not
only a significant ane percenlage point tower than the previcus estimate, but also
brings India back to the status of the second-fastest growing economy, especially
as China 1s expected to outgrow by 6.7%.

The rupee saw a depreciation of 3.3%, as it stood al an average of ¥ 67.21 per
US dollar during April 2016 10 January 2017 against an average of T 65.03 per
US dollar during the same period in the previous yvear.

For 2016-17, the GDP is expected 10 grow by 7.1%, which is slower than 7.6% in
the previons year.

Factoring in this impact, we expect the growth to decline by another about 50
basis points,
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 botic Fansmce 10.10 LESSON END ACTIVITY

In what ways do you think this demonetisation initiative will benefit the Indian
economy?

10.11 KEYWORDS

Demonetisation: The act of stripping a currency unil of its sfatus as legal tender.

Indian Economy: The world's sixth-largest economy by nominal GDP and the third-
largest by purchasing power parity.

Currency Nofes: An official currency of the Republic of India.

Biack Money: Income illegally obtained or not declared for tax purposes.

10.12 QUESTTONS FOR DISCUSSION

I. Discuss the Hhighlights of demonetisation. Mention the advantages and
disadvantages of demonetisation.

2. Discuss the challenges faced in budget 2017-18.
Discuss the budget highlights ol Madhya Pradesh 2017-18.

L¥E)

Check Your Progress: Model Answer
1. GDP
Central Statistical Organisation’s

Benami Transactions {Prohibition) Act

Boow

Demonetisation
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STATE GOVERNMENT

CONTENTS

11.0 Aims and Objectives

1.1 Tntroduction

11.2  Relations between Central and State Govemment
11.3 Lep:slative Relations: Articles: A245-A255

4 Administrative Relations

11.3  Financial Relations

11.6  New [ustitutional Mechanisms Set Lp

11.7 Main Hcads of Revenue and Expenditure of Central and State Government
11.8  Income Taxes

11.9  Consumption Taxes

11.10 Preperty and Related Taxes

11.11 Other Taxes

11.12 Other Revenue from Own Sources

11.13 Let Us Sum Up

11.14 Lesson End Activity

11,35 Keywords

11.16 Questons for Discussion

11.17 Supgested Readings

11.0 AIMS AND OBJECTIVES
Afier studying this lesson, you should be able to:

e Explain the financial relations between central and state government
s Describe the main heads ol revenve of central and state government

e Discuss the main heads of expenditure of central and state government

11.1 INTRODUCTION

The financiat relationship between the centre and the state is provided in the
conslitution. The constitution gives a detailed scheme of distribution of financial
resources between umion and sfates. Like other powers financial powers are also
distributed between the two sets of government. The sources of income ol the union
government are those mentioned in the union list and sum of these sources are income
tax other the agricultural income, customs and excise duties. The state government on







Schedule 7(a246~3 lists)
42nd Amendment: 5 subjects from state to concurrent list

1. Edueation, 2. Forests, 3. Weights and measures, 4. Pratection of wild animals
and birds, 5. Administration of justice (all courts) exccpt supreme and high courts.

Power of pariliament (4247). To provide for establishiment of additional courts for
better administration of parliamentary laws (Union list).

Residuary power {4248): Subjects not mentioned in any of the list in Seventh
schedule - parliament has the power to make law (includes new tax iniposition).

Conflict between state and union laws (4254);

1. Tn case of conflict between the central law and the state law on a subject
enumerated in the concurrent list, the Central law prevails over the state faw.
2. Exception: If the state law has been reserved [or the consideration of the
president and has received his assent, the state law prevails in that state (but
parliament can override it by making a law by subsequently making a law on the
same matter).

Parlimentary legislation in the stale field:
Articles 249, 250, 251, 252, 253:

Narional Interest (A249): Rajya Sabha must pass resolution (2/3rd majority) forec
for 1 year can be renewed any number of time ceases 6§ months afier resolution
ceases (without renewing) state can make law but union law prevails over ii.

National emergency (4230} Proclamation of national emergency by President of
India moperative after months {(emergency ceases). State can make law but Union
law prevails gver it

4251 The law made by parliament in state list (under A249 and A250), whether
passed before or after the law made by state |egislature of the state, prevails over
the law made by state legislature made under the same subject

When states make request (A252); When 2 or morg stales request parliament to
make law in prescribed subject (surrender of power of states to union). Other
states can pass resolution to enact the law (same).

Examples: 1, Wild Life Ace, 1972 2. Transplantation of Human Organs Act, 1994,
3. Water (Prevention and Control of Pollution) Act, 1974.

International agreements (A253); Parliamer#has the power to enact laws in state
list for implementing international treaties, agreements and conventions {te tulfill
international obligations).

Examples: 1. TRIPS 2. Environment related acts 3. Anti-hijacking Act, 1982
4. UN AcL 1947 5. Geneva Convention, 1960.

President’s Rule (A356); Parliament empowered to make laws in state list. law
made is operative even after the caesurn af president’s rule. But can be revealed or
altered or re-enacted by state legislature.

Centre’s contral over state legislation: Governor can reserve cerain types of bills
passed by state legislature for the consideration of President (President emjoys
ABSOLUTE VETO over them). Certain bills can be introeduced m state legislature
with previous permission from President (matters relating to freedom of trade and
commarce).

Financial emergency (4360), President can direct the states 1o rescrve {money,
financial) bills far his consideration,

i7l
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11.4 ADMINISTRATIVE RELATIONS

The administrative relations between the union and the states may well be studied as
under: (i) normal and (if) emergency conditions. The constitution has devised several
techniques of control to be exercised over the states by the Union government under
normal circumstances. The states shall not interfera with the legislative and executive
policies of the Union government.

Articles 256-263

A256: The suates are expecied 10 comply with the laws of the parliament and nat
impede the exercise of the executive powers of the unjon.

A257: Center can issue direction regarding the construetion and maimenance of
commuitications of national or military impaoriance. it can also give instructions to
state for protection of railways, Expenses incurred by the siates on this account are
reimbursed by the union,

A258: The presideat can enirust officers of the stafes (with [agreement] or without
[legislation under union list] the consent of state} certain functians of the Union, bu
the extra costs have 10 be met by the Union,

A2584: Governor of the state may, with [agreement] the consent of the ceniral
Government, entrust to that government any of the executive functions of the statc (no
legislative delegation possible for statc).

A260: Gowi. of India can (by agreement) make law to territories outside India.

A261: Full faith and credit shall be given throughout the territory of India to public
acts, records and judicial proceedings of the union and of every state.

11.5 FINANCIAL RELATIONS

A268 - A293 Part XIl of the Constitution. The states are greatly dependeni on the
center in this sphere as well. Though the constitution provides independent sources of
revenue 1o states {levy 1axes on item numbers 43-63 of the state list), these are not
adequate. Therefore, the states have to depend on the cemter for subsidies and
contributions.

1. Distribution of Taxes: The 80® Amendment of 2000 was enacted 1o give effect 1o
the recommendations of the 10™ Finance Commission. The commission
recommended that out of central taxes and duties 29% should go to the states.

Alternalive Scheme of Devolution came into effect retrospectively from Apr I,
[996. The 88® Amendment added new article 268-A dealing with service tax.
Also inserted new subject to union list Service Tax (92-C). Levied by center but
collected and appropriated by both union and state.

(a) Taxes Levied by Center but Collected and Approprigied by State (4 268): The
proceeds of these duties levied within any statc do not form part of the
consodidated fund of India but are assigned to that staxie (stamp duties bills of
exchange, cheques, promissory notes, policies of insurance, transfer of shares,
excisc duties containing alcohol and narcotics).

(b} Service Tax ZLevied by the Cewwral Government but Collected and
Appropriated by Center and Stares (4 268-4): The principles of appropriation
are formulated by Parliament

{(¢) Taxes Levied and Collected by the Cemer but Assigned o the States (A 269):
Taxes on sale of purchase of goods in couwsse of inter-state trade and



commerce. Taxes on the consignment ol goods in the couwrse of inter-state
trade or commerce. Principles laid down by Parliament,

(d) Tuxes Levied and Collected by the Center but Distributed between the Center
and the State (4 270): All 1axes in the union list except: Duties and (axes
referred in A268, A268-A, A269, A27)1 and any cess levied for special
purpose, Distribution is prescribed by President of india on the advice of
finance commission.

(e) Swurcharge on Ceriuin Taxes and Duties for the Purpose of Cemter (4 271);
Parliament can levy surchiarges and duties as mentions in A269 and
A270.Gues Jully to union,

() Taxes Levied and Collected und Reiained by the States Enumcrated in state
list - 20 in numbers. Tolls, capitation, fees, sales tax Jland revenue, excise
duties, tax on agn income, elc.

Distribution of Non-tax Revenue!

Cenier: Posts. elegraph, banking, broadcasting, railways, coinage curmrency, psu's.
escheat and lapse.

State: lrigation, forests, fisheries. psu’s {slate). escheat and lapse.
(a) Grants-in-Aid te the States: Statutory Grants: (A 275)
¢ A275 Parliament - financial assistance (o siate,

2 Charged [roin consolidated fund of Lndia.

-

+  Both general and special purpose.
+  On the recommendations of finance commission.

(b) Discretionary Grants (4 282): On \he advice of planning commission (to help
states fulfill plan targets, influence state and effectuate the national plan),

+ Noi necessary o give.

+  Both center and stale can make grants for special purpose.
% Largest part ol the grani (C- S) hence P.C gained signiticance.

Besides the exclusive power ol taxation of union and siates government there are
other three categories of tax;

{a) Taxes Jevied by the union governmen! but collected and appropriated by the
state. Stamp duty on bills of exchange, excise duties on medicinal and toilet
preparation fall in 1his category.

{v) Secondly. cenain duties are levied and coliccted by union but the net proceeds
of such taxes are distributed among the states. Each siate gels that amount of
the tax as is collected within its termitory. Succession duly, estate duty on
property other than agricultural land, 1axes on railway fares and
advertisements, etc, fall in this category.

{c) Thirdly, certain taxes are levied and collected by the union but proceeds and
distributed between the central and states. Taxes on non-agriculture income
(Article 270) and excise duties on it, in the union list accept medicinal and
toilet preparation. fall in this category. In this scheme of resources
distribution. the cenural government in India, indeed in every federation more
money than il needs.

This is because the central government is the government at a distance where the
siate government are the government at hand to the people. The most productive
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sources of revenue in every federation are with the central, while the more
expensive head of expenditures are with the staie for the state government are
directly responsible for the maintenance of law and order and are changed with
the respansible of carrying on welfare activity such as education, healthcare, etc.
Siate should be given mare financial autonumy than it is given now to make their
political autonomy real.

Objectives
1. Appropriate the proceeds of a tax.

2. Equally [inancial resources should be divided berween the union and states
government of federation units.

Experi efforts by providing assistance of the state government.
Trends in combined (central and state) tax revenue.

Creating appropriale infrastructure for the development and growth.
Projects of national and regional imporiance.

Equity allocation of funds.

Additional duties of excise in licu of sales tax.

Grants in liew of railway passengers fares tax.

. Setting up electronic and other relation infrastructure in exporl conclave.

= = 0 0 N Ol oW
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. Taxation of agriculture’s income.

. Sharing of revenue from certain central taxes.

Lo

. There shall be a state level export promotion committee (SLEPC) is to approve a
specific project and service the implementation.

i4. tdentify the project in advance.
15. In exception cases, no few projects have a pestation period of more than 2 years.

Description

The Indian Constitution pravides for the appointment of a Finance Commission every
five years to determine the criteria and amount of finaace to be divided between the
cenire and the states, Transfer of resources takes places in the following three ways:
share in taxes and duties, grants and loans. However transfers through the Finance
Cornmission contribute only aboul one-third of the total transfers from the centre to
the siates. The rest are channeled shrough the Planning Commission and discretionary
granis from the cenire to the states. This has led (o arbitrary distribution with
backward states suffering a disadvantage and has led 10 an erosion of state autonomy.
The revenue raising capacity of the states is also restricled because of the nature of the
taxes assigned to them. The scope of the Finance Commission should therefore be
enlarged to reduce the interference of the centre in the financial management of the
states. In the context of raising revenues the recommendation of the Tenth Finance
Commisston ta increase the role of indusiry, needs 10 be seriously considered. India
has a tederal structure ie., there are division of power between central and state.
These divisions of power can be classified into following types:

1. Legisiation Power: {Enumerated in arlicle 245 to 255 in part xi of the
constitution) The constitution of India very clearly distributed the legislarure
power between Lhe central and state. Both the sets of government on frame laws
independendy im their respective spheres.



There are three list of power given in the constilution;

{1}y Union list There are 99 subjects. The kaw on all these subjects can be framed
by the federal povernment i.e., the Parliament of India.

(it) Stare list. There are 62 subjects. These subjects can be legislated upon by the
state, subjects mentioned in the lisis are like a law and other police, jail,
public health. education, agriculture, Jocal-self’ gavernment, hospital, justice,
organisation of judiciary, except Supreme Court and High Court, and
unemployment, eic.

tifi) Concurrent fist: There are 55 subjects in the concurrent list. The subjects
mentioned in the concurrcnt like are marriage. divorce, cniminal law,
newspaper, books and printing press, elc.

2. Administrative Relation: This constitution provides for concurrem administrative
jurisdiction 1o the union and states over the subject of the concurrent list. When
we analyze these provisions we find that in the sphere of administrational relation
also the union enjoy a superior porion vis-a-vis state - Appointed governors,
protection of central property in [ndia, power to appoint inguiry commission
against chief minister, etc.

3. Financial Power: Tinancial Relation power between the centre and states in India.
Article 268 says about duties to be levied by the Union but collected and
appropriated hy the states. 11 includes duties on medicinal and Loilet preparations,
excise on tobacco, corporation tax, customs and import duties, estate duty,
terminal taxcs on goods and passengers®. ax on goods for inter-state trade, etc,
Article 269 says about 1aves to be lcvied and collected by the Union but assigned
to the states. )t includes duties in respect of succession to property other than
agricultural land, estate duly in respect of properny other than agricultural land.
terminal taxes on goods and passengers carried by rail. sea or air taxes on railway
fares and freights, taxes on the sale and purchase of newspapers and
adverlisements given therein, etc. Aricle 270 says aboul taxes to be tevied and
collected by the Union and distributed between the Union and the states. 1t
includes (ax on income other than agriculural. Article 272 says about the taxes (o
be levied and collected by the Union and which may be distributed between the
Union and the states. It includes many items given in the Union list as railways
and post telegraph telephones, wireless, fareign exchange, foreign loans, customs
and export duties elc. Articte 275 says aboul the grant-in-aid given by the Union
to the states for implementing is planning programmers as well as for the
development aof the Scheduled Castes, Scheduled Tribes and other weaker sections
of the communizy, It is provided that the President shall détéminc special grants
to some states fike Assam, Bibar, Orissa and West Bengal in lieu of export dutly
on jute and jute products, etc. India became an independent country from British
Colombia rules in August 15, 1947, There are several federation provides us
legislature, administration and ficancial powers to constitution.

11.6 NEW INSTITUTIONAL MECHANISMS SET UP

 Central and state federation has many divisions of powers like legislation,
administrative and financial powers. These powers are constitution specific article and
laws,

These are cerlain impacts on economy like

Legislation power: Only Jegesiation parliament is empowered (o make laws on the
subject given in the union list, state list and concurrent Jist. In this case disagreement
the legislature passed by any government parliameni shall prevail over the law passed
by the legislation government list. The Constitution of [ndia, under Article 263,
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cnvisaged the creation of institutional mechanisms for investigating, discussing and
advising on specific issues of concern to the centre and the states. One of the most
important of these institutions, the National Development Council (NDC). was set up
in 1952 with the Prime Minister as chair and the chief ministers of all the states as
members. The NDC was supposed to strengthen and mobilise efforts in suppont of the
five-year plans. lts role was subsequently expanded in 1967, when following the
recommendations of the Administrative Reforms Commission, it became a
consultative body invelved in the preparation of the pians and conducting their mid-
term reviews. in 1990, there emerged another important institutional mechanism — the
Inter-State Council {ISC), with the prime minister as chair, chief ministers of all the
states, six ministers of cabinet rank appointed by the PM as members, and another
four ministers of cabinet rank as permanent invitees. While the NDC involved the
states in determining plamming priorities, the ISC was expected to facilitate a more
comprehensive dialogue. [n recent limes, the [SC has prepared an action plan on good
governance and scrutinized the impleruentation of the Sarkaria commission’s
recommendations on centre-state relations. Over the years, several other institutions
have been set up to enhance co-operation between the centre and the siates, While
most of these are advisory bodies, in the changing political scene they have been able
10 play a positive cole. Zonal councils were eslablished under 1he States
Reorganization Act of 1956, With the Hame Minister as chair and the chief ministers
of states in the region as members, these councils meet to resolve differences between
the states and with 1the centre and to promote balanced socio-economnic development in
the region. There are now five such councils and they offer concerned states an
opportunity to deliberate on issues of shared interest; last year, the focus was on rural
development, infrastracture. tourism, mining and internal security. Besides the Zona)
Councils, there are a number of inter-state consultative bodies that review policies on
specific issues: ¢.g., the Nattonal Water Resource Council, the Advisory Council on
Food Grains Management and Public Distribution and the Mineral Advisory Board. In
addition, institutions have been set up under Artieie 263 to provide data for policies on
specific issues. There are at present separate central councils of health, ocal self
government, family welfare, transport development, sales tax and sales excise duties,
and research in traditiona) medicine. Also, from time to time, the government sets up a
finance commission to re-commend the distribution of resources from the centre to the
states. There exisis. as well, a provision for the creation of wibunals to setile disputes
between states on the sharing of river water.

Conclusion

The Indian Constitution recognises that due to changing needs and circumslances it
might become necessury to change the criteria and amount of vision between the two
levels of government {centre and state) from time to time. Hence it did not lay down
any hard and fast rules in this regard. Cach governiment i.e., central and state enjoying
powers assigned to them. Equally financial relation between union and state
government. There should be a co-ardination of efforis by the both povernment central
and state. The financial relation between both the given in constitution. There should
be a complete separation between ceniral and slate government powers. And the funds
should be transferred from state fur a proper functioning of them. Centra! and state
govemment has equally empowered rules regulation and laws.

11.7 MAIN HEADS OF REVENUE AND EXPENDITURE
OF CENTRAL AND STATE GOVERNMENT
In order to carry on their functions, govemments must obtain the services of labour

and other factor units and (except in a completely socialist economy) acquire goods
produced by private business firms.




Public ¢xpenditure consists of expenditure by the central govermment and state
governments, local authority (such as municipalities and pubiic corporations). with
central government accounting {or the major portion of such expenditure. Thus, the
central povernment is required 10 maintain good roads, bridges, defence activities.
canals and harbuurs, to protect wade, to maintain the coinage and to provide social
secunily, education and religious instruction.

Categories of Government Expenditures
Government expenditures can be classified info several categories:

Firsl. some outlays are for direct government purchases of goods and servives.
Purchases of poods and services include government expenditures on the services of
individuals, such as those in the armed forces, and on goods, such as food, medivine
schools, hospitals, highways and motor cars. Many of the purchases the government
makes are {or goods and services that are provided for all members of the society -
including those who have not paid for then use.

When a good or service is provided for evervone and no one can be excluded from its
use, it is rmed a public good. Flood control and national defense sysiems are
examples of public goods. When government provides a good or service that could be
sold in a private market, such as education or fire protection, it is providing a quasi-
public good. The prowvision uf public and quasi-public goods is a widely recognised
function of the governmend.

A second category of governmeni expendilure is transfer payments, which are
payments from the government for which nothing is received in return. Social securnity
benefits. compensation to unemployed people, benefits to senior citizens and pensions
1 retired govemment employees and freedom {ighters are all examples of transfer
pavinenl programs.

Interest paid on borrowed [unds is another type of government expenditure. Al times,
government units {inance some of their activities through borrowing. and the interest
on those borrowed funds is an expense that the government unit must meet.

The governmenl may also incur expenses for running or contribuling to the operation
of various public enterprises such as toll roads, airports and hospitals, or for providing
intergovernimental grants. These grants are given primarily by the central government
to state and locual governments.

The matn heads of cenwral government’s revenue expenditure are as follows:

I. Defence Services: Ihey account for nearly 20% of the 10tal revenue expenditure
of the Central Govemmment in India.

]

General Services: The expenditure on civil administrative services as also on 1ax
collection, police, pensions. elc. come under this heading.

3. Social ond Development Services: Expenditure on social and development
services are now the inosl important head of Central Govermunent's revenue
cxpenditure and fall into the following two broad groups of services:

(a) Social and community services which seek to improve and build-up the
human capital and social infrastructure of the country; and

(b) Economic services which are directed towards the development and
sirengthening of the cconomic infrastructure and ather economic activities in
the country.
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Interest Payments: India has been raising more and more foans — both internal
and foreign for the execution of its development plans. So it has to pay interest on
borrowed funds.

The Principles of Public Expenditure: Public expenditure refers to the
expenditure incurred by the Central Government. There are different rypes of such
expenditure. The wsual distinction is between consumption expenditure and
invesiment expenditure. Another distinction is between revenue expenditure and
capital expenditure.

Public expendirure is likely o have beneficial effect on society, i.e., reduction of
income  inequality, control of business cycles, and achievement of foil
employment and so on.

[1is guided by the following five principles:

Economic Development: A developing country like India must undertake various
projects such as road and bridge construction, trrigation dams, power plants and so
on. These constifute infrastructure of the econemy or social overhead capital and
are of vital imponance for accelerating the pace of economic development.
Investment in such projects is so high and return from them is so low that private
investors do not undertake such projects voluntarily.

The government usually takes a long view of the economy’s requirements. So it is
imperative that the govemment undertakes such projects. In India and other
developing countries, such development projects are undertaken through the
planning system.

Fiscal Policy: Public expenditure creates jobs and incomes during depression and
unemployment, This is why Keynes advocated the policy of increasing public
expenditure for creating effective demand and thus helping the economy to
achieve foil etnployment.

Contrarily, a cut-back in government ¢xpendifure is necessary when the economy
faces the problem of inflation. Such varation in public expenditure is necessary to
control business cycles or to stabilise the ecomomy. So, variation of public
expenditure is a part of the anti-cyclical fiscal policy.

Muoximum Social Advantage: One of the objectives of a modern government is to
achieve the social goal of income equality. For this, it is necessary to reduce
poverty und inequality. This is why the government transfers incomes or
purchasing power from one section of sociely to another through various tax-
subsidy measures. The goveroment collects revenue, mainly, by imposing taxes
and selling bonds. The money raised in the process is utilised to pay wages and
compensation of government employees and the suppliers of various materials to
government departments and public sector undertakings.

Moreover, in a modern mixed economy, payments are made to certain sections of
society without requiring them to provide anything to the government in
exchange. Such payments are called transfer paymemts, Examples are
unemployment compeosation, widow pensions, subsidies (concessions) to the
freedom fighters, payments to needy families, the handicapped and so on.

Moreover, outright subsidies are also paid to the small farmers, artisans and other
weaker sections of society at the cost of the tax-payers. Such measures are to
taken o improve the existing pattern of income disiribution or for reducing
income inequality.

Since the marginal (extra) utility of every rupee to a poor man is much greater
than thal to a rich man, appropriate use may be wmade of fiscal {i.e., the



government’s combined revenue-expendifure) policy 10 secure maximum social 179
advantape, However, care has to be taken to ensure that taxes are not teo high to cQﬁﬂZféﬁﬂf&iﬁiﬁf
have unfavourable effects on incentives to produce, eam and save.

Richard Musgrave has suggested that the government should use public
expenditure-cum-tax policy to maximise society's welfare, i.c. (o secure the
maximum possible net advantage. This implies that the govermment should make
the difference between the benefit of public expenditure and social cost involved
in raising the money (ta finance the expenditure) as large as possible,

However, in practice, it is very difficuli to measure or quantify soctal welfare.

4. Economy: It may also be noted, in this context, that it 15 not jusi the amowt of
public expenditure that is incurred which is of importance to the economy. What
is cqually — if not more — important is the purpase of such expendilure.

The use or purpese of such expenditure determines the adequacy and effectiveness
of such expenditurc, Excessive expenditure muy cause inflation. Moreover, if the
governnent has (o impose taxes at high rates, there will be loss of incentives
{mainly due to the present system of progressive taxation}. So il is necessary to
avoid unnecessary expenditure to the maximum passible excent.

[t is very imporant to drastically curtail or totally avoid wasteful expenditure that
causes unecenomic use of resources.

There are two ways of securing such “economy” in govermment expenditure:

(a) The annuval budpet of the central governmem must lay down the amount (o be
spent for particular purposes and the govenument servams or departments
should not be permitted to spend in excess of the budgetary allocations.

(b) As soon as the budget granis are spent. the accounts are 1o be scrutinised by
the Public Accounts Committee of the Parliament.

3. Avoidance of Harmful Effects: Finally, it is of considerable impornance to ensure
that govermment expenditure does not have any injurious eflect on production and
distribution. It is equally vital to ensure that the govermnent expenditure is solely
in the public intevest and does not serve any private intercst or that af any group ol
persons.

11.8 INCOME TAXES

(2) Personal Income Tax: Encompasses general levies on income of individuals and
unincorporated businesses as well as special levics on income, such as a surtax
that governments charge from time to time. The proceeds from the income tax on
capital gains of individuals and unincorporated businesscs arc included here.
Some provinces, for example Ontario, levy health premiums hased on the incomes
af individuals and the revenues raised are not specifically designated to finance
their hospitalisation, medical care and drup inserance programs. In these instances
the revenues are classified as income taxes. Also. refundable personat income fax
credits are in this category. Revenue and expenditures are both grossed up by the
full amount of the refundable tay credit. A refundable tax credit could be
considered as an expenditure program delivered via the tax system, Canseguently
such a credit reduces the tax Habilities and the portion of the credits remaining,
after the 1ax liabilities are reduced 1o zero. is refunded to the wx payer. The
Ontarjo sales tax credit represents a good example. Until 1992/1993, the credit
was Jelivered through the budgetary expenditure appropriation called “Sales 1ax
grants to pensjoners”™. After 1992/1993 the Ontario government decided (o switch




l‘)“‘; o to the income tax mechanism by incorporating the Ontarjc sales tax credit to
e Fianee deliver the assistance to pensioners.

{b) Corporation Income Tax: Includes most federal, provincial and territorial taxes
on taxable profits of corporations. It also includes special Laxes which are
occasionaily levied on profits of corporations. Corporate Income Tax (CIT)
revenues are shown on a gross basis by including the full amount of
the CIT refundable tax credits as revenue. An equivaleni amount of the refundable
tax credit is also shown as an expenditure.

{c} Mining and Logging Taxes: Accounts for specilic taxes which are sometimes
levied on profits of nawural resource based industries, Also included are refundable
tax credits that are grossed up as revenue and expenditures. These taxes were
previously classified to natural resource revenue.

(d) Taxes on Payments to Non-residents: Includes the federal tax withheld al source
on payments to non-residents (both individuals and corporations) of dividends,
interest, rents, royaltes, alimony, managerial fees and amounts arising from trusts
and estates as well as withholdings on foreign insurance companies,

(e} Other Income Taxes: Includes income taxes which cannot be allocated to any of
the other categoaries,

11.9 CONSUMPTION TAXES

(a) General Sales Tax: The proceeds of the federal Goads and Services Tax (GST)
and of provincial retail sales taxes are recorded in this category. ln April 1996, the
federal governmient reached an agreement with three provinces to harmanize their
provincial retail sales taxes with the federal G8T (Newfpundland and l.abrador,
New Brunswick and Nova Scotia). The federal reminances to these provinces for
this Harmonized Sales Taxes (HST} are classified under the general sales tax.
However, the onetime compensation of the federal to the provinces for
harmonization is included under general purpose transfces. Where amusement
taxes and other specific consumpiion taxes are reported in the source documents
with revenue from the general sales taxes, the praoceeds fram these specific taxes,
e.z., the Ontario amusement 1ax, are excluded from this category and reporied
under their appropriate group. Hotel and motel taxes, telecommunications and
advertising taxes and the Quebec sales tax on insurance premiurms are not part of
the general sales tax.

{b) Alcoholic Beverages Taxes: Two sub-groups have been devised:

(i) Liquor gallonage taxes: Encompasses a levy on volume of alcoholic
beverages produced.

(i1} Other liguor taxes: Includes all forms of special levies, excise tax, excise
duty or other, imposed on the production and sale of alcoholic beverages.
When a general sales 1ax applies to alccholic beverages, the refated proceeds
are classified under the “General sales lax™ group. Similarly, customs duties
on imported alcoholic beverages are classified under the “Custom duties”
heading.

{c) Tobacco Tax: Encompasses special levies such as excise tax, excise duty and
provingial specific taxes on the production and sale of tabacee products. General
sales taxes and customs duties applicable to tobacco products are included under
their respective headings.

(d) Apmusement Tax: Includes tax receipts from admissions to theaiers, cinemas,
recreational, cultural or other entertainment activities. Taxes levied by provincial



and tetritorial govermnents on pari-mutuel betting at hotse race tracks and on
casinos' gamming activities are also included here.

(e) Gasoline and Motive Fuef Taxes: Includes the proceeds of specific taxes on
gasoline, on aviation and diesel fuel and on propane or other substances when
used as motive fuel.

{f) Customs Dufies: Applies only to the federal lcvel and take into account the
praceeds from levics on commodities imported into Canada such as manufactured
goods and food, beverages and tobacco.

(2) Remitted Liguor Profits: Accounts for total remitted profits of government owned
liquor boards. Because government owned liyuor boards aperaie as fiscal
monopolies their profits are treated as taxes on products (indirect taxes). They
were previously classified as investment income.

{h} Remitred Gaming Profits; Accounts for totyl remitted pralits of government
owned lotiery and other gaming corporations because government owned lottery
and other gaming corporations operale as liscal manopolies, their profits are
constdered as taxes on products (indiract taxes). Those amounls were previously
classified as investment income.

(it Other Consumption Taxes: Three sub-groups have been devised:

(i) Alr transportaiion tax: Accounts for the tax levied by the federal government
on the price of air transportation purchased either in Canada or outside the
country for the use of air transponation facilities in Canada. This tax was
discoptimied on November |, 1998,

(1) Taxes on meals and hotels: Includes the procecds from special taxes on meals
and hotel accommaodations.

(iiiy Miscelloncous consumption taxes: Accounts ai the federal level for the yield
of special excise levies on jewellery and watches, 1oilet preparations and an
assortment of sundry items and for revenue paid to the federal government
from provincial lottery corporations. Al (he provincial level, it includes the
proceeds [rom special 1axes ovn telecommunications and advertising taxes,
computer software, electricity, pas, coal, 4nd fuel oil and on other goods and
services as well as the Quebec Lax on insurance premiums.

11.10 PROPERTY AND RELATED TAXES

{a) General Property Taxes 3

(i) Real propern Taxes: In Canada, laxation of real property (land and
improvements) is shared by provincial and local govermments. The amount
shown as revenue from real property laxation by provincial governmenis is
exclusive of ainounts collecied for and passed on. Loca) governments’ real
property taxes include the amount collected for and remitted to local
governments as well as the amount they collected themselves. Property owned
and occupied by most general governments is exempt from property tax. To
compensate a government for the loss of revenue due to the exemption, grants
in lieu of taxes are paid by the federal and provincial govemments to
provincial and tocal govemuments levying property taxes. See paragraph 1.8
{(2) Miscellaneous gencral property taxes) ahead.

(i) Lot Levies: Includes imposis or additional lump sum development charges
levied on properties benefiting from loca) improvements or additionat capital
facilities. The imposition of these imposts or levies involves an agreement
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18 hetweert the developer and the municipality, whereby, the developer is
Public Funance required to pay a levy to the municipality to finance specific services.

(i} Special Assessments: Arc levies made by a muanicipality on a specific group of
propeniies to pay for a service, such as the provision of a sidewalk, supplied to
those properties only.

(iv) Grants in Lieu of Taxes: lnctudes provincial, tertorial and local government
revenue from higher levels of government as gramis in lieu of property taxes,
which are isolaled for each level of government concemned. Prior to the 1997
historical revision, this item was classified under general purpose transfers
from other fevels of govemninent.

(v) Miscellaneous General Properry Taxes. Includes any other general property
1axes.

{b) Capital Taxes: Includes the taxes levied by federal, provincial and territorial
governments on the paid-up capital of corporations.

(c) Qeher Property-related Taxes

(i) Land transfer tax: includes the proceeds of levies on the value of property
transferred.

(i) Business taxes: Includes taxes levied on businesses in lieu of. or in addition
to, property taxas., Taxes on income ot profits of such businesses are classified
under income taxes.

(iit) Wealth tramsfer taxces: Includes succession duties and gift taxes. The federal
succession duties and gift taxes were climinated in 1971 and by mid-1985 all
provinces had withdrawn from these fields of 1axation, However, governments
are stil} collecting duty rclated to unsettied cases prior to the taxes being
abandoned.

() Miscellaneaus property-related 1uxes: Any other property related taxes.

11.11 OTHER TAXES

This eategory now includes different kinds of licences and permits. During the 1957
historical revision of the CSNA, the FMS adopted the following recommendations of
the 1993 System of National Accounts (SNA):

1. Payments by a houschold for specific licenses such as ficenses to own or use a
"< vehicle, boat or aircraft, and licenses to hunt, shoot or fish are to be treatéd s
taxes. Payments for all type of other licenses are 10 be treated as sales of goo
and services. :

2. Licenses purchased by businesses are 10 be considered 1axes. This “Other taxes”
category is divided into four sub-categories:

(a) Payroll Taxes: This revenue sub-calegory encompasses tax revenues that are
collected from empioyers as a percentage of their payroll. Pavroll taxes
collected from employees as a percentage of their salaries and wages are
classified as personal income taxes. However, those that are designated for
social insurance plans are classified as contributions to social insurance plans.
In some provinces, the proceeds from these taxes are used to help finance a
number of functions while iu others they are specifically assigned to heaith
and/or education or to workers training. As of 1998, fowr provinces were
levying a payroll tax, Newfoundland and f.abrador, Quebec, Ontaric and
Manitoba. Employer contributions to Canada Pension Plan (CPP), Quebee
Pension Plan {QPP), Employment Insurance (EI), etc., which to an exient are



alxo hased on salaries and wages paid by the employer are found under the
category “Contributicns 1o social insurance plans”.

(bY Motor Vehicle Licences: Accounis (or the proceeds of registration fees,
drivers’ licences, permits and other fees relating to the ownership and
operation of maotor vehicles. These amounts were previously classified to
“Privileges. licences, and permits™ a category that was eliminated during the
(997 historical revision of the CSNA.

(¢} Nuweral Resource Taxes and Licences: Accounts for the proceeds of taxes
levied on private praperties andror production of natural resources. Freehold
mineral right tax is classified under this category. This category also includes
hicence tees paid 10 be able to conduct activities related to natural resources
but excludes activities related to exploration of natural resources.

{d) Miscellemeous Taves

¢ Agricultural insurance premiums: Includes agricultural insurance
premiums levied hy most provinces. The proceeds are used specifically to
finance crop insurance and farm income stabilisation insurance schemcs.

¢ Insurance premium taxes: Encompasses the proceeds of special taxes
levied on pross insurance preinium income earned by insurance
companies. on lile, sickness, accident, fire and other insurance. At the
federat fevel, it includes taxes on cemain premiums for insurance
contracted outside Canada.

4 Hunting and fishing licences, liquor licences and other licences and
permits: Includes licences paid by persons to huni, shoot or fish; liquor
licences to retailers of alcohohic beverages; all business licences other
than motor vehicle licences and liquor licences mentoned above. At the
tocal governmem level, it includes all licences because data limutations
prevent any allocation io other revenue categories.

¢ Business fines and penalties: Accounts for fines and penalties imposed by
tax authorities on overdue taxes by businesses.

¢ Business donations: Tncludes contributions and gifls fram businesses.

¢ Other miscellancous taxes: This category brings together the field of taxes
nol elsewhere specified such as premiums paid by financial corporations
to federal and provincial deposit insurance corporations,

Health and drug insurance preminms: Includes premiums levied by some
provinces and used specilically to finance sheir hospitalisation, medical care and
drug msurance programs. This category and the category “Contributions to social
insurance plans™ are described in the next paragrapn {1 [.9) are two pew categories
resulting from the division of the old category "Health and social insurance
levies”. To harmonize with the System of National Accounts (SNA), health
insurance premiums and contributions to social tnsurance plans are no longer
shown as taxes in the FMS. [n the SNA, they are presenied in separale series.
Some provinces, for example Ontarto, levy health premiums based on the ingcomes
of individuals and the revenues raised are not specifically designated (o finance
their hospitalisation, medical care and drug insurance programs. [n these instances
the revenues are classified as income taxes.

Contributions to social insurance pians: These contributions are broken down
into five types of plans. Contributions to secial insurance plans are stilt reported
on a gross basjs. However, unlike prior to the 1997 histarical revision.
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govemment's own contributions are not offsei against the corresponding revenue
of the plans.

(a) Employment Insurance (EI) Contributions: Covers employer and employee
contributions toward income maintenance payments under the federal El
program,

(by Contributions to Workers® Compensation Boards (WCRBs): Comprises
government and non-governinent employer contribwions to provingially-
operated workers' compensation schemes. |t is worth noting that most general
povernments act as their own insurers against risks of employee injury in the
course of duty and do not ¢contribute to their workers' compensation regular
program. However, cerain classes of their employees are covered under
separate agreement with the boards.

{c) Contributions to Non-autonomous Pension Pians: Covers employer and
employee coniributions to non-autonomous pension plans. A non-autonomous
pension plan is a plan that is not backed by invested assets. All employer and
employee contribulions are deposited in the consolidated fund of the
govemment and when pension payments are made, they come out of the
consolidated fund., Although the governments do not maintain separate
portfolio investments. they do show separate financial statements for the
plans, The federal public scrvice superannuation account is considered a non-
autonomous pension plan.

(d) Contributions to Canada and Quebec Pension Plans: This category covers
contributions to the CPP by employers and employees outside the province of
Quebec and the corresponding contributions te the QPP by employers and
employees in Quebec.

(e) Other Social Insurance Plan Contributions: Comprises contnbutions to
social insurance plans not included elsewhere, such as employee contributions
to pension plans that are embedded in the budgetary transactions of
governments,

Sales of Goods ond Services

As providers ol public goods and services, mstitutions within the government
component of the public secior engage in transactions of commercial nature with
organisations or individuals in the private sector and with other institutions within the
government comnponent. The revenues generated from such transactions are called
“Sales of goods and services.” are dclined as receipts of fees and charges paid in
proportion to the cost or distribution of the govemment goods and services provided to
the payer. These revenue sales are hroken down into three components, namely:

{a) Sales of goods and services to other government sub-sectors: Includes all sales of
goods and services by a government sub-sector {0 another government sub-sector.
For example, the sale of educational services by the provinces and school boards
1o the federal government or revenue received by provinces from municipalities
for provingial police services.

(b) Sales af goods and services to own business enterprises: Includes all sales of
goods and services by a government sub-sector to own business enterprises. For
example, fees charges o a provincial hydro-electric corporation by its provincial
government for guaranteeing its debt.

(c) Other sules of goods and services: Includes all sales of goods and services to
persons, businesses, etc. For example, mition fees charged to students or sale of
government statutes to businesses and individuals.



Following is an extensive [ist of government goods and services sald:

Sales of poods include:

s Water, rents on buildings, equipment, etc.. land, used buildings, used machinery
and equipment. materials and supplies, livestock and animal products. furniture,
publications, documents, forms and other printed tnaterial.

Sales of services include:

e courl, and probate fees

» tolls for the use of transportation scrvices and facilities

s concessions ad franchises

e fees tur the use of dockage or wharfage facilities

¢ admission fees [o government museums, cultural and recreational facitities

o admunistrative and techrical fees (search, certification and regisuration, assaying,
testing and otlier laboratory fees)

e fees for other services rendered by povernment officials
® luitions, correspondence course and examination fees

e« amounts charged to patients for services {e.g., private or semi-private
accommodations in hospitals and residential care facilities, charges 0 non-
residents of a province, special duty aursing, etc.)

e royalties on books, recordings, films. etc.
» debl guarantee fees charged to govemnment business enterprises, etc.

e sales of natural resources goods and services such as camping fees. crude ol
markeiing fees, research and mineral analysis fees, ctc.

o all personal licenses other than licenses to own or use vehicles, boats or airerafi
and licenses to hunt, shoot or fish

The sale and privatisation of government business cnierprises and povermment
revenue derived from them are not included in this category.

Investment income: This catepory is divided into four sub-categories: narural resource
royalijes, remicted trading profits, interest income and other investment income.

(a} Natural Resowrce Royalties: Inclugés=a royalties on natural resources. Royalties
cover leases of land {"Rentals” including rentals and fees, and bonus bids) and
rovalties paid on extraction. [t also includes revenue from the auction of licenses
for the electro-magnetic spectrum. Royalties on books, recordings, films, etc.
Revenue from the auction of the licenses of the eleclro-magnetic spectram prior to
2008-2009 are amortized over the period of (he license. Commencing in 2008-
20109 the auction of licenses of the clecwo-magnetic spectrum is considered a sate
of assets and the revenue from the auction is included in the year {period) it is
received. Prior to the 1997 historical revision the natural rescurce royalties were
included in the *“Natural resource revenue™ category,

(b) Reminted Trading Profies: Retuns from own enterprises comprise (wo categories:
remiticd profits and dividends. Prior to the 1997 historical revision. rcmitances of
profits of provincial liquor boards and lottery and gaming corporations were
classified under this category. They are now included in the consumption taxes
category. When a governmemt business enterprise is privatized or when sale of
selected facilities ol a government business enterprise akes place, the revenue
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crealed may be classified in a variety of ways, depending on the nature of the
transaction and the entities involved in the transaction.

I a government sells a government business enterprise by disposing ol its
participation in the capital stock or in other equity of the enterprise, three cases are
possible:

(i} When the jnvestment is recorded in the government's books, the gain or loss
on sale of the securities constitutes a new flow of funds for the government.
However, the FMS wreats the value of the gain or loss as a balance sheet
adjusiment and excludes it from the govemment revenue.

(113 On the other hand, if the investmment is recorded on the books of a government
business enterprise, the gain or loss on the sale of the investments is classified
by the FMS as a revenue (investment income) of the enterprise and the
remittances of such gain to the government are considered as government
revenie and classified as “Remitted rading profits” under the “Investment
income™ category.

(iii) In the case where a producticn plant or a productive division (a physical asset)
of a govermment owned business enterprise is sold, the gain or loss on the sale
of the fixed assets represents a new flow of funds for the govemment business
enterprise but the FMS treats this gain or loss as a balance sheet adjustment
and excludes it from the enterprise revenue. However, the remittances of such
gain to the government (dividends paid the parent government) are considered
by the FMS, as pgovernment revenue and classified as “Remitled trading
prelits™ under the “Investment income™ category.

(cy Fnierest Income: Includes interest received on loans and investments as well as
interest on overdue taxes. Interest received by non-autonomous pension plans on
the amount of debt the goverrunent is obligated to pay them, are also included
here. Based on the FMS practice of showing revenue and expenditures on the
gross basis of accounting, interest recovered from crown agenrcies and other public
organisations are included in this category with an equivalent amount shown as
interest on public debt on the expenditures side.

{d} Other Investment Income: Consists of other return on investmen( not ciassified
elsewhere, Prior to the 1997 Gistorical revision, other investment income included
gains or losses on foreign exchange transactions and gains or losses on sale of
securitics. Those gains or losses are no longer included in any revenue category,
They are now part af the financing accounts.

11.12 OTHER REVENUE FROM OWN SOURCES

(a) Orher Fines and Penaities; Comprises personal paid fines and penalties arising
from intractions of laws, by-laws and ordinances, whether civil or criminal.

(b) Capital Transfers from Own Sources: Includes cancellation of a liability by a
creditor or similar transactions that reduce net debt of the recipient.

(¢) Other Donations: Includes revenue from fund-rajsing campaigns and other
donations in cash or securities from individuals, businesses, etc.

(d) Miscellaneous revenue from own seurces: Provides for revenue not elsewhere
classified sueh as indemnities and recoveries under insurance policies, gifis,
contributions from private sources, escheat and forfeitures of election deposits. as
well as adjustments resulting from consolidation of two or more compaonents of
the public sector. The gains of the federal government on bullion are also reported
here. Prior to the 1997 historical revision, seignior age were also included in this



category. Seignior age s naw excluded from the revenue because it is (realed as a
tiabilicy of the government.

Transfers

General purpose transfers from ather government sub-secfors: General purpase
transfers are broken down by level of government from which the transfers originate.
Transfers from the federal govermment are compiled as follows:

(a)

{b

—

{c

(d)

(e}

{0

(g)

th)

{

General purpase capital transfers  from  federul governmeni:  Includes
cancellalion of a liability by the federal governmemt ur similar transactions that
incrcase the saving of the recipients. Transfers of land or buildings are noi
included liere, because no payments or receipts occur.

Statutory subsidies: Includes provincial government revenue reccived in
accordance with the Constilution Act and certain other legislation. The purpose of
the program is to provide a source of revenue ta the provinces, o compensate
provinces for revenues lost on jaining Confederation: and ta suppott provincial
and territorial governments and legisiatures,

Shares of federal tuxes on preferred share dividends and on income of certain
public utilities: Since 1990/1991 the federal government shares with 1he provinces
and territories the proceeds from the net taxes that it eollects with respect (o
preferred share dividends paid by corporations. The proceeds are inciuded here.
The federal-provincial agreement on sharing the proceeds from the income tax on
cenain public utilities was discontinued in [993-1996 but wansitional payments to
the provinces and territories wiill continue until 1999-2000.

Tax revenue guaranitees: Represents money given to the provinces under the
termis of the federal-pravincial tax revenue puarantee agreement Under this
agreement, the federal government provides a guarantee that the provinces would
not suffer a loss of revenue if they adopted treir personal income tax acts modeled
on the federal tax acts.

Equalization: \dentilies ransfers received from the federal government to reduce
inter-provircial disparities in per capita fiscal capacity and 1o bring less endowed
provinces upto a specified standard.

Canada Health and Social Transfer (CHST): Includes payments received under
the CHST program which was introduced in 1996-1997. It replaced transfers to
the provinces and territories under the Established Programs Financing (EPF) and
Canada Assistance Plan (CAP) arrangements. The amounts for the CHST reported
by~ the FMS, are pet of the tax abatement allowed in Quebec since 1963,

Canuda Social Transfer (CST): Includes payments under the CST program which
was introduced in 2004:2005, The CHST was replaced by the CST and the
Canada Health Transfer (CHT) beginning April |, 2004,

Reciprocal taxation: The reciprocal taxation agreements werey nullitied by the
goods and services tax (GST) legislation, effecuve January |, 1991, Provineial
govemments arc not subject to the GST on their purchases, and the federal
government is exermpt from provincial retail sales taxes. However, eight provinges
an the federal government have agreed to pay each other's speciflic commodity
{axes, {c.p.. gasoline, tobacco and aleohol taxes) and signed an agreement o
waive their right to a refund.

Stabilisation: Represenis transfers received from the federa! government to
protect provincial governments from prectpitous declines in revenue.
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() Other general purpose transfers from federal government: Consists of items not

classified elsewhere. This includes:

(i) Transfers from the federal government to territorial governments under the
terms of the Territorial Fornula Financing (TFF), This transfer enables
territorial governments to provide a range of public services to their residents
that are similar to that offered by provincial governmenis elsewhere. The new
agreements that came into effect on April 1, 1999, cover Nunavut, Northwest
Territories and Yukon.

(i) The offshore offset payments from the federal government to the provinces
under various federal-provincial offshore development agreements.

(iii) The one tme federal compensation to provinges for their losses of revenue
resulting from the harmonization of their retajl sales tax with the federal GST.

(iv)Any other general purpose transfers from the federal government. At the
federal level, it includes amounts equivalenl to the proceeds of the 3.0
personal income tax points (granted to Quebec under the Youth Allowances
Program). Because the program was abolished, Quebec returns the proceeds
of the above wx points to the federal government.

Specific purpose transfers from other government sub-sectors: Spccilic purpose
transfers are broken down by level of government from which the wansters originate.
This group covers transfers that musl be applied to parlicular activities such as: federal
transfers to provinces for the improvement of certain hiphways; provincial transfers to
municipalities for sewage and refuse disposal; provincial transfers to education and
health institutions to help them finanee their operations.

—

Fill in the blanks:

1. The which levies a tax is not necessarily the authority
which retains the proceeds of a 1ax levied.

2. The can direct the slates to reserve (money, financial) bills
for his consideration.

3. The is the government at a distance where the state
povernment are the government at hand to the people.

4. The of the Finance Commission should therefore be
enlarged to reduce the interference of the Centre in the financial
management of the States.

11.13 LET US SUM UP

The distribution of powers in countries adopting the federal system of government
defines the financial relations between the central and state governments.

The constitution of India, being federal in structure, divides all power (legislative,
executive and financial} between the centre and the states.

" Partiament has the power to enact laws in state list for implementing international

treaties, agreements and conventions (to fulfill international obligations).

Govemnor can reserve cerfain types of bills passed by state legislature for the
consideration of President.



» The 80" amendment of 2000 was enacted 1o give effect to the recommendations of
the 10" Finance Commission

e The Indian constitution provides for the appeintment of a Finance Commission
every [ive years to determine the criteria and amount of finance (o be divided
between the centre and the siates.

s Cenual and stale federation has many divisions of powers like ilegislation,
administrative and financial powers.

11.14 LESSON END ACTIVITY

Critically examine which tax vields the Jargest revenue to the government of India.

11.15 KEYWORDS

Legisiative: To have the power to make law.

Administrative: Penaining 1o activities related 10 an orpanisations or business’
administration and managentent.

Financial relutions: Segmend of a public relations department that primarily focuses
on public relations concerning financial/investment matters.

Council: A counci] 18 a group ol people who come together to consult. defiberate or
make decisions.

Committee: is a body ol one or more persons that is subordinate to a deliberarive
assembly.

Federalisp: Uederalism is a system of government in which a written constitution
divides power belween a central government and regional or sub-divisional
governmenis

State: A state is any politically organised community living under a single system of
governmenis.

11.16 QUESTIONS FOR DISCUSSION

1. Describe the financial relations between central and state government.
2. Discuss the main heads of revenue of central and state government.

3. Explain the main heads of expenditure of central and state government,

Check Your Progress: Model Answer
. Legislature

2. President

3. Central Government

4. Scope
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