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INTRODUCTION

Public finance is the management of a country’s revenue, expenditures and debt
load through various government and quasi-government institutions. This is the
study of the role of the government in the economy. It is the branch of economics
that assesses the government revenue and government expenditure of the public
authorities and the adjustment of one or the other to achieve desirable effects and
avoid undesirable ones. The text book titled “Public Finance” contains the various
topics related to acquisitions and implementation of public finance. The important
units are Public Finance, Principle of maximum social advantage, Role of state in
public finance, Sources of Revenue, Taxes, Loans, Grants-in-aid, Principle of
Public Expenditure, Principle of Public Debts and its methods of Redemption,
Effects of Public Expenditure on production and distribution, Public debt in India,
Sources of Revenue of Central and State Government, Fiscal Deficit, Deficit
Financing and Deficit Budget, Constitution and Function of Finance Commission,
Recommendation of latest finance commission, Latest Budget of Central and M.P
Government, NITI  AYOG, Establishment and Objective.

This unit contains various topics like Public Finance: Meaning, Nature, Scope
and Importance, Difference between private and public finance, Principle of
maximum social advantage, Role of state in public finance. Public finance is
concerned with income and expenditure of public authorities and with the adjustment
of one to the other. The goals of public finance are to recognize when, how and
why the government should intervene in the current economy, and also understand
the possible outcomes of making changes in the market. Public Financial policy is
the way of managing the public funds, but it is not only limited to managing the
public funds but also managing the other things like price stability, economic growth,
issues like inequality of income, unemployment, human rights, etc. Public revenue
is the collection of money from the public by way of direct and indirect taxes,
penalties, fines, fees, maintenance, etc.

Revenue is the total amount of income generated by the sale of goods or
services related to the company's primary operations. In this unit, the author describes
the topics like Taxes, Loans, Grants-in-aid, Canons of Taxation, Problem of justice
in taxation, Incidence of taxation, Taxable capacity, Impact of taxation and tax
evasion, Characteristics of Indian Tax System, Defects and Steps of reform. Taxes
are levied by governments on their citizens to generate income for undertaking
projects to boost the economy of the country and to raise the standard of living of
its citizens. Direct taxes cannot be transferred to any other individual or legal entity.
Taxes that are levied on services and products are called indirect tax. Indirect
taxes are collected by the seller of the service or product. The tax is added to the
price of the products and services. It increases the price of the product or service.
Loan is a sum of money that one or more individuals or companies borrow from
banks or other financial institutions so as to financially manage planned or unplanned
events. In doing so, the borrower incurs a debt, which he has to pay back with
interest and within a given period of time. Grant is a quantity of money, i.e., financial
assistance, given by a government, organization, or person for a specific purpose.
Unlike a loan, you do not have to pay back the money. Tax evasion is an illegal
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activity in which a person or entity deliberately avoids paying a true tax liability.
Those caught evading taxes are generally subject to criminal charges and substantial
penalties.

Public expenditure is spending made by the government of a country on
collective needs and wants such as pension, provisions, security, infrastructure,
etc. This is the expenditure incurred by the public authorities to satisfy those common
wants which the people in their individual capacity are unable to satisfy efficiently.
Capital Expenditure of the government refers to that expenditure which results in
creation of fixed assets. They are in the form of investment. They add to the net
productive assets of the economy. Commercial banks provide loans to government
out of the excess cash reserves and by credit creation. Debt trap is a situation in
which a borrower is led into a cycle of re-borrowing, or rolling over, their loan
payments because they are unable to afford the scheduled payments on the principal
of a loan. These traps are usually caused by high-interest rates and short terms.
Loans which the govt. promises to pay off at some future date are called redeemable
debts. Loans for which and all that the govt. does is to agree to pay interest
regularly for the bonds issued, are called irredeemable debts.

The book also includes various topics like Sources of Revenue of Central
and State Government, Concept and types of Budget, Fiscal Deficit, Deficit
Financing and Deficit Budget, Financial Relation between Central and State.
Taxation is used as an instrument of attaining certain social objectives, i.e., as a
means of redistribution of wealth and thereby reducing inequalities. Public finance
is the study of the principles underlying the spending and raising of funds by public
authorities. Direct Tax is paid by the taxpayer on his income and property. The
burden of tax is borne by the person on whom it is levied. As he cannot transfer
the burden of the tax to others, impact and incidence of direct tax falls on the same
person. State Goods and Services Tax (SGST) is a tax collected in the case of the
intrastate transaction when the state of consumption and state of production are
the same.

The Finance Commission is constituted by the President under article 280
of the Constitution, mainly to give its recommendations on distribution of tax
revenues between the Union and the States and amongst the States themselves.
Two distinctive features of the Commission’s work involve redressing the vertical
imbalances between the taxation powers and expenditure responsibilities of the
center and the States respectively and equalization of all public services across the
States. The NITI Aayog is a public policy think tank of the Government of India,
established with the aim to achieve sustainable development goals with cooperative
federalism by fostering the involvement of State Governments of India in the
economic policy-making process using a bottom-up approach. NITI Aayog has
started a new initiative on the advice of Prime Minister Narendra Modi called
NITI Lectures: Transforming India.

Dr. Shruthi Prabhakar
Dr. R.S.S. Rao
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1.0 INTRODUCTION

Public finance is the management of a country’s revenue, expenditures and debt
load through various government and quasi-government institutions. This is the
study of the role of the government in the economy. It is the branch of economics
that assesses the government revenue and government expenditure of the public
authorities and the adjustment of one or the other to achieve desirable effects and
avoid undesirable ones. Public finance is one of the old branches of economics
which highlights the role and functions of the government in an economy.
Government is a formal or informal institution created by the people in a specific
region to perform various functions such as protection from external attacks,
protection of private property of the people, generation of employment, maintaining
internal law and order, provision of social needs like education, health, etc.

1.1 OBJECTIVES

After going through this unit, you will be able to:
Describe the concept of Public Finance
Analyze the Nature of Public Finance
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Explain the Importance of Public Finance
Discuss about Principle of maximum social advantage
Explain about role of state in public finance

1.2 THE CONCEPT OF PUBLIC FINANCE

The concept of public finance is a combination of two words ‘public’ and ‘finance’.
‘Public’ is a collective term for the individuals living within an administrative territory.
It is used to signify the government which represents the public. ‘Finance’ simply
means income and expenditure. Thus, ‘public finance’ is nothing but a study of the
principles of income and expenditure of the government at central, state and local
levels. Public financial management policies play an important role in nowadays
economies and operation of governments. They include the definition of objectives
and of procedural requirements for the use of financial resources that may orient
the design and implementation of public policies more generally. The policies set
the modalities for raising public revenues through taxation, intergovernmental
transfers, exploitation of natural resources, and so on. They define the ways in
which public sector entities are to hold accountable to the public for the use of
monetary and financial resources. The scope of public finance is not just limited to
managing the finance, but it also focuses on maintaining the proper infrastructure,
contributing towards the national economy, reducing the unemployment, managing
the financial pillars of the economy, maintaining the hygiene and cleanness in the
nation, analyses of tax collection, ensuring the burden of tax should not be very
high, monitoring and enforcing the implementation of the financial and fiscal policy,
maintaining the confidence of the public at large, etc. The proper role of government
provides a starting point for the analysis of public finance. In theory, under certain
circumstances, private markets will allocate goods and services among individuals
efficiently (in the sense that no waste occurs and that individual tastes are matching
with the economy's productive abilities). If private markets were able to provide
efficient outcomes and if the distribution of income were socially acceptable, then
there would be little or no scope for government. In many cases, however,
conditions for private market efficiency are violated. For example, if many people
can enjoy the same good (the moment that good was produced and sold, it starts
to give its utility to every one for free) at the same time (non-rival, non-excludable
consumption), then private markets may supply too little of that good. National
defense is one example of non-rival consumption, or of a public good.

Under broad assumptions, government decisions about the efficient scope
and level of activities can be efficiently separated from decisions about the design
of taxation systems. In this view, public sector programs should be designed to
maximize social benefits minus costs (cost-benefit analysis), and then revenues
needed to pay for those expenditures should be raised through a taxation system
that creates the fewest efficiency losses caused by distortion of economic activity
as possible. In practice, government budgeting or public budgeting is substantially
more complicated and often results in inefficient practices.
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Government can pay for spending by borrowing with government bonds,
although borrowing is a method of distributing tax burdens through time rather
than a replacement for taxes. A deficit is the difference between government
spending and revenues. The accumulation of deficits over time is the total public
debt. Deficit finance allows governments to smooth tax burdens over time and
gives governments an important fiscal policy tool. Deficits can also narrow the
options of successor governments. There is also a difference between public and
private finance, in public finance the source of income is indirect for various taxes,
but in private finance sources of income is direct.

1.2.1 Meaning of Public Finance
Public Finance is concerned with income and expenditure of public authorities and
with the adjustment of one to the other. The goals of public finance are to recognize
when, how and why the government should intervene in the current economy, and
also understand the possible outcomes of making changes in the market.

1.2.2 Definitions of Public Finance
According to Adam Smith “public finance is an investigation into the nature and
principles of the state revenue and expenditure”.

According to Hugh Dalton “Public finance is concerned with the income
and expenditure of public authorities, and with the adjustment of the one to the
other”.

1.2.3 Objectives of Public Finance
The objectives of public finance are achieved by managing and drafting policies
pertaining to key areas such as taxation, management of public revenue and
expenditure, raising and servicing public debt, fiscal administration at various levels.
Other objectives of public finance are as follows:

1. To Manage Public Needs

The basic objective is managing the basic needs of the public like food, shelter,
health, infrastructure, and education. All this is the responsibility of the government
so that the basic public needs be fulfilled, public contribute to the development of
the economy.

2. To Ensure the Economic Development

Proper management leads to economic development, which leads to the growth
of the nation.

3. To Concentrate on Removal of Inequality
It also aims at removing the inequality by proper allocation of resources i.e.,
providing the relief to the poor by collecting the taxes from the rich class people.

4. To Maintain Price Stability

It helps in controlling the inflation by various packages and means for the
development of the nation at large.
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1.2.4 Components of Public Finance
The main components of public finance include activities related to collecting
revenue, making expenditures to support society, and implementing a financing
strategy (such as issuing government debt). The main components include:

1. Tax Collection
Tax collection is the main revenue source for governments. Examples of taxes
collected by governments include sales tax, income tax (a type of progressive
tax), estate tax, and property tax. Other types of revenue in this category include
duties and tariffs on imports and revenue from any type of public services that are
not free.

2. Budget

The budget is the annual forecast of the revenue and the expenditures so as to
analyze the need for the debtor to invest the finance. The budget is a plan of what
the government intends to have as expenditures in a fiscal year.

3. Expenditures

Expenditures are everything that a government actually spends money on, such as
social programs, education, and infrastructure. Much of the government’s spending
is a form of income or wealth redistribution, which is aimed at benefiting society as
a whole. The actual expenditures may be greater than or less than the budget.

4. Deficit/Surplus

If the government spends more than it collects in revenue, there is a deficit in that
year. If the government has less expenditure than it collects in taxes, there is a
surplus.

5. National Debt

If the government has a deficit (spending is greater than revenue), it will fund the
difference by borrowing money and issuing national debt.

1.2.5 Functions of Public Finance
Various functions of Public Finance are as follows:

1. Management of income and expenditure by optimum utilization of the
resources.

2. Managing the growth and price stability in the economy.
3. Providing the necessary needs and infrastructure to the public.
4. Take initiatives for the development of the public, which can contribute

to the development of the nation.
5. Maintaining the transparency of the policies and the records of income

and expenditures.
6. Compare the actual position with the budgets and accordingly alter the

policies and manage the economy.
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7. Monitor the functioning and effectiveness of the financial policy.
8. Preparing the financial policies for the development of the nation and the

economy at large.

1.3 PUBLIC FINANCIAL POLICY

Public Financial policy is the way of managing the public funds, but it is not only
limited to managing the public funds but also managing the other things like price
stability, economic growth, issues like inequality of income, unemployment, human
rights, etc. Management of public finance is the wider term. It requires proper
planning, allocation of resources and controlling the unfavorable situations, etc. by
making the financial and fiscal policies, budgets, etc. so as to ensure the growth of
the nation at large.

1.4 IMPORTANCE OF PUBLIC FINANCIAL
POLICY

Importance of Public Financial Policy can be summarized as follows:
1. The proper management of public finance ensures the growth of the

nation.
2. It encourages investment through various policies and packages.
3. Preparation, implementation, and change with change in the technology

the policies framed by the government for the development of the
economy at large.

4. It helps to maintain price stability, reduce inflation and unemployment.
5. It is also important in terms of allocating natural as well as human

resources.

1.5 NATURE OF PUBLIC FINANCE

Nature of public finance implies whether it is a science or art or both:

1. Public Finance as Science
Science is the systematic study of any subject which studies relationship between
facts. Public finance has been held as science which deals with the income and
expenditure of the government’s finance. It studies the relationship between facts
relating to revenue and expenditure of the government.

Arguments in support of Public Finance as Science:
(i) Public finance is systematic study of the facts and principles relating to

government expenditure and revenue.
(ii) Principles of Public finance are empirical.
(iii) Public finance is studied by the use of scientific methods.
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(iv) Public finance is concerned with definite and limited field of human
knowledge.

2. Public Finance as Art

Art is application of knowledge for achieving definite objectives. Fiscal Policy
which is an important instrument of public finance makes use of the knowledge of
government’s revenue and expenditure to achieve the objectives of full employment,
economic development and equality, price stability etc. To achieve the goal of
economic equality taxes are levied which are likely to be opposed. Therefore it is
important to plan their timing and volume. The process of levying tax is therefore
an art. Study of Public Finance is helpful in solving many practical problems. Public
finance is therefore an art also. From the above discussion it can be concluded
that public finance is both science and art. It is positive science as well as normative
science.

It is a positive science as by the study of public finance factual information
about the problems of government’s revenue and expenditure can be known. It
also offers suggestions in this respect.

It is also normative science as study of public finance presents norms or
standards of the government’s financial operations. It reveals what should be the
quantum of taxes, kind of taxes and on what items less of public expenditure can
be incurred.

1.6 SCOPE OF PUBLIC FINANCE

Prof. Dalton classifies the scope of public finance into four areas as follows:

1. Public Revenue

The income of the government through all sources is called public income
or public revenue. Public revenue is the collection of money from the public by
way of direct and indirect taxes, penalties, fines, fees, maintenance, etc. In a modern
welfare state, public revenue is of two types, tax revenue and non-tax revenue:

(a) Tax Revenue: Taxes are the first and foremost sources of public revenue.
It is compulsory payments to the government without expecting direct
benefit or return by the taxpayer. Taxes collected by Government are
used to provide common benefits to all mostly in the form of public
welfare services. They do not guarantee any direct benefit for the person
who pays the tax. It is not based on a direct quid pro quo principle.

(b) Non-Tax Revenue: The revenue obtained by the government from
sources other than the tax is called Non-Tax Revenue. Public income
received through the administration, commercial enterprises, gifts, and
grants is the source of non-tax revenues of the government.

2. Public Expenditure

Public Expenditure refers to Government Expenditure. It is incurred by Central
and State Governments. The Public Expenditure is incurred on various activities
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for the welfare of the people and also for the economic development, especially in
developing countries. In other words the Expenditure incurred by Public authorities
like Central, State and local governments to satisfy the collective social wants of
the people is known as public expenditure. Public expenditure is the expenditure
for the public like infrastructural facilities, basic health facilities, medical and
educational facilities, etc.

Significance of Public Expenditure

In modern economic activities, public expenditure has to play an important role. It
helps to accelerate economic growth and ensure economic stability. Public
expenditure can promote economic development as follows:

(a) To promote rapid economic development.
(b) To promote trade and commerce.
(c) To promote rural development.
(d) To promote balanced regional growth.
(e) To develop agricultural and industrial sectors.
(f) To build socio-economic overheads e.g. roadways, railways, power

etc.
(g) To exploit and develop mineral resources like coal and oil.
(h) To provide collective wants and maximize social welfare.
(i) To promote full – employment and maintain price stability.
(j) To ensure an equitable distribution of income.

Objectives of Public Expenditure

The major objectives of public expenditure are:
(a) Administration of law and order and justice.
(b) Maintenance of police force.
(c) Maintenance of army and provision for defence goods.
(d) Maintenance of diplomats in foreign countries.
(e) Public Administration.
(f) Servicing of public debt.
(g) Development of industries.
(h) Development of transport and communication.
(i) Provision for public health.
(j) Creation of social goods.

Types of Public Expenditure

Classification of public expenditure refers to the systematic arrangement of different
items on which the government incurs expenditure. Public expenditure can be
classified as follows:
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(a) Capital and Revenue Expenditure

Capital Expenditure of the government refers to that expenditure which results in
creation of fixed assets. They are in the form of investment. They add to the net
productive assets of the economy. Capital Expenditure is also known as
development expenditure as it increases the productive capacity of the economy.
It is investment expenditure and a non-recurring type of expenditure. For e.g.
Expenditure – on agricultural and industrial development, irrigation dams, public -
enterprises etc. are all capital expenditures.

Revenue expenditures are current or consumption expenditures incurred
on civil administration, defence forces, public health and, education, maintenance
of government machinery etc. This type of “expenditure is of recurrent type which
is incurred year after year.

(b) Development and Non-developmental Expenditure/Productive and
Non-productive Expenditure

Expenditure on infrastructure development, public enterprises or development of
agriculture increase productive capacity in the economy and bring income to the
government. Thus they are classified as productive expenditure. All expenditures
that promote economic growth development are termed as development
expenditure.

Unproductive (non-development) expenditure refers to those expenditures
which do not yield any income. Expenditure such as interest payments, expenditure
on law and order, public administration, do not create any productive asset which
brings income to government such expenses are classified as unproductive
expenditures.

(c) Transfer and Non-transfer Expenditure

Transfer expenditure refers to those kind of expenditures against there is no
corresponding transfer of real resources i.e., goods or services. Such expenditure
includes public expenditure on: National Old pension Scheme, Interest payments,
subsidies, unemployment allowances, welfare benefits to weaker sections etc. By
incurring such expenditure, the government does not get anything in return, but it
adds to the welfare of the people, especially to weaker sections of society. Such
expenditure results in redistribution of money incomes within the society.

The non-transfer expenditure relates to that expenditure which results in
creation of income or output. The non-transfer expenditure includes development
as well as non-development expenditure that results in creation of output directly
or indirectly. Economic infrastructure (Power, Transport, Irrigation etc.), Social
infrastructure (Education, Health and Family welfare), Internal law and order and
defence, public administration etc. By incurring such expenditure, government
creates a healthy environment for economic activities.

(d) Plan and Non-plan Expenditure

The plan expenditure is incurred on development activities outlined in ongoing five
year plan. In 2009-10, the plan expenditure of Central Government was 5.3% of
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GDP. Plan expenditure is incurred on Transport, rural development, communication,
agriculture, energy, social services, etc.

The non-plan expenditure is incurred on those activities, which are not
included in five-year plan. It includes development and non-development
expenditure. It includes: Defence, subsidies, interest payments, maintenance etc.

3. Public Debt
Public debt is the total amount, including total liabilities, borrowed by the government
to meet its development budget. It has to be paid from the Consolidated Fund of
India. The term is also used to refer to overall liabilities of central and state
governments, but the Union government clearly distinguishes its debt liabilities from
the states’. The central government broadly classifies its liabilities into two categories:
debt contracted against the Consolidated Fund of India, and public account. Over
the years, the Union government has followed a considered strategy to reduce its
dependence on foreign loans in its overall loan mix. Internal debt constitutes over
93 per cent of the overall public debt. Internal loans that make up for the bulk of
public debt are further divided into two broad categories marketable and non-
marketable debt. When the expenditure exceeds the revenue, the government will
take the help of debt to fulfill the needs of the country and to run the economy.

According to the Reserve Bank of India Act, 1934, the RBI is both the
banker and public debt manager for the government. The RBI handles all the
money, remittances, and foreign exchange and banking transactions. The Union
government also deposits its cash balance with the RBI. The Union government’s
liabilities account for a little over 46 per cent of India’s gross domestic product
(GDP). However, if the public debt is calculated as general government liabilities,
which also includes the liabilities of states, this goes up to 68 per cent of the
country’s GDP.

4. Financial Administration

Financial Administration is managing the public finance as well as managing the
needs of the government like salaries to the public electives, expenditure on
maintenance of public heritage, etc. The financial administration refers to the financial
measurement of govt. including the preparation of budget method of administering
the various revenue resources the custody of the public fund, procedures in
expending money, keeping the financial records and the like. These functions are
important to the effective conduct of operation of public finance. This consists of a
series of steps whereby funds one made available to certain official under procedures
who will ensure their lawful and efficient use. The main ingredients are budgeting,
accounting, auditing and purchase and supply.

Methods of Financial Administration

1. Budget: The term budget has been derived from the French word
“Bougette” which means a leather bag or a wallet. The chancellor of
Exchequer in England used to carry his papers in the bag to House of
Commons. Prof. Willoughby defined, “Budget - it should be at once a
document through which the Chief Executive comes before the fund-
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raising and fund grading authority and makes full report regarding the
manner in which he or his subordination have administered affairs during
the last completed year; in which he or exhibits the present conditions of
public treasury and one the basis of such information sets forth his
programme for the year to come and the manner in which the purposes
that such work should be financed.”

2. Accounting: Accounting is the record ingredient of financial
administration. It is an art by which the financial effects of executive
action are recorded, assembled and finally summarized in the form of
the financial reports. A good recording system is indispensable for
adequate budgeting control. Therefore, there must be harmonious
relationship between the goals in budget and financial statements prepared
from accounts.

3. Auditing: Auditing is considered the final stage. In fact, it is investigation
of report and legally, efficiency and accuracy of the financial transactions.
Audition is of two types, i.e. internal and external. The Chief Motto of
audit is only to supervise the manner in which expenditure has been
made in order to ascertain whether the executive has spent in accordance
with rules and regulations. Auditing is an independent department who
points out reregulation and submits its report to the higher authority.

4. Purchase and Supply: As the name implies, it is the acquisition of the
property. In other words, purchasing is a report of large category of
supply which covers specialization traffic management, inspection,
storage and proper utilization of different resources.

Principles of Financial Administration

There are guiding principles for the operation of financial administration. They are:
1. Principle of Unity in the Organisation: We all know that unity

provides strength to all of us. According to this principle, there must be
control of central authority on financial administration. However, it does
not mean that every work is done by superior authority. It simply means
that there must be close coordination between different executives and
higher executives should have full control over on the activities of their
subordinate executives.

2. Principle of Simplicity and Regularity: According to this principle,
financial administration should have the quality of simplicity, regularity
and promptness. Red tapism should be totally eliminated and the work
procedure should be quite simple, clear and easily understandable by
the average person.

3. Principle of Compliance with the will of the Legislature:
According to this principle, no expenditure out of public revenue is
incurred unless it is sanctioned by Parliament. In the constitution of India,
it has been mentioned as, No money out of the consolidated fund of
India or the consolidated fund of a state shall be appropriated except in
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accordance with the law and the purpose and the manner as passed by
legislature.

4. Principle of Effective Control: According to this principle, it is
essential to have effective control at every stage of financial administration.
Generally the following agencies are involved in the control of financial
administration of the government:
(i) Executive
(ii) Legislature
(iii) Financial Department of Financial Ministry
(iv) Auditing Department
(v) Parliamentary Committees

5. Principle of Uniformity: According to this principle, there must be
uniformity in all departments or sections of the government as to policies
of expenditure, revenue and loan etc.

6. Principle of Authority: According, to this principle, no tax shall be
levied or collected unless it is approved by the representatives of the
people. In the Constitution of India it has been mentioned as “No tax
shall be levied or collected except by authority of laws.”

7. Principle of Accountability: According to this principle, every
Government is bound to spend the money granted by the parliament for
no purpose other than it was sanctioned by the legislature or parliament.
In order to check the abuses of owners on the part of executive, the
Auditor-General audits the a/c of the Govt. to place before the legislature
a report to show that the executive has spent the money for purposes
for which Parliament has sanctioned. Thus the provision for the
appointment of Comptroller and Auditor-General is laid down in the
Indian Constitution to achieve the above objective.

Check Your Progress

1. Give the meaning of Public Finance. Explain nature of Public Finance.
2. Discuss the Scope of Public Finance.

1.7 IMPORTANCE OF PUBLIC FINANCE

Importance of Public Finance can be summarized as follows:
1. Constant economic growth: To ensure constant economic growth,

the government relies on fiscal tools like taxes, public debt, and
expenditure, etc. These tools help to boost both the demand and supply
of a product in the market.

2. Rigid prices: Public finance has proved to be an essential tool used by
the government to overcome the challenges of inflation and deflation. In
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the case of inflation, it minimizes the indirect taxes and expenditures
along with; it also maximizes direct tax and capital expenditure. On the
contrary to this, in the case of deflation, the policy is reversed.

3. Economic balance: To maintain financial stability, utilization of fiscal
tools is most popular among the governments of various nations. As a
common practice, the government levies a high tax raising the internal
public debt used to repay foreign debt. In the case of a recession in an
economy, the complete procedure is reversed.

4. Even distribution of resources: To reduce disparity in an economy,
the most common tool used by the government is revenue and
expenditure. In the case of high discrepancy, the government ensures to
levy a high tax on income and valuable assets of wealthy people. Thus,
the capital generated through this is used to support the disabled
population living in the economy. To do so, the government is dedicated
to launching various schemes like subsidies, allowances, and different
direct and indirect benefits.

5. Proportionate development: For an outgrowing economy, it is
imperative for the government to wipe out the gap between agricultural
and industrial sectors. To ensure this, the government needs to direct
the funds towards the personal interest of the population residing in the
rural area.

6. Organic evolution: All the revenue generated by the government is
invested in the planning and development of the evolution of
infrastructures. Thus, to ensure socio-economic reforms and
infrastructural development, it becomes imperative for the government
to rely on revenues and expenditures.

1.8 DIFFERENCE BETWEEN PRIVATE
FINANCE AND PUBLIC FINANCE

Private Finance

Private finance is the study of income and expenditure, borrowings, etc. of
individuals, households and business firms.

Individuals adjust their spending as per their income.
To maximize profit.
An individual attempts to maintain a surplus budget.
Transactions are kept secret.
No fixed period
Less

Public Finance

Public finance is concerned with the revenue/incomes and expenditure, borrowings,
etc. of the economy or government.
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Government adjust the income, according to the size of expenditure on
different segments.

To promote social welfare.
The government prefers a deficit budget.
Transactions are open and known to all.
One year
Comparatively more

1.9 PRINCIPLE OF MAXIMUM SOCIAL
ADVANTAGE

The fiscal or budgetary operations of the state have manifold effects on the economy.
The revenue collected by the state through taxation and the dispersal of public
expenditures can have significant influence on the consumption, production and
distribution of the national income of the country.

The fiscal operations of the government resolve themselves into a series of
transfers of purchasing power from one section of the community to another, along
with the variations in the total incomes available in the community. In fact, the fiscal
activities of the state affect the allocation of resources, the use of resources from
one channel to another, hence, the level of income, output and employment.

Hence, it is desirable that some standard or criterion should be laid down to
judge the appropriateness of a particular operation of public finance the
government’s revenue and expenditures. In a modern welfare state, such a criterion
can obviously be nothing else but the economic welfare of the people.

It follows that the particular financial activity of the state which leads to an
increase in economic welfare is considered as desirable. It may be considered as
undesirable if such an activity does not cause an increase in the welfare or even
sometimes, it may be the cause of a reduction in the general economic welfare.
The guiding principle of state policy has been technically desirable as the Principle
of Maximum Social Advantage by Hugh Dalton.

According to Dalton, the principle of maximum social advantage is the most
fundamental principle lying at the root of public finance. Hence, the best system of
public finance is that which secures the maximum social advantage from its fiscal
operations. Maximum social advantage is the maxim for the states. The optimum
financial activities of a state should, therefore, be determined by the principle of
maximum social advantage.

It is obvious that taxation by itself is a loss of utility to the people, while
public expenditure by itself is a gain of utility to the community. When the state
imposes taxes, some disutility or dissatisfaction is experienced in the society. This
disutility is in the form of sacrifice involved in the payment of taxes in parting with
the purchasing power.

Similarly, when the state spends money, some utility is created in the society.
Some satisfaction is experienced by a group of people in the society on whom, or
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for whom, the public expenditure is incurred by the state. This is the social benefit
of welfare of the public expenditure.

As such, the maximum social advantage is achieved when the state in its
financial activities maximize the surplus of social gain or utility (resulting from public
expenditure) over the social sacrifice or disutility (involved in payment of taxes.)
The principle of public finance, thus, requires the state to compare the sacrifice
and benefits of the society in its fiscal operations.

The principle of maximum social advantage implies that public expenditure
is subject to diminishing marginal social benefits and taxes are subject to increasing
marginal social costs. Thus, an equilibrium is reached when social advantage is
maximized, i.e., 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 direction should be carried just
so far, that the advantages to the community 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 to maximize the net social advantage of its fiscal
operations. The social net advantage is maximum when the aggregate social benefits
resulting from public expenditure is maximum and the aggregate social sacrifice
involved in raising the public revenue is minimum. According to the principle of
maximum social advantage, thus, the public expenditure should be carried on up
to the marginal social sacrifice of the last unit of rupee taxed.

Diagrammatic Representation

In technical jargon, the maximum social net advantage is achieved when the marginal
social sacrifice (disutility) of taxation and the marginal social benefit (utility) of
public expenditure are equated. Thus, the point of equality between the marginal
social benefit and the marginal social sacrifice is referred to as the point of aggregate
maximum social advantage or least aggregate social sacrifice.

The equilibrium point of maximum social advantage may as well be illustrated
by means of a diagram, as in Fig.

Fig. 1.1:  The Maximum Social Advantage Diagrammatic Representation
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In the above Fig., MSS is the marginal social sacrifice curve. It is an upward
sloping curve implying that the social sacrifice per unit of taxation goes on increasing
with every additional unit of money raised. MSB is the marginal social benefit
curve. It is a downward sloping curve implying that the social benefits per unit
diminishes as the public expenditure increases.

The curves MSS and MSB intersect at point P. This equality (P) of MSS
and MSB curves is regarded as the optimum limit of the state’s financial activity. It
is easy to see that so long as the MSB curve lies above the MSS curve, each
additional unit of revenue raised and spent by the state leads to an increase in the
net social advantage.

This beneficial process would then be continued till marginal social sacrifice
(MSS) becomes just equal to the marginal social benefit (MSB). Beyond this
point, a further increase in the state’s financial activity means the marginal social
sacrifice exceeding the marginal social benefit, hence the net social loss.

Thus, only under the condition of MSS = MSB, the maximum social
advantage is achieved. Diagrammatically, the shaded area APB (the area between
MSS and MSB curves, till both intersect each other) represents the quantum of
maximum social advantage. OQ is the optimum amount of financial activities of the
state.

Further, the ideal of maximum social advantage is attained by the state, if the
following principles of financial operation are followed in the budget:

1. Taxes should be distributed in such a way that the marginal utility of
money sacrificed by all the tax-payers is the same.

2. Public spending is done, such that benefits derived from the last unit of
money spent on each item becomes equal.

3. Marginal benefits and sacrifices must be equated.
To sum up, all fiscal operations, both as regards revenue and expenditure

should be treated as a series of transfer of purchasing power that must ultimately
increase the economic welfare of the people. In this context, Dalton enunciated
the principle of maximum social advantage and asserted that financial operations
of the government must be in accordance with this principle in a welfare state.

Marginal Social Sacrifice (MSS)

Marginal Social Sacrifice (MSS) refers to that amount of social sacrifice undergone
by public due to the imposition of an additional unit of tax. Every unit of tax imposed
by the government taxes result in loss of utility. Dalton says that the additional
burden (marginal sacrifice) resulting from additional units of taxation goes on
increasing i.e. the total social sacrifice increases at an increasing rate. This is because,
when taxes 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 creates greater amount of impact and
greater amount of sacrifice on the society. That is why the marginal social sacrifice
goes on increasing. We can see the Marginal social sacrifice in the following diagram:
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Fig. 1.2:  Marginal Social Sacrifice (MSS) Curve

The above diagram indicates that the Marginal Social Sacrifice (MSS) curve
rises upwards from left to right. This indicates that with each additional unit of
taxation, the level of sacrifice also increases. When the unit of taxation was OM1,
the marginal social sacrifice was OS1, and with the increase in taxation at OM2,
the marginal social sacrifice rises to OS2 and so on.

Marginal Social Benefit (MSB)

While imposition of tax puts burden on the people, public expenditure confers
benefits. The benefit conferred on the society, by an additional unit of public
expenditure is known as Marginal Social Benefit (MSB). Just as the marginal
utility from a commodity to a consumer declines as more and more units of the
commodity are made available to him, the social benefit from each additional unit
of public expenditure declines as more and more units of public expenditure are
spent. In the beginning, the units of public expenditure are spent on the most
essential social activities. Subsequent doses of public expenditure are spent on
less and less important social activities. As a result, the curve of marginal social
benefits slopes downward from left to right as shown in fig. below:
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Fig. 1.3:  Marginal Social benefit (MSB) Curve

In the above diagram, the marginal social benefit (MSB) curve slopes
downward from left to right. This indicates that the social benefit derived out of
public expenditure is reducing at a diminishing rate. When the public expenditure
was OM1, the marginal social benefit was OB1, and when the public expenditure
is OM2, the marginal social benefit is reduced at OB2 and so on.

Criticism against Principle of Maximum Social Advantage

The principle of maximum social advantage has been criticized on various grounds.
The main practical difficulties are as follows:

(i) Difficulties in Measuring Social Benefits: The principle of
maximum social advantage is theoretically explained with the help of
the marginal utility analysis. The Marginal benefits of public expenditure
and the marginal disutility on sacrifice of public revenue are concepts,
the objective measurement of which is extremely difficult.

(ii) Unrealistic Assumptions: It is unrealistic to assume that government
expenditure is always beneficial and that every tax is a burden to society.
For example, taxes on cigarettes or alcohol can provide benefit to
society; expenditure on social overheads like health care will give rise
to social benefit whereas unnecessary increase in expenditure on
defense may divert resource from productive activities causing loss of
welfare to society.

(iii) Neglect of Non-tax Revenue: The principle says that the entire public
expenditure is financed by taxation. But, in practice, a significant portion
of public expenditure is also financed by other sources like public
borrowing, profits from public sector enterprises, imposition of fees,
penalties etc. Dalton fails to take into account all such other sources.
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(iv) Lack of Divisibility: The marginal benefit from public expenditure
and marginal sacrifice from taxation can be equated only when public
expenditure and taxation are divided into smaller units. But it is not
possible practically.

(v) Large Budget Size: The financial operations of the government involve
collection of large sums of money from taxation and other sources
and the disbursement of large amounts by way of public expenditure.
The effects of small additional amounts of these on the community are
difficult to measure. Therefore, in practice, the public authorities are
not in a position to estimates the marginal benefits and the marginal
sacrifice.

(vi) Change in Condition: Conditions in an economy are not static and
are continuously changing. What might be considered as the point of
maximum social advantage under some conditions may not be so under
some other. For example, in times of war government expenditure
and revenue must increase, and the increase is to the advantage of the
community. What is optimum at one level of national income may not
be so at a higher level. Therefore, it is difficult to determine the point
of maximum social advantage.

(vii) Different Periods: The impact of many public projects is felt over
the long period by both the present and the future generations. In
order to determine maximum social advantage it becomes necessary
to calculate social benefits from public expenditure in short period
and in long period.

(viii) Conceptual differences: Taxes are paid by individuals and the
sacrifice involved is felt at an individual or micro level. Whereas, all
the people are jointly benefited at macro level through public
expenditure in a community. Many economists argue that it is neither
possible nor desirable to compare micro and macro concepts by using
the same criteria.

(ix) Misuse of Government Funds: The principle of Maximum social
advantage is based on the assumption that the government funds are
utilized in the most effective manner to generate marginal social benefit.
However, quite often a large share of government funds is misused for
unproductive purposes which so not provide any social benefits.

(x) Contra – Cyclical Measures: The Government has to undertake
contra – cyclical measures to Control inflation, Overcome recession,
Reduce increasing level of unemployment, etc. In such a situation, the
concept of Maximum social advantage cannot be adopted. For
instance, to control recession, the government may introduce certain
measures such as reduction in taxation in order to increase effective
demand. Also, during inflationary periods, the government may increase
tax rate in order to reduce demand and increase interest rates, so as
to encourage savings on the part of people.
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1.10 ROLE OF STATE IN PUBLIC FINANCE

The role of Public Finance (State) Division shall be modified as under:

1. Public Finance (State) Division

Public Finance (State) Division deals with the matters connected with state finances
such as issues relating to release of Additional Central Assistance/Special Assistance
to the States for the projects/schemes for which budgetary allocation is provided
under the Demand operated by Department of Expenditure. PF (States) Division
also deals with Debt and liabilities management of States, enforcement of the fiscal
roadmap mandated by Finance Commissions through the powers to approve
borrowings by States under Article 293 (3) of the Constitution of India,
Coordination with RBI to monitor States’ debt, collating and maintaining state
finance data, analysis of trends of State Finances, Scrutiny of State Legislations
having bearing on the State's Finances, Continuous monitoring of the resources
and Ways & Means position of the States including their overdrafts, Analysis of
States Budgets.

2. Finance Commission Division (FCD)

The Finance Commission Division deals with releases of Finance Commission
(FC) grants as per recommendations of respective Finance Commission. The 14th
Finance Commission has recommended mainly three types of grants-in aid to
States for its award period 2015-16 to 2019-20 i.e. Post-Devolution Revenue
Deficit Grant, Local Bodies grants and State Disaster Response Fund (SDRF).
FCD also deals with various aspects of National Disaster Response Fund (NDRF)
i.e. IMCT visit to states, brief for SC-NEC and HLC and release of central
assistance under NDRF based on recommendations of MHA.

3. Fiscal Reform Unit (FRU)

FRU has been assigned the task to keep track of status of fiscal consolidation
under the recommendations made by the respective Finance Commissions for
revision in Fiscal Responsibilities and Budget Management Act (FRBMA) and
preparation of State-wise data-base thereon. The term ‘fiscal’ refers to government
revenues especially those raised by levying taxes. The term ‘reforms’ refers to
strong rectification measures needed for restoring the balance in any situation which
ordinarily does not respond to ‘normal measures’. Fiscal reforms refer to the
changes in the fiscal sphere brought about by the fiscal policies of the government.
The fiscal policy is concerned with the revenue and expenditure policies of the
government. The objective of fiscal policy is to use the same as the principal
instrument to promote the aggregate demand for goods and services in the economy.
The important fiscal instruments are taxes, government expenditure, public debt
and subsidies.
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1.11 CAREER OPPORTUNITIES IN PUBLIC
FINANCE

Many financial positions require different abilities and present complex work
conditions, thus, it is vital to choose one that aligns with your long-term goals and
aspirations. Career Opportunities in Public Finance can be summarized as follows:

1. Investment Banking

If you wish to follow in the footsteps of one of the most successful and thriving
investors such as Mr. Warren Buffet, investment banking may be the right career
option for you. Investment banking is recognized as one of the most prestigious
career options you can find in the finance industry, particularly from a salary
perspective. So, if you choose this as a career, you’re definitely going to rake in
some cash.

In this position, you’ll be working on the financial remodeling of various
business operations in an organization. It is an apt role for someone who enjoys
challenges and spotting trends in data and numbers, to make calculated decisions.
However, be prepared to work for long hours because the job of an investment
banker may prove to be pretty exhausting, especially for entry-level positions. If
you want to land a position as an investment banker, then you must focus on
networking. Big investment banks hire prospective associates from top business
institutions and appoint interns who have previously served with them.
How to become an Investment Banker in India:
At the entry-level, an analyst requires a bachelor’s degree in finance. However, a
degree in Master of Business Administration (MBA) with a specialization in Finance
is the most common among investment bankers. Other graduate degrees such as
Law can also be beneficial.

2. Corporate Finance

If you’ve got a knack for numbers and enjoy budgeting to maximize the use of
your money, then corporate finance could possibly be the best-fit option for you.
In the field of corporate finance, there are several roles that you can take depending
on your interests, education qualifications, and also the company with which you
would be working. Usually, companies hire corporate finance professionals to
include them in the company’s internal operations to allocate, invest, and save
their money. The hired candidates are expected to offer guidance and advice on
increasing or decreasing the number of employees and device a comprehensive
plan as to how to strategically reduce the company’s total operational expenses.
Instances for the company’s ROI (Return on Investment) are also studied and
analyzed with the aim of maximizing on returns and minimizing on investments. The
job profile of a corporate financer is suitable for you if handling money and coming
up with smart solutions to manage the money is a challenge you enjoy.

How to Build a Career in Corporate Finance in India:
Corporate Finance advisors expedite the mergers and acquisitions of businesses
and generally work under big corporate advisory firms or investment banks. To
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pursue a career in corporate finance, aspirants can get a bachelor’s degree in
Finance or related fields, and get a post-graduate MBA degree in Finance.

3. Public Accounting

Accounting comprises of a variety of services for businesses as well as private
entities. Similar to people with careers in corporate finance, a public accountant
maintains and records the outgoing and incoming money flow for a company. You
are also responsible for delivering suggestions and reports to decrease spending
and boost revenue. Accountants operate as auditors and work in-house to help
companies obtain an overview of how sound their investments and finances are in
order to make projections to reach long-term goals.

For a public accountant, there will never be a lack of clients from commercial
as well as the private sector. However, people favouring finance careers in
accounting usually end up serving with giant accounting firms or get employed by
a corporation to work in-house.

How to become a Public Accountant in India:

A bachelor’s degree in Commerce or in Business Administration with a
specialisation in Accounting is a good starting point after which aspirants can
complete their Certified Public Accountant (CPA) qualification, which is recognised
internationally to become a licenced accountant. One can also couple their CPA
certification with an MBA in Finance or a master’s degree in Commerce.

4. Portfolio Management

Portfolio management is a beautiful amalgamation of commerce and science. So if
you’re someone who favours both the subjects, you’re in for some luck. A portfolio
is an overall look at the status of the investments made by a client or company,
without going into depth over each individual investment. A career in portfolio
management will let you make decisions about the investment policies of an
organization, while simultaneously allocating assets for institutions and individuals
to match their needs. Management of a company’s portfolio is all about discovering
their opportunities, strengths, weaknesses, and threats in the domestic and
international markets across diverse areas such as debt vs. equity and growth vs.
safety to maximize profits at a negotiated risk.

How to become a Portfolio Manager in India:
You can start a career in portfolio management with a bachelor’s degree in finance-
related disciplines such as Economics, Accounting or Business Administration.
Education in high-level Mathematics and Statistics are also recommended. A
master’s degree in Economics or an MBA may also be required in some companies
to pursue the job role of a portfolio manager.

5. Financial Planning

Are you a perfectionist when it comes to planning your finances? You may love
going for a career in financial planning as well! Planners help companies and
individuals formulate strategies that will secure their future as well as ensure current
financial stability. In financial planning, you will get to review a customer’s financial
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plans and create a suitable method for investing and saving that suits their individual
needs. The plan can concentrate on various aspects such as investment growth,
wealth preservation or tax planning. Most financial planners work in either
comprehensive organizations or privately-held firms.

How to become a Financial Planner in India:

A bachelor’s degree in Commerce, Finance, Business Administration or Economics
is the minimum education requirement for financial managers, which can be followed
up with a master’s degree in the same subjects. The Certified Financial Planner
(CFP) qualification is important to build a career in financial planning, and is
recognised internationally.

6. Stock Broking

Similar to investment banking, stock broking is a highly respected and lucrative
career option after studying finance. Stocks, or small shares in companies sold by
the corporation, are a popular (albeit slightly risky) investment option with a potential
to earn hefty sums.

To mitigate the risks involved, a stockbroker carefully studies the stocks
and stock market conditions to advise clients on which stocks they should buy to
suit their needs. The work of a stockbroker involves careful analytical skills,
statistical capability and general knowledge of the functioning of a stock market.
How to become a Stockbroker in India:
To become a stockbroker, you can pursue a bachelor’s degree in Commerce,
Economics, Statistics or Maths, after which you can pursue a master’s degree in
Finance. For stock market-specific training, there are several short-term and
diploma courses on stock broking, stock analysis, and stock market research.
The National Stock Exchange (NSE) of India also offers several courses that will
help you get an edge into the field.

7. Risk Management

Firms must minimize their risk by strategically maximizing returns through increased
investment. This is where a competent skill to manage risk plays a vital role. Risk
management professionals are perfectly-skilled to give consultations based on the
overview of market risk and the likelihood of recognising a bad investment outcome.
They further use mathematical reasoning to advise their clients to ensure their
business model is defined within the mission and vision of the company. The risk
management profession is tailor-made for you if you find interest in mathematics
and statistics.

How to Build a Career in Risk Management in India:

Aspiring risk management professionals are advised to pursue a bachelor’s degree
in Risk Management. It is widely considered and observed that those who hold an
additional MBA as their master’s degree enjoy preference from recruiters. Aspirants
can take various business courses alongside specialized training in risk management
courses.
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8. Research and Academia

This is a fairly large area of public finance careers, and a lot of public finance
professionals eventually become researchers.  Many large banks, government
entities, and world organizations require public finance professionals to consolidate
necessary data points for decision making. Thus there is a regular requirement of
public finance professionals in the field of research.

A lot of public finance professionals eventually go on to become professors
and teach public finance in universities and colleges. Not only limited to teaching,
but they also participate in university researches to improve understanding of the
field and create new tools for efficient practical applications.

1.12 PUBLIC FINANCIAL MANAGEMENT
SYSTEM

The Public Financial Management System (PFMS) is a web-based online software
application developed and implemented by the Controller General of Accounts
(CGA), Department of Expenditure, Ministry of Finance, and Government of India.
PFMS started during 2009 with the objective of tracking funds released under all
Plan schemes of Government of India, and real time reporting of expenditure at all
levels of Programme implementation. Subsequently, the scope was enlarged to
cover direct payment to beneficiaries under all Schemes. Gradually, it has been
envisaged that digitization of accounts shall be achieved through PFMS and
beginning with Pay & Accounts Offices payments, the CGA did further value
addition by bringing in more financial activities of the Government of India in the
ambit of PFMS. The outputs / deliverables for the various modes / functions of
PFMS include (but are not limited to):

(i) Payment & Exchequer Control
(ii) Accounting of Receipts (Tax & Non-tax)
(iii) Compilation of Accounts and Preparation of Fiscal Reports
(iv) Integration with Financial Management Systems of States
The primary function of PFMS today is to facilitate sound Public Financial

Management System for Government of India by establishing an efficient fund
flow system as well as a payment cum accounting network. PFMS provides various
stakeholders with a real time, reliable and meaningful management information
system and an effective decision support system, as part of the Digital India initiative
of Government of India.

The mandate given to PFMS by Cabinet decision is to provide:

1. A financial management platform for all plan schemes, a database of all
recipient agencies, integration with core banking solution of banks
handling plan funds, integration with State Treasuries and efficient and
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effective tracking of fund flow to the lowest level of implementation for
plan scheme of the Government.

2. To provide information across all plan schemes/ implementation agencies
in the country on fund utilization leading to better monitoring, review
and decision support system to enhance public accountability in the
implementation of plan schemes.

3. To result in effectiveness and economy in Public Finance Management
through better cash management for Government transparency in public
expenditure and real-time information on resource availability and
utilization across schemes. The roll-out will also result in improved
programme administration and management, reduction of float in the
system, direct payment to beneficiaries and greater transparency and
accountability in the use of public funds. The proposed system will be
an important tool for improving governance.

Check Your Progress

3. Explain Importance of Public Finance.
4. Discuss about Principle of maximum social advantage.
5. Explain the Role of state in public finance.
6. Scope of public finance includes:

[a] Public revenue [b] Public debt
[c] Public expenditure [d] All of these

7. Public Authorities Include:
[a] Central Government [b] State Government
[c]  Local Government [d]  All of these

8. Which is the main point on the basis of which public finance can be separated
from private finance:
[a] Price policy [b] Borrowings
[c]  Secrecy [d] Elasticity in income

9. Who is the father of Public Finance?
[a] Dalton [b] Pigou
[c]  Smith [d] Musgrave

10. Deficit financing as a tool of fiscal policy was suggested by:
[a]  Keynes [b] Dalton
[c]  J.B. Say [d] Marshall

11. Keynes popularised:
[a] Monetary policy [b] Fiscal Policy
[c]  Income policy [d] Price policy
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12. A budget where there is excess of expenditure over revenue is called:
[a] Surplus [b] Deficit
[c]  Balanced [d] Zero-based

13. The balanced budget principle was advocated by:
[a] Keynesians
[b] Mercantilists
[c] Classical school
[d] Neo-Classical school

14. Which one of the following is not a method for redeeming public debt?
[a] Sinking fund [b] Capital levy
[c] Terminal annuities [d] Grants in aid

15. The Finance Commission in India is appointed by:
[a] President [b] Prime Minister
[c] Chief Minister [d] Finance Minister

16. The Theory of Maximum Social Advantage was given by:
[a] Marshal [b] Dalton
[c] Musgrave [d] Mill

17. Which of the following is a Statutory Body?
[a] Finance Commission
[b] Planning Commission
[c] State Planning Board
[d] None of these

18. Author of ‘General Theory of Employment, Interest and Money’:
[a] Dalton [b] Marshal
[c] Keynes [d] Musgrave

1.13 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. Public Finance is concerned with income and expenditure of public authorities
and with the adjustment of one to the other.
Nature of Public Finance can be summarized as follows:
(i) Public Finance as Science

Science is the systematic study of any subject which studies relationship
between facts. Public finance has been held as science which deals
with the income and expenditure of the government’s finance. It studies
the relationship between facts relating to revenue and expenditure of
the government.
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(ii) Public Finance as Art
Art is application of knowledge for achieving definite objectives. Fiscal
Policy which is an important instrument of public finance makes use of
the knowledge of government’s revenue and expenditure to achieve
the objectives of full employment, economic development and equality,
price stability etc. To achieve the goal of economic equality taxes are
levied which are likely to be opposed. Therefore it is important to
plan their timing and volume. The process of levying tax is therefore
an art. Study of Public Finance is helpful in solving many practical
problems. Public finance is therefore an art also. From the above
discussion it can be concluded that public finance is both science and
art. It is positive science as well as normative science.

2. (i) Public Revenue
The income of the government through all sources is called public
income or public revenue. Public revenue is the collection of money
from the public by way of direct and indirect taxes, penalties, fines,
fees, maintenance, etc. In a modern welfare state, public revenue is of
two types, tax revenue and non-tax revenue.

(ii) Public Expenditure
Public Expenditure refers to Government Expenditure. It is incurred
by Central and State Governments. The Public Expenditure is incurred
on various activities for the welfare of the people and also for the
economic development, especially in developing countries.

(iii) Public Debt
Public debt is the total amount, including total liabilities, borrowed by
the government to meet its development budget. It has to be paid
from the Consolidated Fund of India. The term is also used to refer to
overall liabilities of central and state governments, but the Union
government clearly distinguishes its debt liabilities from the states’.

(iv) Financial Administration
Financial Administration is managing the public finance as well as
managing the needs of the government like salaries to the public
electives, expenditure on maintenance of public heritage, etc.

3. Importance of Public Finance can be summarized as follows:
1. Constant economic growth: To ensure constant economic growth,

the government relies on fiscal tools like taxes, public debt, and
expenditure, etc.

2. Rigid prices: Public finance has proved to be an essential tool used by
the government to overcome the challenges of inflation and deflation. In
the case of inflation, it minimizes the indirect taxes and expenditures
along with; it also maximizes direct tax and capital expenditure.
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3. Economic balance: To maintain financial stability, utilization of fiscal
tools is most popular among the governments of various nations. As a
common practice, the government levies a high tax raising the internal
public debt used to repay foreign debt.

4. Even distribution of resources: To reduce disparity in an economy,
the most common tool used by the government is revenue and expenditure.
In the case of high discrepancy, the government ensures to levy a high
tax on income and valuable assets of wealthy people.

4. The fiscal or budgetary operations of the state have manifold effects on the
economy. The revenue collected by the state through taxation and the
dispersal of public expenditures can have significant influence on the
consumption, production and distribution of the national income of the
country. The fiscal operations of the government resolve themselves into a
series of transfers of purchasing power from one section of the community
to another, along with the variations in the total incomes available in the
community. In fact, the fiscal activities of the state affect the allocation of
resources, the use of resources from one channel to another, hence, the
level of income, output and employment. Hence, it is desirable that some
standard or criterion should be laid down to judge the appropriateness of a
particular operation of public finance the government’s revenue and
expenditures. In a modern welfare state, such a criterion can obviously be
nothing else but the economic welfare of the people.

5. The Roles of state in public finance are as follows:
(i) Public Finance (State) Division: Public Finance (State) Division

deals with the matters connected with state finances such as issues
relating to release of Additional Central Assistance/Special Assistance
to the States for the projects/schemes for which budgetary allocation
is provided under the Demand operated by Department of
Expenditure. PF (States) Division also deals with Debt and liabilities
management of States, enforcement of the fiscal roadmap mandated
by Finance Commissions through the powers to approve borrowings
by States under Article 293 (3) of the Constitution of India,
Coordination with RBI to monitor States’ debt, collating and
maintaining state finance data, analysis of trends of State Finances,
Scrutiny of State Legislations having bearing on the State's Finances,
Continuous monitoring of the resources and Ways & Means position
of the States including their overdrafts, Analysis of States Budgets.

(ii) Finance Commission Division (FCD): The Finance Commission
Division deals with releases of Finance Commission (FC) grants as
per recommendations of respective Finance Commission. The 14th
Finance Commission has recommended mainly three types of grants-
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in aid to States for its award period 2015-16 to 2019-20 i.e. Post-
Devolution Revenue Deficit Grant, Local Bodies grants and State
Disaster Response Fund (SDRF). FCD also deals with various aspects
of National Disaster Response Fund (NDRF) i.e. IMCT visit to states,
brief for SC-NEC and HLC and release of central assistance under
NDRF based on recommendations of MHA.

(iii) Fiscal Reform Unit (FRU): FRU has been assigned the task to
keep track of status of fiscal consolidation under the recommendations
made by the respective Finance Commissions for revision in Fiscal
Responsibilities and Budget Management Act (FRBMA) and
preparation of State-wise data-base thereon.

6. [d]
7. [d]
8. [c]
9. [a]

10. [a]
11. [b]
12. [b]
13. [c]
14. [d]
15. [a]
16. [b]
17. [a]
18. [c]

1.14 SUMMARY

Public Finance is concerned with income and expenditure of public
authorities and with the adjustment of one to the other. The goals of public
finance are to recognize when, how and why the government should intervene
in the current economy, and also understand the possible outcomes of making
changes in the market.
Public Financial policy is the way of managing the public funds, but it is not
only limited to managing the public funds but also managing the other things
like price stability, economic growth, issues like inequality of income,
unemployment, human rights, etc.
Public revenue is the collection of money from the public by way of direct
and indirect taxes, penalties, fines, fees, maintenance, etc. In a modern
welfare state, public revenue is of two types, tax revenue and non-tax
revenue.
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Public Expenditure refers to Government Expenditure. It is incurred by
Central and State Governments. The Public Expenditure is incurred on
various activities for the welfare of the people and also for the economic
development, especially in developing countries.
Public debt is the total amount, including total liabilities, borrowed by the
government to meet its development budget. It has to be paid from the
Consolidated Fund of India. The term is also used to refer to overall liabilities
of central and state governments, but the Union government clearly
distinguishes its debt liabilities from the states’.
Financial Administration is managing the public finance as well as managing
the needs of the government like salaries to the public electives, expenditure
on maintenance of public heritage, etc. Marginal Social Sacrifice (MSS)
refers to that amount of social sacrifice undergone by public due to the
imposition of an additional unit of tax. Every unit of tax imposed by the
government taxes result in loss of utility. Dalton says that the additional
burden (marginal sacrifice) resulting from additional units of taxation goes
on increasing i.e. the total social sacrifice increases at an increasing rate.
While imposition of tax puts burden on the people, public expenditure confers
benefits. The benefit conferred on the society, by an additional unit of public
expenditure is known as Marginal Social Benefit (MSB).
Portfolio management is a beautiful amalgamation of commerce and science.
So if you’re someone who favours both the subjects, you’re in for some
luck. A portfolio is an overall look at the status of the investments made by
a client or company, without going into depth over each individual investment.
The Public Financial Management System (PFMS) is a web-based online
software application developed and implemented by the Controller General
of Accounts (CGA), Department of Expenditure, Ministry of Finance, and
Government of India.

1.15 KEY TERMS

Public Finance: Public Finance is concerned with income and expenditure
of public authorities and with the adjustment of one to the other. The goals
of public finance are to recognize when, how and why the government should
intervene in the current economy, and also understand the possible outcomes
of making changes in the market.
Public Financial Policy: Public Financial policy is the way of managing
the public funds, but it is not only limited to managing the public funds but
also managing the other things like price stability, economic growth, issues
like inequality of income, unemployment, human rights, etc.
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Public Revenue: Public revenue is the collection of money from the public
by way of direct and indirect taxes, penalties, fines, fees, maintenance, etc.
In a modern welfare state, public revenue is of two types, tax revenue and
non-tax revenue.
Public Expenditure: Public Expenditure refers to Government
Expenditure. It is incurred by Central and State Governments. The Public
Expenditure is incurred on various activities for the welfare of the people
and also for the economic development, especially in developing countries.
Public Debt: Public debt is the total amount, including total liabilities,
borrowed by the government to meet its development budget. It has to be
paid from the Consolidated Fund of India. The term is also used to refer to
overall liabilities of central and state governments, but the Union government
clearly distinguishes its debt liabilities from the states’.
Financial Administration: Financial Administration is managing the public
finance as well as managing the needs of the government like salaries to the
public electives, expenditure on maintenance of public heritage, etc.
Marginal Social Sacrifice (MSS): Marginal Social Sacrifice (MSS) refers
to that amount of social sacrifice undergone by public due to the imposition
of an additional unit of tax. Every unit of tax imposed by the government
taxes result in loss of utility. Dalton says that the additional burden (marginal
sacrifice) resulting from additional units of taxation goes on increasing, i.e.
the total social sacrifice increases at an increasing rate.
Marginal Social Benefit (MSB): While imposition of tax puts burden on
the people, public expenditure confers benefits. The benefit conferred on
the society, by an additional unit of public expenditure is known as Marginal
Social Benefit (MSB).  Portfolio Management Portfolio management is a
beautiful amalgamation of commerce and science. So if you’re someone
who favours both the subjects, you’re in for some luck. A portfolio is an
overall look at the status of the investments made by a client or company,
without going into depth over each individual investment.
Public Financial Management System: The Public Financial
Management System (PFMS) is a web-based online software application
developed and implemented by the Controller General of Accounts (CGA),
Department of Expenditure, Ministry of Finance, and Government of India.
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1.16 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short Answer Questions

1. Give the meaning of Public Finance.
2. Define the term of Public Finance.
3. What is Public Financial Policy?
4. Give the meaning of Public Revenue.
5. What is Public Expenditure?
6. Give the meaning of Public Debt.
7. What is Financial Administration?
8. What is Marginal Social Sacrifice (MSS)?
9. Give the meaning of Marginal Social Benefit (MSB).

10. What is Principle of Maximum Social Advantage?

Long Answer Questions

1. Discuss the Concept of Public Finance.
2. Explain objectives of Public Finance.
3. Discuss about components of Public Finance.
4. Explain various functions of Public Finance.
5. Write note on: Public Financial Policy.
6. Discuss the importance of Public Financial Policy.
7. Explain the nature of Public Finance.
8. Discuss the scope of Public Finance.
9. Explain importance of Public Finance.

10. Distinguish between private finance and public finance.
11. Explain the Principle of Maximum Social Advantage.
12. Discuss the role of State in Public Finance.
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UNIT 2 SOURCES OF REVENUE

Structure
2.0 Introduction
2.1 Objectives
2.2 Overview of Business Revenue

2.2.1 Meaning of Revenue
2.2.2 Definitions of Revenue
2.2.3 Characteristics of Revenue
2.2.4 The Concept of Revenue

2.3 Sources of Revenue
2.4 The Concept of Taxes

2.4.1 Meaning of Taxes
2.4.2 Types of Taxes
2.4.3 Benefits of Taxes
2.4.4 Advantages of Paying Taxes
2.4.5 Penalty for Not Paying Taxes

2.5 The Concept of Loans
2.5.1 Meaning of Loans
2.5.2 Characteristics of Loans
2.5.3 Types of Loans
2.5.4 Different Types of Loans in India

2.6 Meaning of Grants-in-aid
2.7 Procedure of Grants-in-aid
2.8 Types of Grants-in-aid
2.9 Origin of Canons of Taxation

2.10 Cause and Effect of Complicated Income Tax Law
2.11 Canons of Taxation
2.12 Problem of Justice in Taxation
2.13 The Problems in Taxation Faced by the Government of India
2.14 Incidence of Taxation
2.15 Taxable Capacity

2.15.1 Definitions of Taxable Capacity
2.15.2 Categories of Taxable Capacity
2.15.3 Factors Influencing Taxable Capacity
2.15.4 Significance of the Concept of Taxable Capacity

2.16 Taxation
2.17 Characteristics of Taxation
2.18 Commercial Revenue and Income from Public Domain
2.19 Administrative Revenue
2.20 Objectives of Taxation
2.21 Impact of Taxation in Indian Economy
2.22 Tax Evasion
2.23 Common Methods of Tax Evasion
2.24 Penalties for Tax Evasion
2.25 Outcome/Consequences of Tax Evasion or Avoidance
2.26 Impact of Tax Evasion
2.27 Actions Taken by Indian Government to Stop Tax Evasion
2.28 Characteristics of Indian Tax System
2.29 Defects of Indian Taxation System
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2.30 Steps of Reform of Indian Taxation System
2.31 Tax Reforms Announcements – Budget
2.32 Recent Reforms of Indian Taxation System
2.33 Tax Reforms Announced by The PM
2.34 Answers to ‘Check Your Progress’
2.35 Summary
2.36 Key Terms
2.37 Self-Assessment Questions and Exercises
2.38 Further Reading

2.0 INTRODUCTION

Revenue is the income generated from normal business operations and includes
discounts and deductions for returned merchandise. It is the top line or gross
income figure from which costs are subtracted to determine net income. The revenue
budget consists of revenue receipts of the Government of India and the expenditure
met using that revenue. The revenue budget details the sources from where the
revenue is coming to the government. The government's sources for revenue are
tax collected from people and corporations. The government also makes investments
through various instruments and receives interest and dividends on those. Its non-
tax revenue includes the disinvestments that the government does in the companies
where it holds stakes. This also accounts for the revenue for the government.

2.1 OBJECTIVES

After reading this unit, you will able to:
Describe the Sources of Revenue
Examine the concept of Canons of Taxation
Discuss about Incidence of Taxation
Analyze the Impact of Taxation and Tax Evasion

2.2 OVERVIEW OF BUSINESS REVENUE

Business revenue is money income from activities that is ordinary for a particular
corporation, company, partnership, or sole-proprietorship. For some businesses,
such as manufacturing or grocery, most revenue is from the sale of goods. Service
businesses such as law firms and barber shops receive most of their revenue from
rendering services. Lending businesses such as car rentals and banks receive most
of their revenue from fees and interest generated by lending assets to other
organizations or individuals. Revenues from a business's primary activities are
reported as sales, sales revenue or net sales. This includes product returns and
discounts for early payment of invoices. Most businesses also have revenue that is
incidental to the business's primary activities, such as interest earned on deposits
in a demand account. This is included in revenue but not included in net sales.
Sales revenue does not include sales tax collected by the business. Revenue is a
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crucial part of financial statement analysis. The company’s performance is measured
to the extent to which its asset inflows (revenues) compare with its asset outflows
(expenses). Net income is the result of this equation, but revenue typically enjoys
equal attention during a standard earnings call. If a company displays solid “top-
line growth”, analysts could view the period’s performance as positive even if
earnings growth or “bottom-line growth” is stagnant. Conversely, high net income
growth would be tainted if a company failed to produce significant revenue growth.
Consistent revenue growth, if accompanied by net income growth, contributes to
the value of an enterprise and therefore the stock price.

2.2.1 Meaning of Revenue
Revenue is the total amount of income generated by the sale of goods or services
related to the company's primary operations. Revenue is the total amount of income
generated by the sale of goods or services related to the company's primary
operations.

2.2.2 Definitions of Revenue
According to Harold Averkamp, “Revenue is the amount a company receives
from selling goods and/or providing services to its customers and clients. A
company's revenue, which is reported on the first line of its income statement, is
often described as sales or service revenues”.

According to Claudia F., “Revenue is a form of income that is earned by the
sale of goods or services. Gross revenue is the revenue earned without subtracting
costs and expenses related to the revenue, such as overhead, wages, commissions,
costs of production, and taxes. Net revenue is the income left over after you have
paid all the costs and expenses related to earning the revenue”.

2.2.3 Characteristics of Revenue
Important Characteristics of Revenue are as follows:

1. Revenue is the income generated from normal business operations and
includes discounts and deductions for returned merchandise.

2. It is the top line or gross income figure from which costs are subtracted
to determine net income.

3. Revenue is also known as sales on the income statement.
4. Revenue is often referred to as the “top line,” as it sits at the top of a

company's income statement. The top line refers to a company's revenue
or gross sales.

5. Revenue is calculated at the end of each reporting cycle, which can be
monthly, quarterly or annually. Once a company has calculated its revenue
by aggregating the amount in sales for the given time period, it reports it
on its financial statements.

6. Accrued revenue is the revenue earned by a company for the delivery
of goods or services that have yet to be paid by the customer.
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2.2.4 The Concept of Revenue
Revenue refers to the amount received by a firm from the sale of a given quantity
of a commodity in the market. The term revenue refers to the income obtained by
a firm through the sale of goods at different prices. In the words of Dooley, ‘the
revenue of a firm is its sales, receipts or income’. The revenue concepts are
concerned with Total Revenue, Average Revenue and Marginal Revenue.

1. Total Revenue

The income earned by a seller or producer after selling the output is called the
total revenue. In fact, total revenue is the multiple of price and output. The behavior
of total revenue depends on the market where the firm produces or sells.

“Total revenue is the sum of all sales, receipts or income of a firm.” Dooley
Total revenue may be defined as the “product of planned sales (output) and

expected selling price.” Clower and Due.
“Total revenue at any output is equal to price per unit multiplied by quantity

sold.” Stonier and Hague.
Thus,

TR = AR × Q
where TR = Total Revenue

AR = Average Revenue or Price per Unit
Q = Output

For example if the price of a commodity is ̀  100 and total units sold are 20
in that case total revenue will be

TR = 100 × 20 = 200
TR = 2000

2. Average Revenue

Average revenue refers to the revenue obtained by the seller by selling the per unit
commodity. It is obtained by dividing the total revenue by total output.

“The average revenue curve shows that the price of the firm’s product is the
same at each level of output.” Stonier and Hague

Thus,

AR =
TR
Q

where AR = Average Revenue
TR = Total Revenue
Q = Output

According to McDonnell, “Average Revenue is the per unit revenue received
from the sale of one unit of a commodity.”

TR = Price × Output
TR = PQ
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AR = PQ
Q

 = P

And P = f(Q) is an average curve which shows that price is a function of
quantity demanded. It is also a demand curve.

3. Marginal Revenue

Marginal revenue is the net revenue obtained by selling an additional unit of the
commodity. “Marginal revenue is the change in total revenue which results from
the sale of one more or one less unit of output.” Ferguson. Thus, marginal revenue
is the addition made to the total revenue by selling one more unit of the good. In
algebraic terms, marginal revenue is the net addition to the total revenue by selling
n units of a commodity instead of n – 1.

Therefore,

MR =
TR
Q

MRn = TRn – TRn – 1

Whereas TRn = Total Revenue of ‘n’ units
TRn – 1 = Total Revenue from (n – 1) units
MRn = Marginal revenue from nth unit
n = Any given number

A. Koutsoyiannis, “The marginal revenue is the change in total revenue
resulting from selling an additional unit of the commodity.”

If total revenue from (n) units is 110 and from (n – 1) units is 100, Then
in that case
MRn = TRn – TRn – 1 = 110 – 100
MRn = 10
MR in mathematical terms is the ratio of change in total revenue to change in

output, Therefore
MR = TR/ Q or R/ Q = MR

Total Revenue, Average Revenue and Marginal Revenue:
The relation of total revenue, average revenue and marginal revenue can be
explained with the help of table and fig.

Table Representation:

The relationship between TR, AR and MR can be expressed with the help of
Table 2.1. Relation between Total Revenue, Average Revenue and Marginal
Revenue
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Table 2.1

Unit (q) AR(TR/Q)  or Price TR(PQ) (TRn – TRn – 1)MR

1 10 10 10
2 9 18 8
3 8 24 6
4 7 28 4
5 6 30 2
6 5 30 0
7 4 28 –2
8 3 24 –4
9 2 18 –6

10 1 10 –8

From the table 2.1, we can draw the idea that as the price falls from ̀  10 to
` 1, the output sold increases from 1 to 10. Total revenue increases from 10 to
30, at 5 units. However, at 6th unit it becomes constant and ultimately starts falling
at next unit i.e. 7th. In the same way, when AR falls, MR falls more and becomes
zero at 6th unit and then negative. Therefore, it is clear that when AR falls, MR
also falls more than that of AR: TR increases initially at a diminishing rate, it reaches
maximum and then starts falling.

The formula to calculate TR, AR and MR is as under:
TR = P × Q

Or TR = MR1 + MR2 + MR3 + MR4 +….. MR
AR = TR/Q
MR = TRn – TRn – 1

In fig. 2.1, three concepts of revenue have been explained. The units of
output have been shown on horizontal axis while revenue on vertical axis. Here
TR, AR, MR are total revenue, average revenue and marginal revenue curves
respectively.

In fig. 2.1 (A), a total revenue curve is sloping upward from the origin to
point K. From point K to K’ total revenue is constant. But at point K’ total revenue
is maximum and begins to fall. It means even by selling more units total revenue is
falling. In such a situation, marginal revenue becomes negative.

Similarly, in the fig. 2.1 (B) average revenue curves are sloping downward.
It means average revenue falls as more and more units are sold.

In fig. 2.1 (B) MR is the marginal revenue curve which slopes downward.
It signifies the fact that MR with the sale of every additional unit tends to diminish.
Moreover, it is also clear from the fig. that when both AR and MR are falling,
MR is less than AR. MR can be zero, positive or negative but AR is always
positive.
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Fig. 2.1:  Concepts og Revenue

2.3 SOURCES OF REVENUE

The following points highlight the two main sources of government revenue in
India.

A. Tax Revenue
(i) Union Excise Duties: They are, presently, by far the leading source

of revenue for the Central Government and are levied on commodities
produced within the country, but excluding those commodities on which
State excise is levied (viz., liquors and narcotic drugs).
The most important commodities from the revenue point of view are
sugar, cotton, mill cloth, tobacco, motor spirit, matches and cement.

(ii) Customs: Customs duties include both import and export duties. These
are the second-most important source of revenue for the Central
Government.

(iii) Income Tax: Income tax is at present another important source of
revenue for the Central Government. It is levied on the incomes of
individuals, Hindu Undivided Families and unregistered firms.

(iv) Corporation Tax: The income-tax on the net profits of joint stock
companies is called corporation tax.
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(v) Wealth Tax: It is an annual tax on the net wealth of individuals and
Hindu undivided families. It is a progressive tax.

(vi) Gift Tax: It is a tax on gifts of property by an individual in his lifetime
to future successors.

(vii) Capital Gains Tax: It is applicable to capital gains resulting from the
sale, exchange or transfer of capital assets.

(vii) Hotel Expenditure Tax: Recently, a new tax has been levied on
those who patronize high class hotels.

(viii) Tax on Foreign Travel: Another new tax levied on foreign travel for
conserving foreign exchange as well as to raise revenue.

B. Non-Tax Revenue

(i) Interest Receipts: This largest non-tax source of Central Government’s
revenue receipts is the interest it earns mainly on the loans it has
advanced to State Governments, to financial and industrial enterprises
in the public sector.

(ii) Surplus Profits of the Reserve Bank of India (RBI): The surplus
profits of the RBI are also a part of the revenues of the Central
Government. In recent years, these have been quite substantial because

Treasury Bills for financing the Five Year Plans.
(iii) Currency, Coinage and Mint: The Government also derives income

from running the Currency Note Printing Presses. Moreover, profits
are made from the circulation of coins this profit being the difference
between the face value of the coins and their manufacturing cost.

(iv) Railways: The railways in India are owned and run by the Government
of India. Accordingly, they pay a fixed dividend to general revenues,
i.e., to the Central Government, on the capital invested in the railways.
Besides, a part of the net profits made by the railways is also payable
to the Central Government.

(v) Profits of Public Enterprises: Public enterprises owned by the
Central Government, e.g., the Steel Authority of India Ltd. (SAIL),
Hindustan Machine Tools (HMT), Bharat Heavy Electricals Ltd.
(BHEL), State Trading Corporation (STC). The profits of such Public
Sector Units (PSUs) are another source of revenue for the Government
of India.

C. Other Non-Tax Sources of Revenue
The main source among them is the Departmental Receipts of the various ministries
of the Central Government by way of fees, penalties, etc.

2.4 THE CONCEPT OF TAXES
Taxes are involuntary fees levied on individuals or corporations and enforced by a
government entity whether local, regional or national in order to finance government
activities. Taxes fall on whoever pays the burden of the tax, whether this is the
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entity being taxed, such as a business, or the end consumers of the business's
goods. The government levies taxes on the citizens of the country to produce
income for business projects, to enhance the country’s economy and to lift up the
standard of living of the nationals. The government’s authority to levy tax in our
country is drawn from the Constitution of India that deals out the supremacy to
levy taxes to the State as well as Central governments. All the taxes levied within
the country require being backed by an escorting law passed by the State Legislature
or the Parliament.

2.4.1 Meaning of Taxes
Taxes are the obligatory contribution to the state revenue; the government of India
levies on the income of workers and business gains or added up to the cost of
some transactions, goods and services.

2.4.2 Types of Taxes
Taxes are levied by governments on their citizens to generate income for undertaking
projects to boost the economy of the country and to raise the standard of living of
its citizens. The authority of the government to levy tax in India is derived from the
Constitution of India, which allocates the power to levy taxes to the Central and
State governments. All taxes levied within India need to be backed by an
accompanying law passed by the Parliament or the State Legislature. The payment
of tax is beneficial on multiple levels including the development of nation, betterment
of infrastructure, the upliftment of the society, and even for welfare activities for
the nation.

There are two main categories of taxes, which are further sub-divided into
other categories. The two major categories are direct tax and indirect tax. There
are also minor cess taxes that fall into different sub-categories. Within the Income
Tax Act, there are different acts that govern these taxes.

1. Direct Tax

Direct tax is taxes that are to be paid directly to the government by the individual
or legal entity. Direct taxes are overlooked by the Central Board of Direct Taxes
(CBDT). Direct taxes cannot be transferred to any other individual or legal entity.

Sub-categories of Direct Taxes

The following are the sub-categories of direct taxes:
(i) Income tax: This is the tax that is levied on the annual income or the profits

which is directly paid to the government. Everyone who earns any kind of
income is liable to pay income tax. For individuals below 60 years of age,
the tax exemption limit is ̀  2.5 lakh per annum. For individuals between the
age of 60 and 80, the tax exemption limit is ̀  3 lakh. For individuals above
the age of 80, the tax exemption limit is ̀  5 lakh. There are different tax
slabs for different income amounts.
Apart from individuals, legal entities are also liable to pay taxes. These
include all Artificial Judicial Persons, Hindu Undivided Family (HUF), Body
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of Individuals (BOI), Association of Persons (AOP), companies, local firms,
and local authorities.

(ii) Capital gains: Capital gains tax is levied on the sale of a property or
money received through an investment. It could be from either short-term
or long-term capital gains from an investment. This includes all exchanges
made in kind that are weighed against its value.

(iii) Securities transaction Tax: STT is levied on stock market and securities
trading. The tax is levied on the price of the share as well as securities
traded on the ISE (Indian Stock Exchange).
Prerequisite Tax: These are taxes that are levied on the different benefits
and perks that are provided by a company to its employees. The purpose
of the benefits and perks, whether it is official or personal, is to be defined.

(iv) Corporate tax: The income tax paid by a company is defined as the
corporate tax. It is based on the different slabs that the revenue falls under.
The sub-categories of corporate taxes are as follows:
(a) Dividend distribution tax (DDT): This tax is levied on the dividends

that companies pay to the investors. It applies to the net or gross income
that an investor receives from the investment.

(b) Fringe benefit tax (FBT): This is tax is levied on the fringe benefits
that an employee receives from the company. This include expenses
related to accommodation, transportation, leave travel allowance,
entertainment, retirement fund contribution by the employee, employee
welfare, Employee Stock Ownership Plan (ESOP), etc.

(c) Minimum Alternative Tax (MAT): Companies pay the IT Department
through MAT which is governed by Section 115JA of the IT Act.
Companies that are exempt from MAT are those that are in the power
and infrastructure sectors.

2. Indirect Tax

Taxes that are levied on services and products are called indirect tax. Indirect
taxes are collected by the seller of the service or product. The tax is added to the
price of the products and services. It increases the price of the product or service.
There is only one indirect tax levied by the government currently. This is called
GST or the Goods and Services Tax.

GST: This is a consumption tax that is levied on the supply of services and
goods in India. Every step of the production process of any goods or value-
added services is subject to imposition of GST. It is supposed to be refunded to
the parties that are involved in the production process (and not the final consumer).

GST resulted in the elimination of other kinds of taxes and charges such as
Value Added Tax (VAT), octroi, customs duty, Central Value Added Tax
(CENVAT), as well as customs and excise taxes. The products or services that
are not taxed under GST are electricity, alcoholic drinks, and petroleum products.
These are taxed as per the previous tax regime by the individual state governments.
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3. Other Taxes

Other taxes are minor revenue generators and are small cess taxes. The various
sub-categories of other taxes are as follows:

(i) Property tax: This is also called Real Estate Tax or Municipal Tax.
Residential and commercial property owners are subject to property
tax. It is used for the maintenance of some of the fundamental civil
services. Property tax is levied by the municipal bodies based in each
city.

(ii) Professional tax: This employment tax is levied on those who
practice a profession or earn a salaried income such as lawyers,
chartered accountants, doctors, etc. This tax differs from state to state.
Not all states levy professional tax.

(iii) Entertainment tax: This is tax that is levied on television series,
movies, exhibitions, etc. The tax is levied on the gross collections from
the earnings. Entertainment tax is also referred as amusement tax.

(iv) Registration fees, stamp duty, transfer tax: These are collected in
addition to or as a supplement to property tax at the time of purchasing
a property.

(v) Education cess: This is the levied to fund the educational programs
launched and maintained by the government of India.

(vi) Entry tax: This is tax that is levied on the products or goods that
enter a state, specifically through e-commerce establishments, and is
applicable in the states of Delhi, Assam, Gujarat, Madhya Pradesh,
etc.

(vii) Road tax and toll tax: This tax is used for the maintenance of roads
and toll infrastructure.

2.4.3 Benefits of Taxes
The purpose of taxes is to provide the government with funds for spending without
inflation. Taxes are used by the government for a variety of purposes, some of
which are:

Funding of public infrastructure
Development and welfare projects
Defense expenditure
Scientific research
Public insurance
Salaries of state and government employees
Operation of the government
Public transportation
Unemployment benefits
Pension schemes
Law enforcement
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Public health
Public education
Public utilities such as water, energy, and waste management systems

Tax is levied on a wide range of income stemming from salary, profits from
business, property rental, etc. There are also wealth taxes, sales taxes, property
taxes, payroll taxes, value-added taxes, service taxes, etc.

2.4.4 Advantages of Paying Taxes
It is compulsory and beneficial for anyone who earns a taxable salary (which is
one that exceeds the basic exemption limit) to file their income tax returns. This is
the case even if the tax liability is zero after deductions. However, even if your
income is less than the basic exemption limit, there are advantages to filing taxes.
Here are some of the benefits of paying your taxes on time:

1. Loan approvals: When applying for a loan, especially home loans,
vehicle loans, etc., major banks can request a copy of your income tax
returns. This can be ITR from the last 2 to 3 years. Having ITR can
even help to get a higher loan amount or to get your loan application
reconsidered in case it was rejected at first. This is because banks
calculate your ability to repay the loan based on your income. Income
tax returns provide a clear picture of the income and the taxes that were
paid on it in the previous years.

2. Visa applications: Many foreign consulates require you to furnish your
income tax returns of the previous years during the visa interview. While
for some the most recent one will be sufficient, others require up to 2-3
years’ worth of returns to be furnished. This is mandatory for the UK,
US, Europe, and Canada, but not so much for South East Asian countries
and the Middle East. This is because income tax returns are a proof that
you are not trying to leave the country to evade taxes. Even when traveling
abroad for leisure or business, it is always prudent to carry your ITR
receipts as this will come in handy in the case of any emergency when
you have to seek the help of a consulate.

3. Self-employed individuals: Freelancers, consultants, entrepreneurs,
and partners of firms are not eligible for the Form 16. If their annual
income exceeds the basic exemption limit, then ITR receipts can be
furnished as proof of income. It is also proof of taxes paid. This will
come in handy during any financial or business transaction.

4. Government tenders: This depends on the individual government
department with no specific strict rules, yet ITR receipts are sometimes
requested to be furnished when applying for any government tenders.
This is to ensure that you have sufficient income and can support the
payment obligations.

5. Carrying forward of losses: Short-term or long-term capital losses
are usually carried forward to be adjusted against the capital gains made
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in the subsequent years. For example, the long-term capital loss of one
year can be carried forward for up to 8 consecutive years that
immediately succeed the year in which the loss had occurred. However,
a long-term capital loss can be adjusted only against a short-term capital
gain of that year. Short-term capital gains, however, can be adjusted
against both short-term and long-term gains. However, this can only be
availed if income tax returns have been filed.

6. Claiming tax refunds: Any refunds that are due from the IT Department
can only be claimed if income tax returns have been filed. Even if income
is below the tax exemption bracket, there could be refunds from different
savings instruments that can be claimed if ITRs are filed. An example is
fixed deposits, on which there is tax deducted at source at 10%.

7. High-cover life insurance: Life cover or a term policy with sum insured
that ranges from ̀  50 lakh to ̀  1 crore can be availed only by furnishing
income tax returns which help in the verification of annual income. Such
a high insurance cover is only given when there is a high income for
which income tax return receipts are necessary.

8. Compensation: For self-employed individuals, ITR receipts may have
to be furnished in order to claim compensation in the event of a motor
vehicle accident that results in a disability or accidental death. This is
because, in order to arrive at the appropriate compensation, income of
the person is to be established first.

2.4.5 Penalty for Not Paying Taxes
The government can impose penalties of varying degrees on any individual or legal
entity who evades taxes. The penalty is dependent on the category of the tax that
has not been paid. This means that the amount that is owed as taxes should be
paid and in addition to that, the fine as well as its interest is to be paid as the
penalty.

2.5 THE CONCEPT OF LOANS

Loan is a form of debt incurred by an individual or other entity. The lender usually
a corporation, financial institution, or government advances a sum of money to the
borrower. In return, the borrower agrees to a certain set of terms including any
finance charges, interest, repayment date, and other conditions. In some cases,
the lender may require collateral to secure the loan and ensure repayment. Loans
may also take the form of bonds and certificates of deposit (CDs). The terms of a
loan are agreed to by each party before any money or property changes hands or
are disbursed. If the lender requires collateral, the lender outlines this in the loan
documents. Most loans also have provisions regarding the maximum amount of
interest, as well as other covenants such as the length of time before repayment is
required. Loans can be secured or unsecured. Mortgages and car loans are secured
loans, as they are both backed or secured by collateral. In these cases, the collateral
is the asset for which the loan is taken out, so the collateral for a mortgage is the
home, while the vehicle secures a car loan. Borrowers may be required to put up
other forms of collateral for other types of secured loans if required.
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2.5.1 Meaning of Loans
Loan is a sum of money that one or more individuals or companies borrow from
banks or other financial institutions so as to financially manage planned or unplanned
events. In doing so, the borrower incurs a debt, which he has to pay back with
interest and within a given period of time. Loans can be given to individuals,
corporations, and governments. The main idea behind taking out one is to get
funds to grow one’s overall money supply. The interest and fees serve as sources
of revenue for the lender.

2.5.2 Characteristics of Loans
Loans have the following distinguishing characteristics:

1. Time to Maturity

Time to maturity describes the length of the loan contract. Loans are classified
according to their maturity into short-term debt, intermediate-term debt, and long-
term debt. Revolving credit and perpetual debt have no fixed date for retirement.
Banks provide revolving credit through extension of a line of credit. Brokerage
firms supply margin credit for qualified customers on certain securities. In these
cases, the borrower constantly turns over the line of credit by paying it down and
re-borrowing the funds when needed. A perpetual loan requires only regular interest
payments. The borrower, who usually issue such debt through a registered offering,
determines the timing of the debt retirement.

2. Repayment Schedule

Payments may be required at the end of the contract or at set intervals, usually on
a monthly or semi-annual basis. The payment is generally comprised of two parts:
a portion of the outstanding principal and the interest costs. With the passage of
time, the principal amount of the loan is amortized, or repaid little by little until it is
completely retired. As the principal balance diminishes, the interest on the remaining
balance also declines. Interest-only loans do not pay down the principal. The
borrower pays interest on the principal loan amount and is expected to retire the
principal at the end of the contract through a balloon payment or through refinancing.

3. Interest

Interest is the cost of borrowing money. The interest rate charged by lending
institutions must be sufficient to cover operating costs, administrative costs, and
an acceptable rate of return. Interest rates may be fixed for the term of the loan, or
adjusted to reflect changing market conditions. A credit contract may adjust rates
daily, annually, or at intervals of  3, 5, and 10 years. Floating rates are tied to some
market index and are adjusted regularly.

4. Security

Assets pledged as security against loan loss are known as collateral. Credit backed
by collateral is secured. In many cases, the asset purchased by the loan often
serves as the only collateral. In other cases the borrower puts other assets, including
cash, aside as collateral. Real estate or land collateralizes mortgages. Unsecured
debt relies on the earning power of the borrower.
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2.5.3 Types of Loans
One of the reasons for boom in Indian economy is that now a days loans are easily
available and the rate of interests at which they are available are very reasonable.
Banks are giving loan for and loan against any and everything. Government too is
encouraging people to take loans for certain purposes. For example, government
is encouraging people to take housing loans by giving tax concessions. In view of
the deluge of loans that are available in the market today, we have come up with
useful information about variety of loans that are available in India. These include:

1. Secured Loans
Secured loans are the advances which are backed by assets (e.g. a car or property)
belonging to the borrower in order to decrease the risk assumed by the lender.
The assets may be forfeited to the lender if the borrower fails to make the necessary
payments. From the creditor's perspective this is a category of debt in which a
lender has been granted a portion of the bundle of rights to specified property.
Usually in secured loans the end use of loan amount drawn is given.

Following are the examples of the secured loans:
1. Car Loan is taken to buy a new/used car.
2. Home Loan is taken to buy or construct or renovate a home.
3. Car Overdraft is taken as a loan against mortgaging your car, but you

can use the amount taken for any of your personal use.
4. Loan Against Property is also a form of secured loan where you pledge

your asset and use the amount needed for consolidating your debt or for
any other end use.

5. Secured Business Loan can also be secured if any asset (machinery,
stock, raw material, building etc.) are pledged against the loan amount
required.

2. Unsecured Loans

Unsecured loans are that type of loan which does not need to put the collateral
against the loan. The loan is given on the basis of your income and expense behavior.

Following are the examples of the unsecured loans:
1. Personal Loans is the most common form of unsecured loans, which is

referred to as all-purpose loans; they are ideal to buy a product for
which you do not have ready liquidity.

2. Unsecured Business Loan, as the name explains is a type of loan that
doesn't require a collateral. It is typically at a higher rate of interest and
is taken for a comparatively smaller tenor.

3. Credit Card loans is the most flexible form of short-term borrowings
with easy repayment options.

4. Bank Overdraft is also a form by which you can avail unsecured finance
from your bank for your business.
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2.5.4 Different Types of Loans in India

1. Home Loans

To have one’s own home is the dream of every person. Now that getting a home
loan is so easy it seems everyone can fulfill his/her long cherished dream. Real
estate is currently one of the fastest growing sectors in India. Banking sector is
also registering profitable business since the last few decades, with the growth of
real estate. Majority of the banks are also offering easy home loans at attractive
rates to their customers. Now that getting a home loan is so easy, it seems everyone
can fulfill his/her long cherished dreams of purchasing lands, building their houses
and expanding their homes. Different types of home loans are tailored to suit the
heterogeneous requirements of the customers. The description of some of the
most common types of home loans is given below.

Types of Home Loans

(i) Home Purchase Loans: This is the basic home loan for the purchase
of a new home.

(ii) Home Improvement Loans: These loans are given for implementing
repair works and renovations in a home that has already been purchased
by you.

(iii) Home Construction Loan: This loan is available for the construction
of a new home.

(iv) Home Extension Loan: This is given for expanding or extending an
existing home. For instance, this may apply for a loan for the addition
of an extra room in your home and for similar cases.

(v) Home Conversion Loan: This is available for those who have
financed the present home with a home loan and wish to purchase and
move to another home for which some extra funds are required.
Through home conversion loan, the existing loan is transferred to the
new home including the extra amount required, eliminating the need of
pre-payment of the previous loan.

(vi) Land Purchase Loans: This loan is available for purchase of land
for both construction and investment purposes.

(vii) Bridge Loans: Bridge loans are designed for people who wish to
sell the existing home and purchase another one. The bridge loans
help finance the new home.

(viii) Balance Transfer Loans: Balance transfer loans help to pay off an
existing home loan and avail the option of a loan with a lower rate of
interest.

(ix) Refinance Loans: This loan helps you pay-off the debt you have
incurred from private sources such as relatives and friends, for the
purchase of your present home.

(x) Stamp Duty Loans: This loan is sanctioned to pay the stamp duty
amount that needs to be paid on the purchase of property..
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Features of Home Loan

Home loans are available on fixed rate of interest as well as floating rate of interest.
In fixed rate loans, the interest rate remains fixed over the life of the loan, irrespective
of the interest rates in the open market. The plus point of fixed rate loans is that
they remain steady over the years, making at least one aspect of your monthly
cash flow predictable. However, the flip side is that the lenders charge a higher
rate of interest for fixed-rate loans because if interest rates shoot up, they lose the
opportunity to make more money on the funds they are lending.

In floating rate loans, the rate of interest changes according to a set formula
as interest rates fluctuate in the open market. The plus point is that lenders charge
a lower rate for such loans because you are taking on some of the interest-rate
risk. The downside is that interest rates may rise anytime and you can end up
paying more than fixed rate loans. The type of interest you opt for will entirely
depend on your personal preferences.

General Information

(i) The loan amount is based on the repayment capacity of the customer.
However, it cannot be more than 85% of the cost of the property
(including the cost of the land).

(ii) The minimum term of home loan is 5 years, while the maximum duration
for the loan is 20 years, subject to the retirement age of the applicant.

(iii) Home Loans can be applied either individually or jointly, with spouse,
children (son or daughter) and even earning parents (father or mother),
but if staying with the applicant and having regular income.

(iv) Home loan eligibility can be enhanced by repaying the outstanding
loans, clubbing the income, increasing the home loan tenure and opting
for a step-up loan.

(v) The amount of loan sanctioned varies from bank to bank. Generally,
the maximum loan amount granted for the applicant would be 80% to
85% of the cost of the home.

(vi) The eligibility for the applicant depends upon his/her capacity of
repayment. It stiffens with the increase in home loan rates.

(vii) Processing charge, pre-payment penalties, commitment fees and
miscellaneous costs accompany a home loan, in many of the cases.

(viii) Providing additional security, like bonds, fixed deposits and LIC
policies, or having a guarantor can enhance your eligibility for a home
loan.

Eligibility Criteria
(i) The minimum age limit for the person applying for loan is 21 years.
(ii) For Government employees and those working at public limited

companies, the maximum age limit for applying for home loan is 60
years, while for salaried individuals, it is 58 years. For self-employed
people, the maximum age limit is 65 years.

(iii) The applicant should be graduate.
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(iv) The applicant should have a stable source of income, at the time of
availing the loan and should have a saving history as well.

Documents Required for Salaried Individuals

(i) Salary slip/Form 16 A
(ii) A photocopy of the first and last pages of Ration card or copy of

PAN/Telephone/Electricity bills
(iii) A photocopy of Investments (FD Certificates, Shares, any fixed asset

etc., or any other documents supporting the financial background of
the borrower

(iv) A photocopy of LIC policies with the latest premium payment receipts
(if any).

(v) Two passport size photographs
(vi) A photocopy of bank statement for the last six months

Documents Required for Self-Employed/Businessmen

(i) A brief introduction of Business/Profession
(ii) Balance Sheet, Profit and Loss account and statement of income with

Income Tax returns for the last three years, certified by a CA
(iii) A photocopy of Advance Tax payments (if applicable)
(iv) A photocopy of Registration Certificate of establishment under shops

and Establishments Act/Factories Act
(v) A photocopy of Registration Certificate for deduction of Profession

Tax (if applicable)
(vi) Bank statements of Current and Saving accounts for the last 6 months
(vii) A photocopy of Certificate of Practice (if applicable)
(viii) A photocopy of any bank loan (if applicable)
(ix) A photocopy of the first and last pages of the Ration card or a copy of

PAN/Telephone/Electricity Bills
(x) A photocopy of LIC policy (if applicable)
(xi) A photocopy of investments (FD Certificates, Shares, any other fixed asset
(xii) Two passport size photographs

Home Loans are Advanced for

(i) The purchase of as house/flat or the purchase of a plot of land for the
construction of a house.

(ii) The renovation/repair of an existing house/flat.
(iii) Extending an existing house.
(iv) Short term bridge finance while purchasing another house/flat.

Eligibility:
(i) Those eligible are all individuals above the age of 18 years with adequate

income to repay the loan in equated monthly installments.
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(ii) Housing loans are not normally extended to individuals who are above
58 years of age as they would retire in a short while.

Quantum:

(i) The quantum will vary from bank to bank. Banks would normally
stipulate a minimum of 100,000. The maximum would depend on the
bank and could vary from 10,00,000 to 2 crores or more.

(ii) The loan amount for repairs would normally be less – around
10,00,000.

(iii) The amount advanced will be based on the individual’s gross pay or
take home pay or net disposable income – the criteria differs from
one bank to another.

Margin:

The entire amount is rarely advanced. The loan is usually between 80% and 85%
of the cost of the house/flat is the amount disbursed.

Term of the Loan

(i) The term is dependent on the age of the buyer – the intent being that it
should be repaid before the person retires.

(ii) Most loans are for 15 to 25 years. Loans to self-employed people are
sometimes for a shorter duration.

Rate of Interest:

Interest may be fixed or floating.
Security:
(i) The property purchased is usually the security and a mortgage is taken

on the property.
(ii) As an additional security guarantees may be taken.

2. Auto Loans in India

With a excess of auto loan opportunities available in India these days. Just gather
enough amount for the initial payment and pay the rest in easy installments, by
taking up a loan. The best part about auto financing is that, apart from the new
cars, loans are available for old cars as well. After you have decided to take an
auto loan, check out the various finance schemes available in the market. After
undertaking a thorough research of each and every scheme, you will need to pick
the one that suits you the most, in terms of interest rate, monthly instalments,
duration, and so on. The size of the loan will depend upon the cost of the vehicle
and its type (standard or premium), along with the percentage financing you want
or are being offered.

General Features

(i) In case of a new car, loan amount is up to 90% of cost of the car.
(ii) In case of used car, loan amount is up to 80% of the car.



Sources of Revenue

NOTES

Self-Instructional
54 Material

(iii) The maximum loan amount is up to 3 times the annual salary (for
salaried professionals) or 6 times the annual income (for self employed
professionals).

(iv) Banks generally offer a preferential treatment to their existing customers.
If you have savings or current account with a bank, it is easier to get
the loan and you might also get preference in terms of rate of interest.

(v) Loan is given for a period of 1 to 5 years.
(vi) If you want to go for an early settlement of the loan amount, certain

charges are taken as a penalty.
(vii) For the purpose of auto loan, the interest is calculated on compound

basis.
(viii) There is also a minimum amount of auto loan that you have to take

from finance money.
(ix) In case you have been declared bankrupt, applied for bankruptcy,

defaulted in some loan in the past or a court case pending against you,
it will be very difficult for you to get an auto loan.

(x) The rate of interest for an auto loan differs from one bank to the other,
while the minimum is somewhere around 10-11 percent.

Eligibility Criteria

(i) Minimum Age of Applicant while Applying for Loan: 21 years
(ii) Maximum Age of Applicant at Loan Maturity: 58 years
(iii) Minimum Employment: 1 year in current employment and minimum 2

years of employment in general
(iv) Minimum Annual Income: 1,00,000 (net)
(v) Telephone: Must at Residence

Documents Required

(i) Proof of Identity (Copy of Passport, PAN Card, Voters ID Card or
Driving License)

(ii) Income Proof (Latest salary slip with form 16 - for salaried individuals
or IT returns for the last two financial years - for self employed
individuals and professionals)

(iii) Address Proof (Copy of Ration Card/Driving License/Voters Card/
Passport/Telephone Bill/ Electricity Bill/Life Insurance Policy/Pan Card)

(iv) Bank Statement (For the last 6 months)
(v) Two passport size photographs

3. Business Loans

Several banks give loans to cater to business requirements. Banks have laid out a
number of products specifically catering to SSI (Small Scale Industries) and (SBB)
Small Business Borrowers. Business loans are available to self-employed
professionals, firms and corporations, to meet their operating expenses, finance
capital expenditure (or acquisition of fixed assets) towards starting or expanding a
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business. Even industrial units are given business loans, to swap existing high-cost
debt from other bank/financial institution. Apart from providing funding, bank can
also issue letters of credit or give a guarantee, on behalf of the customer, to the
suppliers and even government departments, for the procurement of goods and
services on credit. The maximum amount of business loan that can be sanctioned
varies from bank to bank. However, the minimum loan amount is 25,000 and
maximum loan tenure is five years.

Types of Business Loans

Professional Loans
Professional loans are provided to self employed professionals like Doctor,
Chartered Accountant, Interior Decorator, Architect, Company Secretary, etc.
Unsecured in nature, this type of loan is not given to manufacturing, trading or
processing units. The amount of loan varies between 25,000 to 25,00,000,
considering the age of the applicant, his financial standing, his repayment capacity,
tenure of the loan (maximum 5 years) etc.

In case of professional loans, the rate of interest depends upon the prime
lending rate, is calculated on diminishing balance and can be on the fixed as well as
fluctuating basis. In many cases, it depends upon the customer’s profile and his
financial capacity. The payment is made through EMIs and in only a few cases,
tangible collateral security is required. Most of the finance companies also charge
a process fee, usually 1% of the loan amount.

Documents Required for Professional Loans
(i) Proof of Identity (Passport Copy/Voters ID Card/Driving License)
(ii) Address Proof (Ration Card/Telephone Bill/Electricity Bill/Passport)
(iii) Bank Statements (latest 6 months bank statement/passbook)
(iv) Latest ITR, along with computation of income
(v) Balance Sheet and P&L Account for the last 2 years, certified by a

CA
(vi) Qualification Proof of the Highest Professional Degree
(vii) Proof of Continuation (Trade license/Establishment/Sales Tax

Certificate)
(viii) Other Mandatory Documents (Sole Proprietorship - Declaration,

Partnership – Copy of Partnership Deed, Apart from Copy of MOA,
AOA & Board Resolution)

(ix) Two passport size photographs

Trade Loans

Trade loans are provided to traders/businessmen, so as to help them either open
a new business or operate/expand an existing one. The amount of loan varies
between 25000 to 100 lakh, considering the age of the customer, his financial
standing, his repayment capacity, tenure of the loan etc. The maximum duration
for which the loan is given is five years and it has to be repaid through Equated
Monthly Installments or EMI.
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Type of Concerns Given Business Loan

(i) Sole Proprietorships
(ii) Partnerships
(iii) Private Limited Companies

Documents Required for Sole Proprietorship/Partnership Firm
(i) Proof of Identity (Copy of Sales Tax/VAT/Service Tax/Excise

Registration Receipt, or Registration under Shops and Establishment
Act, or PAN ID/IT Return of the Concern, or Water/Electricity/
Municipal Tax Bill in the Name of the Concern, or MAPIN Card in
the Name of the Concern)

(ii) Proof of Individual Identity (Copy of Passport/Voter’s Identity Card/
Photo PAN Card/Driving License/MAPIN Card)

(iii) Proof of Residence Address (Copy of Passport/Voter’s Identity Card/
Driving License/Ration Card/Life Insurance Policy/Electricity Bill/
Telephone Bill)

(iv) PAN Number/Form 60 of the Concern
(v) Financial Documents (Copy of P & L Account and Balance Sheet for

last two years, audited by a CA and Copies of IT returns for the last
two years)

(vi) Bank Statements for last 6 months
(vii) Partnership Deed (Required only in case of Partnership Firm)
(viii) Proof of Place of Business
(ix) Two passport size photographs

Documents Required for Private Limited Company
(i) Proof of Identity (Copy of Sales Tax/VAT/Service Tax/Excise

Registration, or Registration under Shops and Establishment Act, or
PAN ID/IT Return of the Concern, or Water/Electricity/Municipal
Tax Bill in the Name of the Concern, or MAPIN Card in the Name of
the Concern)

(ii) Memorandum and Articles of Association (Copy of Certificate of
Incorporation)

(iii) Board Resolution (Copy of Annual Return establishing the shareholding
pattern)

(iv) Proof of Individual Identity for the authorized signatories and 2
directors, including the managing director (Copy of Passport/Voter’s
Identity Card/Photo PAN Card/Driving License/MAPIN Card)

(v) List of Directors
(vi) Copy of Form 32 filed with ROC
(vii) PAN Card/Form 60 of the Concern
(viii) Financial Documents (Copy of P & L and Balance Sheet for last two

years, audited by a CA, and Copies of IT returns for the last two
years)
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(ix) Bank Statements for last 6 months
(x) Proof of Place of Business
(xi) Two passport size photographs

More Information
Short-term Loans:
Used for short-term loan working capital requirements and paid within one

year.
Intermediate Loans:
Used for new business, to build inventory, buy equipment or increase working

capital, and paid between 1 and 3 years.
Long-term Loans:
Used for well-established business, to increase fixed assets, for related

business acquisitions or expansion, and paid between 3 and 5 years. At times,
used for start-up business, to purchase land or buildings, fund construction efforts
or finance long-term working capital.

4. Education Loans

Education is the essence of life. To ensure that no deserving student is denied
education for want of funds, the government is promoting education loans in a big
way. The basic aim or idea behind education loan is to bring education within the
reach of students and help them improve their prospects in life. Any student who
has secured admission in an institute of repute, whose degree/diploma is recognized
by University/Institute affiliated to any Central/State Statutory Body or recognized
by AICTE (All India Council of Technical Education) and other institutes of repute,
is eligible for educational loan.

Education loans cover cost of the school/college fee, hostel expenses, and
cost of books and stationery. Apart from this, any other expense required to
complete the course can also be considered. The maximum amount of education
loan is up to 7.50 lakh in case of studies in India and 15 lakhs for studying abroad.
The sum of money offered is against a third-party guarantee. The third-party
guarantee can come from an uncle, neighbor or friend standing guarantee for the
full amount of the loan.

Studies in India:

School education including plus 2 stage.
Graduation courses: BA, B.Com., B.Sc., BBM, BCA, BHM etc.
Post Graduation courses: MSC, M.Com, MFA, MBA, MTA, MIB &
Phd.
Professional courses: Engineering, Medical, Agriculture, Veterinary, Law,
Dental, Management, Computer etc.
Computer certificate courses of reputed institutes accredited to Dept.
of Electronics or institutes affiliated to university.
Courses like ICWA, CA, CFA etc.
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Courses conducted by IIM, IIT, IISc, XLRI. NIFT etc.
Courses offered in India by reputed foreign universities.
Evening courses of approved institutes.
Other courses leading to diploma/degree etc., conducted by colleges/
universities approved by UGC/Govt./AICTE/AIBMS/ICMR etc.
Courses offered by National Institutes and other reputed private
institutions. Banks may have the system of appraising other institution
courses depending on future prospects/ recognition by user institutions.

Studies abroad:

Graduation: For job oriented professional/technical courses offered
by reputed universities.
Post graduation: MSC, M.Com, MFA, MBA, MTA, MIB etc.
Courses conducted by CIMA–London, CPA in USA etc.

Student eligibility:

Should be an Indian National.
Secured admission to professional/technical courses through Entrance
Test/Selection  process.
Secured admission to foreign university/Institutions.
There is no need to have secured a minimum qualifying mark.

Expenses considered for loan:

Fee payable to college/school/hostel.
Examination/Library/Laboratory fee.
Purchase of books/equipments/instruments/uniforms.
Caution deposit/building fund/refundable deposit supported by Institution
bills/ receipts.
Travel expenses/passage money for studies abroad.
Purchase of computers – essential for completion of the course.
Any other expense required to complete the course – study tours, project
work, thesis etc.

The amount of loan:

Need based finance subject to repaying capacity of the parents/students with margin
and the following ceilings.

Studies in India – Maximum 7.50 lakh.
Studies abroad – Maximum 15 lakh.

Margin

Loan upto 4,00,000 – no margin need be insisted upon.
Loan above 4,00,000, the margin should be 5% for studies in India and
15% in abroad.
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Scholarship/assistantship to be included in margin.
Margin may be brought in on year-to-year basis as and when
disbursements are made on a pro-rata basis.

Security

No security need to be insisted upon for loans upto 4,00,000.
For loans above 4,00,000 collateral security of suitable value or co-
obligation of parent/guardians/third party along with the assignment of
future income of the student for payments of installments should be
obtained.

Documentation

Both the student and the parent/guardian should execute the document.
The security can be in the form of land/building/Govt. securities/Public
Sector Bonds/Units of UTI, NSC, KVP, LIC policy, gold, shares/
debentures, bank deposit in the name of student/parent/guardian or any
other third party with suitable margin.
Wherever the land/building is already mortgaged, the unencumbered
portion can be taken as security on II charge basis provided it covers
the required loan amount.
In case the loan is given for purchase of computer the same to be
hypothecated to the Bank.
Banks who wish to support highly meritorious/deserving students without
security may delegate such powers to a fairly higher level authority.

Rate of Interest

Loans upto 4,00,000 – interest rate should not exceed prime lending
rate (PLR).
Loans above 4,00,000 – PLR + 1%
The interest to be debited quarterly/half yearly on simple basis during
the Repayment  holiday/Moratorium period.
Penal interest @ 2% be charged for above 4,00,000 for the overdue
amount and overdue period.

Sanction

The loan to be sanctioned as per delegation of powers preferably by
the Branch nearest to the place of domicile.
The Reserve Bank states that no application for educational loan received
should be rejected without the concurrence of the next higher authority.
The loan to be disbursed in stages as per the requirement/demand directly
to the Institutions/Vendors of books/equipments/instruments to the extent
possible.
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Repayment

Repayment holiday/moratorium: Course period + 1 year or 6 months
after getting job, whichever is earlier.
The loan to be repaid in 5-7 years after commencement of repayment.
If the student is not able to complete the course within the scheduled
time extension of time for completion of course may be permitted for a
maximum period of 2 years. If the student is not able to complete the
course for reasons beyond his control, sanctioning authority may at his
discretion consider such extensions as may be deemed necessary to
complete the course.
The accrued interest during the repayment holiday period to be added
to the principal and repayment in Equated Monthly Installments (EMI)
fixed.
1-2% interest concession may be provided for loanees if the interest is
serviced during the study period when repayment holiday is specified
for interest/repayment under the scheme.

Follow Up

Banks to contact college/university authorities to send the progress report
at regular intervals in respect of students who have availed loans.
Processing Charge
No processing/upfront charges should be collected on educational loans.
Capability Certificate
Banks can also issue the capability certificate for students going abroad
for higher studies. For this financial and other supporting documents
may be obtained from applicant, if required.
Some foreign universities require the students to submit a certificate
from their bankers about the sponsors’ solvency/financial capability. This
is to afford them comfort that the sponsors of the students going abroad
for higher studies are capable of meeting the expenses of the students till
they complete their studies.

Other Conditions

No due certificate need not be insisted upon as a pre-condition for
considering an educational loan. However, banks may obtain a
declaration/ an affidavit confirming that no loans are availed from other
banks.
Loan applications have to be disposed of within a period of 15 days to
1 month, but not exceeding the time norms stipulated for disposing of
loan applications under priority sector lending.
In order to bring flexibility in terms like eligibility, margin, security norms,
banks may consider relaxation in the norms on a case to case basis
delegating the powers to a fairly higher level authority.
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Priority Sector Advance

Educational loans upto the limits stipulated will be considered priority sector
advances.

General Information

(i) The exact rate of interest for education loan differs from one bank to
the other. However, it usually varies from 10% to 15%.

(ii) Apart from the fee of the course, a list of other expenses is also covered
by education loans. However, the list depends upon the bank from
which you are taking the loan.

(iii) Education loan can be offered at fixed as well as floating interest rate.
The interest is usually charged on a daily or monthly reducing balance.

(iv) Generally, nationalized banks have been seen to offer variable interest
rates, while private and foreign banks charged fixed interest rates on
education loans.

(v) While applying for education loan, you will have to pay a percentage
of the loan amount, as processing fee.

(vi) In most of the cases, the entire fee for a course is not financed by the
bank. A certain proportion, called margin, has to be paid by the
applicant. The margin requirements on education loans are not very
rigid, with the average being 5 percent for studying in India and 15 per
cent for abroad.

Eligibility Criteria

(i) The applicant should be an Indian national.
(ii) He/she must have secured admission to professional/technical courses,

through entrance test/selection process
(iii) He/she should be around 16-26 years of age or any other range

specified by the bank.
(iv) He/she should not be a minor.
(v) He/she should have a good academic track record.
(vi) He/she should have parents or guardians with stable source of income.
(vii) He/she should have secured admission to a recognized university in

India or abroad.

Documents Required

(i) Mark sheet of last qualifying examination for school and graduate
studies in India

(ii) Proof of admission to the course
(iii) Schedule of expenses for the course
(iv) Copies of letter confirming scholarship, if any
(v) Copies of foreign exchange permit, if applicable
(vi) 2 passport size photographs
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(vii) Statement of Bank account for the last six months of borrower/parents
(viii) Income tax assessment order, not more than 2 years old
(ix) Brief statement of assets and liabilities of borrower/parents
(x) If not an existing bank customer, Proof of Identity and Residence
(xi) Two passport size photographs

5. Consumer Durable Loans

Consumer durable loans are for the purchase of consumer durables such as washing
machines, dish washers, mobile phones, refrigerators, cooking ranges, music
systems, televisions and the like.

Eligibility:

These loans are normally extended to persons over the age of 18 who have sufficient
disposable income to repay the loan in monthly installments,

Quantum of Loan:
(i) These loans are not large and is usually below ̀  100,000.
(ii) They may be for an amount as low in some cases as ̀  5,000.
(iii) As the amounts are usually not large, normally 90% of the value (and in

cases 100%) is advanced.
Period of the loan:
The loan is usually repayable in a period between 12 months to 36 months.
Interest:
The rate of interest varies from bank to bank.
Security:
These are usually unsecured though at times certain equipment such as

computers may be hypothecated.

Retail Loans:

Retail loans are those that are given to individuals to meet their needs as opposed
to corporate to meet business or commercial imperatives. These may be unsecured
or secured.

Unsecured loans include
Personal loans;
Some loans to professionals and self-employed persons;
Some Educational Loans.

Secured Loans include
Some educational loans;
Some loans to professionals and self-employed persons;
Loans against shares and debentures;
Vehicle Loans;
Housing Loans.
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The Reserve Bank has not stipulated (apart from housing, loans against
shares, and educational loans on aspects of these loans. The general features of
these loans are detailed in the next few sections. These may, of course vary from
bank to bank in some degree and is intended only to give the reader an
understanding of how the loans are structured.

6. Marriage Loans

Marriage is one of the most important events in a person’s life. Marriage loans
ensure that money is not a hindrance in marriage preparations. Several Indian
banks offer loans for marriage. The loan is available for meeting the expenses of
marriage of your own self as well as that of your daughter, son dependent sister
and dependent brother. The marriage loan amount that can be sanctioned varies
from bank to bank and from customer to customer, depending on a number of
factors, such as, security/collateral offered by the customer, repayment capacity
of the borrower, age of the borrower.

Generally, it is twice the net annual income of the applicant. There is no
fixed interest rate for marriage loans in India. It is mostly based on the current
market rate, at the time of taking the loan. For the loan to be disbursed, the bride
and the groom should not be less than 18 years and 21 years of age respectively.
Anyone can apply for the loan. He/she has to fill a form at bank outlet. The bank
charges processing fees, at the time of submission of the form, which varies from
one bank to the other. The repayment of the loan can be done either through
monthly/quarterly/half yearly installments or under Equated Monthly Installments
(EMI) scheme.

Eligibility for Marriage Loan

Though the eligibility criteria vary from bank to bank, following major conditions
should be fulfilled:

Minimum Age for loan: 21 years (groom)/ 18 years (bride)
Maximum Age of Applicant at the Time of Loan Maturity: 60 years
Net Annual Income: 1,44,000 p.a.
Years in Current Job/Profession: 1 year
Years in Current Residence: 1 year

Documents Required for Salaried Individuals

(i) Proof of Identity (Passport Copy/Voters ID card/Driving License).
(ii) Address Proof (Ration card, Tel/Elect. bill/Passport copy)
(iii) Bank Statement/Passbook, for last 6 months
(iv) Latest salary slip or current dated salary certificate, with latest Form 16
(v) Two passport size photographs

Self Employed Professionals and Businessmen
(i) Proof of Identity (Passport Copy/Voters ID card/Driving License).
(ii) Address Proof (Ration card, Tel/Electricity bill/Passport )
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(iii) Bank Statement/Passbook, for last 6 months
(iv) ITR for the last 2 yrs, along with along with computation of income,

Balance Sheet and P&L Account (certified by a CA)
(v) Qualification Proof of the Highest Professional Degree
(vi) Proof of Continuation (Trade License/Establishment/Sales Tax

Certificate)
(vii) Other Mandatory Documents (Sole Proprietorship, Declaration or

Certificate, Copy of Partnership Deed, Cert. Copy of MOA, AOA
& Board resolution.)

(viii) Two passport size photographs

Other Information

(i) Loan processing charges are generally levied, equivalent to 2% to 3%
of the loan amount.

(ii) Prepayment of the loan is possible after 180 days of availing the loan.
In this case, certain charges are levied, as per the bank’s norms.

(iii) The maximum limit of marriage loan is 2,00,000 to 3,00,000.

7. Personal Loans

Personal loan is an unsecured loan that does not require any security for borrowing
money. Personal loan is a lump sum amount that you take either from a bank or
building society or another lender. Such loans help you to take care of your
immediate requirements without much of a hassle. In fact, personal loan is one of
the quickest ways of borrowing money. Also, no questions regarding the end use
of the loan are asked. You can use the loan amount for any purpose such as home
renovation, marriage expenses, medical expenses, holidays, consumer durables,
higher education etc. While applying for the loan, the lender usually conducts a
credit worthiness check, before giving the loan. Personal loans are repayable in
equal monthly installments (EMIs) and the loan tenure varies from 1 to 5 years. As
personal loans are given without any security and involve a high risk, the interest
charged is usually more as compared to other loans, usually varying from 12 to
24%. Apart from this, interest processing fee is also charged from the borrowers.
Processing fee is payable at the time of processing of loan application. A pre-
payment fee is payable in case you decide to pre-close your loan account. Both
processing fee and pre-payment fee are in the range of 2-3%. Generally, personal
loans are sanctioned within 72 hours.

Types of Personal Loans

A secured loan is one in which you need to attach a guarantee against the sum of
money borrowed. This can either be in the form of your property or any fixed/
movable asset. Upon default, there is a risk of the asset being taken over by the
bank and sold off. An unsecured loan is one in which no security needs to be given
for the money borrowed. However, in this case, the lender would be charging a
higher rate of interest, taking into account the high risk involved in lending the sum.
In case the recipient fails to repay the loan, the lender can seek legal help to make
up for the loss incurred.
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Eligibility Criteria for Personal Loans

Salaried Individuals

Minimum Age of the Applicant – 21 years
Maximum Age of Applicant at Loan Maturity – 58 years
Minimum Employment Period – 2 years in total and 1 year at present
organization
Minimum Income – 8000 per month

Self Employed Professionals and Businessman
Minimum Age of the Applicant – 25 years
Maximum age of Applicant at Loan Maturity – 65 years
Minimum Business Period – Minimum 3 years in current business and 5
years total experience
Minimum Annual Income 60,000

Documents Required for Personal Loan
Bank Statement for last three months (where salary/income is credited)
Salary Slips for last three months (if salaried) or ITR for the last two
years (if self-employed)
Proof of Continuity in Current Job - Form 16/Company Appointment
Letter (if salaried)
Proof of Identity (Copy of Passport/Driving License/Voters ID/PAN
Card/Photo Credit Card/Employee ID Card)
Proof of Residence (Copy of Ration Card/Utility Bill/LIC Policy Receipt)
Proof of Qualification Highest Degree (for Professionals/Govt
employees)
For Professionals – proof of qualification, say degree, registration with
professional council etc.
Two passport size photographs

Loans against Home

Loan against home connotes a loan that is given or disbursed against the mortgage
of home, as a certain percentage of market value of the property. Generally, the
loan amount that is sanctioned ranges from 40% to 70% of the market value, with
a minimum threshold limit of ̀  2 lakh. A loan against home works out to be much
cheaper than personal loan. The rate is lower because the lending entity has a
security in the form of the housing mortgage vis-à-vis a personal loan that is given
without any security.

Amount of Loan Depends Upon
Your income, savings, debt obligations
Cost/value of the property mortgaged
Your repayment track record for other loans, credit cards etc.
Number of years in service/business
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Eligibility Criteria

Salaried Individuals

Minimum Age of Applicant: 21 years
Maximum Age of Applicant at the Time of Loan Maturity: 60 years
Minimum Net Monthly Income: 12,000/month

Self-employed Individuals

Minimum Age of Applicant: 21 years
Maximum Age of applicant at the Time of Loan Maturity: 65 years
Minimum Annual Income: 1,50,000/year

Documents Required

(i) Proof of Residence (Copy of Ration Card/Telephone Bill/Electricity
Bill/Voters Card)

(ii) Proof of Identity – (Copy of Voters Card/Drivers License/Employers
Card)

(iii) Bank Statement/Passbook, for past 6 months (where salary/income
is credited)

(iv) Salary Slip for last 3 months, with all deductions
(v) Form 16 for the last 2 years
(vi) Copy of all Property Documents
(vii) In case of self employed professionals, apart from the above

documents, certified financial statement for last 2 years is required
(viii) Two passport size photographs

Other Details

(i) Generally, loan processing charge of 2% is levied.
(ii) Pre-payment is allowed after 6 months. Generally, prepayment charge

equivalent to 4% of the outstanding principal is levied.
(iii) In most of the cases, the minimum amount of loan against property is

25,000 and the maximum amount is 1.5 crore (15 million).
(iv) The charges that might apply in case of loan against property are

processing fee, pre-payment fee, charges for changing from fixed to
floating rate of interest and charges for changing from floating to fixed
rate of interest.

8. Loans against Auto

Loan against auto is available in the form of overdraft against car. The rate of
interest is lower than interest in case of personal loan.

Loan against auto is available in the form of overdraft against car. The rate
of interest is lower than interest in case of personal loan. The money can be utilized
for personal as well as business needs. The overdraft amount that can be sanctioned
is up to 80% of the value of the car. All vehicles are valued by Bank empanelled
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valuers. To receive the overdraft amount, a Current Account with an overdraft
limit is created in borrower’s name. The interest is charged only on the amount
withdrawn. Most of the banks give overdraft facility even if the car is hypothecated
in another financier’s name. Usually, the overdraft facility is not given if the car is
more than 9 years old.

Documents Required

(i) Proof of Residence (Copy of Photo Ration Card with DOB/Photo
Driving License with DOB/Passport Copy/Electricity Bill/Telephone
Bill/Credit Card Statement/Employer Certificate or ID/Lease
Agreement)

(ii) Proof of Identity (Copy of Passport/Photo Driving License with DOB/
Voters ID Card/ PAN Card/Photo Ration Card with DOB)

(iii) Proof of Income: Latest Salary Slip and latest form 16 or latest ITR
(iv) Proof of Signature (Copy of Passport copy/Photo Driving License

with DOB/PAN Card/Credit Card Statement/Banker’s Verification/
Copy of IP paid to Bank and cleared)

(v) Two passport size photographs

9. Loans against Shares

It is advisable to take loan against equity (shares & debentures) only when you are
expecting a certain sum of money a few months down the line and you need some
funds in the interim. The main purpose of taking loans against shares is to preserve
investment, apart from taking care of personal needs. People also resort to such a
loan to meet their contingencies and get liquidity without actually selling the shares.
It is advisable to take loan against equity (shares & debentures) only when you are
expecting a certain sum of money a few months down the line and you need some
funds in the interim. If you are reinvesting the loan amount, ensure that the benefits
you derive are more than the cost you have to incur. Carefully consider the risk
involved in such a move. The RBI allows banks to lend up to 75% of the value of
demat shares and 50% of the value of physical shares. However, banks can, and
do, fix their own limits with respect to the extent of funding within that range.
Generally, demat shares get you a larger loan amount, in a much faster time, at
lesser rate of interest and at smaller processing fee, than those in physical form.
Every lender has an approved list of securities that he lends against and this list
varies from one lender to the other. There are other conditions that lenders apply
on equity loans:

The loan is extended against shares of eligible companies and, in a few
cases, units of reputed open-ended mutual funds.
Generally, a maximum of 20 shares can be pledged, at a time.
Only fully paid-up shares, in the lender’s approved list of securities are
accepted.
Shares held in the name of minors, HUFs, NRIs and companies are
generally not accepted.
Loans against mutual fund units are based on their NAV value.
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Necessary Conditions

The shares should be on the approved list of the bank, which would be
revised from time to time.
The shares should be fully paid up.
Scrips in the name of corporate, minors, Firms, HUF, and NRIs are not
eligible for finance under this scheme.
The directors or promoters of companies cannot pledge scrips of the
same company.
All shares should be strictly in their marketable lots.

Documents Required for Shares in Demat Form

Request form for transaction.
Photocopy of dividend warrants of shares and units to be pledged.
Covering letter from the company received by the shareholder at the
time of transfer.

Documents Required for Shares in Physical Form

(i) Share certificates.
(ii) Signed and valid transfer deeds (not more than a month old).
(iii) Photocopies of dividend warrants of shares and units to be pledged.
(iv) Allotment letter for rights or bonus shares from the company, or broker

contract note specifying share certificate and distinctive numbers.
(v) Covering letter from the company received by the shareholder at the

time of transfer.

General Information

(i) The amount of loan that can be availed under “Loans against Shares”
depends on the form of shares – physical or demat. A minimum amount
of 100,000 has to be taken under the scheme. As for the maximum
amount, it is up to 10,00,000 for physical shares and up to 20,00,000
for Demat shares.

(ii) The rate of interest that is charged on loan against shares usually ranges
between 15% and 18.5%. An extra interest of 2% p.a. might also be
charged on the amount by which your outstanding amount exceeds
the limit and for the period it is in excess.

(iii) Apart from your own shares, you can also pledge the shares of your
spouse, children (above 18 years of age), parents, brother(s)/sister(s),
in laws, grandparents and grandchildren (above 18 years of age)

(iv) The amount of loan that you will get depends on the valuation of the
security, applicable margin, your ability to service and repay the loan
and other conditions, as applicable from time to time and from bank
to bank.
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(v) The charges that are levied in case of loan against shares include
processing fees (usually 1-1.5% of the loan amount) and, at times,
documentation charges (varies from bank to bank).

(vi) In case of demat shares; around 65% of the amount of scrips pledged
is available as overdraft. The percentage drops down to 50% if the
shares are in physical form.

Advances to Individuals

Banks may grant advances against the security of shares, debentures or bonds to
individuals subject to the following conditions:

Loans against shares, debentures and bonds of public sector
undertakings (PSUs) may be granted to individuals to meet contingencies
and personal needs or for subscribing to rights or new issues of shares/
debentures/bonds or for purchase in the secondary market, against the
security of shares/debentures/bonds held by the individual.
Loans against the security of shares, debentures and PSU bonds if held
in physical form should not exceed the limit of 10,00,000 per borrower
if the shares are in physical form and 20,00,000 per borrower if the
shares are in dematerialized form.
Banks can grant advances to employees for purchasing shares of their
own companies under Employee Stock Option Plans to the extent of
90% of the purchase price or 20,00,000 whichever is lower.
Banks should maintain a minimum margin of 50% of the market value of
equity shares/convertible debentures held in physical and dematerialized
form. These are minimum margin stipulations and banks may stipulate
higher margins for shares whether held in physical form or dematerialized
form. The margin requirements for advances against preference shares/
non-convertible debentures and bonds may be determined by the banks
themselves.
Each bank should formulate with the approval of the Board a Lending
Policy for grant of advances to individuals against shares/debentures/
bonds keeping in view the general guidelines given by the Reserve Bank.
Banks should obtain a declaration from the borrower indicating the extent
of loans availed of by him from other banks as input for credit evaluation.
It would also be necessary to ensure that such accommodation from
different banks is not obtained against shares of a single company or a
group of companies. As a prudential measure, each bank may also
consider laying down an aggregate limit of such advances.

2.6 MEANING OF GRANTS-IN-AID

Grant is a quantity of money, i.e., financial assistance, given by a government,
organization, or person for a specific purpose. Unlike a loan, you do not have to
pay back the money. The government may also award grants for home insulation,
community projects or setting up businesses.
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A government grant is a financial award given by a federal, state, or local
government authority for a beneficial project. It is effectively a transfer payment. A
grant does not include technical assistance or other financial assistance, such as a
loan or loan guarantee, an interest rate subsidy, direct appropriation, or revenue
sharing. The grantee is not expected to repay the money but is expected to use the
funds from the grant for their stated purpose, which typically serves some larger
good.

In certain cases, there may also be revenue-sharing agreements with the
government for instance, in the case of a discovery that leads to a profit-generating
patent.

Twenty-six federal agencies administer more than 1,000 grant programs
annually to provide funding for the arts, the sciences, and educational institutions.
Government grants help fund ideas and projects providing public services and
stimulating the economy. For example, an economics program may be designed
to strengthen empirical and theoretical economic analysis, as well as the methods
for rigorous research on economic behavior.

A grant-in-aid is money coming from a central government for a specific
project. Such funding is usually used when the government and the legislature
decide that the recipient should be publicly funded but operate with reasonable
independence from the state.

A grant-in-aid has funds allocated by one level of government to another
level of government that are to be used for specific purposes. Such funds are
usually accompanied by requirements and standards set by the governing body
for how they are to be spent.

In India, Grants-in-Aid are given to the states besides the sharing of taxes
between the Centre and States. Article 275 of Indian Constitution empowers the
Parliament to make grants to only those states that need financial assistance. This
sum is charged on the Consolidated fund of India every year. It's also granted for
the welfare of Scheduled Tribes in a state and the administration of scheduled
areas in some states such as Assam. Finance Commission recommends it. Article
282 provides for both Centre and the States to make any grants for any public
purpose. It's in the discretion of the government, not a statutory obligation. This
also helps in implementing national plans effectively. There was another temporary
form of grants-in-aid for a period of ten years after independence. It was given to
jute producing states in Eastern India in lieu of export duties on jute and jute
products on the recommendations of Finance Commission.

2.7 PROCEDURE OF GRANTS-IN-AID

Horizontal imbalances are addressed by the Finance Commission through the
system of tax devolution and grants-in-aid, the former instrument used more
predominantly:

1. Under Article 275 of the Constitution, Finance Commissions are
mandated to recommend the principles as well as the quantum of grants
to those States which are in need of assistance and that different sums
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may be fixed for different States. Thus one of the pre-requisites for
grants is the assessment of the needs of the States.

2. The First Commission had laid down five broad principles for determining
the eligibility of a State for grants. The first was that the Budget of a
State was the starting point for examination of a need.

3. The second was the efforts made by States to realize the potential and
the third was that the grants should help in equalizing the standards of
basic services across States.

4. Fourthly, any special burden or obligations of national concern, though
within the State’s sphere, should also be taken into account.

5. Fifthly, grants might be given to further any beneficent service of national
interest to less advanced States. By and large, these principles have
guided the grants recommended by all the Finance Commissions.

6. Grants recommended by the Finance Commissions are predominantly
in the nature of general purpose grants meeting the difference between
the assessed expenditure on the non-plan revenue account of each State
and the projected revenue including the share of a State in Central taxes.
These are often referred to as ‘gap filling grants’. The issues relating to
non-plan deficit grants are discussed in detail in a separate section. Up
to the Fifth Commission, grants were recommended only for covering
the non-plan revenue deficits of States after tax devolution with only a
few exceptions.

7. The First Commission recommended grants for the expansion of primary
education The Third Commission recommended grants to cover 75 per
cent of the revenue component of State Plans. The Government of India
did not agree with this recommendation on the ground that since Central
assistance was specifically sanctioned for the Third Five-Year Plan, there
was no need for grants for Plan purpose.

8. The position began to change with the Sixth Finance Commission when
that Commission was asked to consider the requirements of States which
were backward in standards of general administration with a view to
bringing them to the levels obtaining in the more advanced States. It
took the view that a Finance Commission was basically concerned with
expenditure on revenue account and therefore recommended upgradation
grants for meeting the revenue expenditure deficiencies of certain States
in areas like general administration, administration of justice, jails, police,
primary education, medical and public health and welfare of scheduled
castes, scheduled tribes and other backward classes.

9. The Seventh Commission was asked to consider upgradation of
standards in non-developmental sectors and services. The Commission
restricted the scope of grants to administration of taxes, treasury and
accounts administration, judicial administration, general administration,
police and jails. Like the Seventh, the Eighth and the Tenth Commissions
were asked to consider non-developmental sectors. However, both these
Commissions recommended grants for developmental sectors like
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education and health. As the ToR of the Ninth Commission did not
specifically refer to the requirements of upgradation, that Commission
did not recommend any grants in its report for the period 1990-95.

10. The Commissions also recommended a mechanism to monitor the
utilization of upgradation grants. The Eleventh and Twelfth Finance
Commissions did not recommend any upgradation grants.

11. As indicated earlier, the Sixth Commission considered grants for meeting
revenue expenditure alone. The Seventh commission took the view that
there was no restriction imposed by Article 275 in making grants for
capital expenditure.

12. The Seventh Finance Commission took into account the requirements
on capital account while recommending grants under upgradation and
special problems. Even so, the scope of the Finance Commission grants
remained grants-in-aid of the revenues to enable States to meet capital
expenditure. These grants were by no means capital resource devolution.
Over the years, the scope of grants to States was extended further to
cover special problems.

13. The Eighth Finance Commission felt that one of the objectives of the
grants-in-aid was to support States in their efforts to solve special
problems facing them. Accordingly, it recommended grants for special
problems in ten states.

14. The Ninth Finance Commission too recommended special problem
grants for the year 1989-90 but did not recommend any such grants for
the period 1990-95 on the ground that such problems were meant to
be dealt with by the Plan itself.

15. The Tenth, Eleventh and Twelfth Finance Commissions also
recommended grants for solving special problems. Following the seventy
third and seventy fourth amendments to the Constitutions, the Finance
Commissions were charged with the additional responsibility of
recommending measures to augment the Consolidated Fund of a State
to supplement the resources of local bodies. This has resulted in further
expansion in the scope of Finance Commission grants. The Tenth
Commission was the first Commission to have recommended grants for
rural and urban local bodies, though its ToR were not amended
consequent to the Constitutional amendment. All the subsequent
Commissions had recommended grants to rural and urban local bodies.
Grants to local bodies constituted 17.5 per cent of the total grants
recommended by the Twelfth Finance Commission.

16. The Twelfth Finance Commission further extended the scope of grants
to achieve equalization of expenditure across different states. While full
equalisation of expenditure would require a steep step up in the grants,
the Commission restricted itself to partial equalization of services in two
sectors, namely education and health.

17. The Commission recommended grants under education to eight States
and those under health to seven States, where the levels of revenue
expenditure were lower relative to the average expenditure.
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18. The Commission adopted a new approach by recommending grants for
the maintenance of roads and bridges and public buildings. These grants
are in addition to the normal expenditure that the States would be incurring
on the maintenance of these assets.

19. Thus, over the years, there has been considerable extension in the scope
of grants-in-aid. Now the Finance Commission grants cover in addition
to meeting the non-plan revenue deficits, requirements of States on
account of special problems, and partial equalisation of certain basic
services. They even cover the capital expenditure needs of States in
these sectors. As a result, the share of the gap grants in total grants had
come down to about 40 per cent during the period covered by the
Twelfth Finance Commission.

2.8 TYPES OF GRANTS-IN-AID

Apart from distribution of taxes between Centre and states, the constitution provides
for mainly two types of grants-in-aid viz. statutory grants and discretionary grants:

1. Statutory Grants

Article 275 makes provisions for statutory grants to needy states {not every state}.
These are charged on Consolidated Fund of India. Such grants also include specific
grants for promoting the welfare of the scheduled tribes in a state or for raising the
level of administration of the scheduled areas in a state including the State of Assam.
The bases of these grants are recommendations of finance commission.

2. Discretionary Grants

Under article 282, both centre and states are able to make any grants for public
purpose even if they are not within their legislative competence. Since such grants
are discretionary, there are no obligations to make such grants. During the planning
commission era, these discretionary grants were in fact bigger than statutory grants
and that is why planning commission had assumed very important role.

3. Other Grants

For initial 10 years, constitution had made special grants for Assam, Bihar, Odisha
and West Bengal for promotion and protection of jute industry.

2.9 ORIGIN OF CANONS OF TAXATION

Original Income-Tax Act, 1961 was well drafted by learned officials in Finance
Ministry and it was capable of meeting the expectation of the Government in all
future events, except requiring amendments for events and changes taking place in
this 21st Century. One side Income-Tax Departments says that only assesses e-
mail address should be provided to enable them to file returns voluntarily. On the
other hand, CBDT amending Income-Tax law in such a way that compliance of
return filing should be given by approaching more than one Tax Professional with
their Digital Signature Certificates who are considered as Super Specialist in Income-
Tax law..
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These are still regarded as characteristics of a good tax system. However,
there have been significant developments in economic theory and policy since
Adam Smith wrote his book “The Wealth of Nations”. Activities and functions of
Government have enormously increased.

Now, the Governments are expected to maintain economic stability at full
employment level, they are to reduce inequalities in the income distribution, and
they are also to perform the functions of a Welfare State. Above all, they are to
promote economic growth and development, especially in the developing countries,
net only through encouraging private enterprise but to undertake the task of
production in some strategic industries. Thus, in order to devise a good tax system,
these objectives and functions of Government’s economic policy must be kept in
view.

It may be noted that Adam Smith was basically concerned with how the
wealth of nations or, in other words, production capacity of the economy can be
increased and he thought that private enterprise working on the basis of free market
mechanism would ensure efficient use of resources and, if left unfettered would
bring about rapid economic growth.

His ideas about public finance were influenced by his economic philosophy
of virtues of free private enterprise. In proposing the above mentioned canons of
taxation, he was guided only by the sole objective that Government should be
able to raise sufficient revenue to discharge its limited functions of providing for
defence, maintaining law and order, and, public utility services.

Both the objectives and functions of modern Governments have increased
necessitating large resources. Therefore, the modern economists have added other
principles or characteristics which taxation system of a country must satisfy if the
objectives of modern Governments are to be achieved. In what follows we shall
spell out in detail the principles and characteristics of a good tax system starting
with the explanation of Smithian canons of taxation.

2.10 CAUSE AND EFFECT OF COMPLICATED
INCOME TAX LAW

1. It has become very difficult for Tax Professionals to follow-up the
amendments made to Income-Tax law in every budget to support
voluntary compliance.

2. Department officials are using the complicated Income-Tax law as tool
for harassment in the course of assessment proceedings

3. On looking at amendment made in every budget, it is evident that there
is no correlation between intent and action of Central Board of Direct
Taxes

4. Scrutiny assessments are concluded by assessing officers keeping in
mind that some additions has to be made, if not higher officers will doubt
about their work.
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5. Slogan of Income-Tax Department “Simplification of Income-Tax law
and Citizen Charter” published in the wall post of Income-Tax
Department are only guise.

Check Your Progress

1. Discuss the characteristics of Revenue.
2. Explain various sources of Revenue.
3. Discuss different types of Loans.

2.11 CANONS OF TAXATION

The characteristics or qualities of good tax system have been described below as
canons of taxation. Taxes should be collected by the Govt. like plucking flower
without affecting the whole flowering plant.

1. Canon of Equality and Equity

Taxation must ensure justice & the burden of tax must be distributed equally based
on the ability of tax payer. The first canon or principle of a good tax system
emphasised by Adam Smith is of equality. According to the canon of equality,
every person should pay to the Government according to his ability to pay, that is
in proportion of the income or revenue he et jove onder the protection of the
State.

Thus under the tax system based on equality principle the richer persons in
the society will pay more than the poor. On the basis of this canon of equality or
ability to pay Adam Smith argued that taxes should be proportional to income,
that is, everybody should pay the same rate or percentage of his income as tax.

However, modem economists interpret equality or ability to pay differently
from Adam Smith. Based on the assumption of diminishing marginal utility of money
income, they argue that ability to pay principle calls for progressive income tax,
that is, the rate of tax increases as income rises. Now, in most of the countries,
progressive system of income and other direct taxes have been adopted to ensure
equality in the tax system.

It may, however, be mentioned here that there are two aspects of ability to
pay principle. First is the concept of horizontal equity. According to the concept of
horizontal equity, those who are equal, that is, similarly situated persons ought to
be treated equally.

This implies that those who have same income should pay the same amount
of tax and there should be no discrimination between them. Second is the concept
of vertical equity. The concept of vertical equity is concerned with how people
with different abilities to pay should be treated for the purposes of division of tax
burden. In other words, what various tax rates should be levied on people with
different levels of income, A good tax system must be such as will ensure the
horizontal as well as vertical equity.
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2. Canon of Certainty

Tax payable by person should be certain and not arbitrary Presumptive taxation
not permissible. Another important principle of a good tax system on which Adam
Smith laid a good deal of stress is the canon of certainty. To quote Adam Smith,
‘the tax which each individual is bound to pay ought to be certain and not arbitrary.

The time of payment, the manner of payment, the quantity to be paid ought
all to be clear and plain to the contributor and to every other person. A successful
function of an economy requires that the people, especially business class, must
be certain about the sum of tax that they have to pay on their income from work or
investment.

The tax system should be such that sum of tax should not be arbitrarily fixed
by the income tax authorities. While taking a decision about the amount of work
effort that a person should put in or how much investment should he undertake
under risky circumstances, he must know with certainty the definite amount of the
tax payable by him on his income. If the sum of tax payable by him is subject to
much discretion and arbitrariness of the tax assessment authority, this will weaken
his incentive to work and invest more.

Moreover, lack of certainty in the tax system, as pointed out by Smith,
encourages corruption in the tax administration. Therefore in a good tax system,
“individuals should be secure against unpredictable taxes levied on their wages or
other incomes. The law should be clear and specific; tax collectors should have
little discretion about how much to assess tax payers, for this is a very great power
and subject to abuse.”

In the opinion of the present author the Indian tax system violates this canon
of certainty as under the Indian income tax law, a lot of discretionary powers have
been given to the income tax officers, which have been abused with impunity. As
a result, there is a lot of harassment of the tax payers and corruption is rampant in
the income tax department.

3. Canon of Economy

Complex & ever changing nature of tax law in India require highly trained personnel
involving high administrative cost and inordinate delay in assessment and collection
of taxes. The Government has to spend money on collecting taxes levied by it-
Since collection costs of taxes add nothing to the national product, they should be
minimized as far as possible. If the collection costs of a tax are more than the total
revenue yielded by it, it is not worthwhile to levy it.

More complicated a tax system, more elaborate administrative machinery
will be employed to collect it and consequently collection costs will be relatively
larger. Therefore, even for achieving economy in the tax collection, the taxes should
be as simple as possible and tax laws should not be subject to different
interpretations.

4. Canon of Convenience

Tax should be collected in convenient manner. There should be simple process of
payment of tax when it is deducted at source. In India TDS payment is not
convenient for the reason that middle man interference is required to appropriate
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the tax to particular PAN A/c. Only in case of TDS on property sale is convenient
for the reason tax deducted is directly appropriated to respective PAN A/c.
According to the third canon of Adam Smith, the sum, time and/manner of payment
of a tax should not only be certain but the time and manner of its payment should
also be convenient to the contributor. If land revenue is collected at the time of
harvest, it will be convenient since at this time farmers reap their crop and obtain
income.

In recent years efforts have been made to make the Indian income tax
convenient to the tax payers by providing for its payments in installments as advance
payments at various times during the year. Further, income tax in India is levied on
the basis of income received rather than income accrued during a year. This also
makes the income tax system convenient. However, there is a lot of harassment of
the tax payers as they are asked to come to the income tax office several times
during a year for clarifications of their income tax returns.

5. Canon of Elasticity
Taxation should be elastic, more revenue automatically fetched when income of
person rises, i.e., it should have built-in flexibility.

6. Canon of Productivity

Tax must yield sufficient revenue collection and should not adversely affect economic
production.

7. Canon of Simplicity

Tax law should be simple and should not go beyond the understanding of layman.
This is what lacking in Indian Income-Tax law.

8. Canon of Diversity

In multiple tax system, tax payer will not be burdened with high incidence of tax in
aggregate. This may not be in vogue due to implementation of GST in India. Very
purpose of GST is to have single Indirect Tax System in India.

9. Canon of Expediency

Levying tax on agricultural income lacks social, political or administrative expediency
in India and hence Govt. of India cannot tax agricultural income

2.12 PROBLEM OF JUSTICE IN TAXATION

India has a thriving and continuously adopting new changes in accordance with the
state of the country. It has drawn the power to do so from the Constitution of
India, which allows the Central government and the State Government to levy
taxes. Collecting taxes is a way of income for the government, which is later, used
for various purposes in order to boost the economy of the country.

The power to levy taxes has been distributed among a three tiers of the
government i.e., Central Government, State Government, Local Bodies. The
Central Government is given power to collect taxes in regard with Income Tax,
Custom Duties, Central Excise and Sales Tax and Service Tax. The State
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Government has been empowered to levy taxes in regard to Sales Tax (intra State
sale), Stamp Duty, State Excise, Land Revenue, Duty on Entertainment and tax
on Profession and Callings. The Local Bodies are empowered to levy taxes on
properties, Tax on Markets, Octroi etc.

Over the past decade, significant changes have been taken place in the tax
system wherein slabs for imposition of the tax have undergone major changes,
restructuring the rates of any particular tax being levied by the government, tax
laws have been simplified for better understanding of the people.  With the recent
economic reforms tax structure in India has been in line with the Liberal Policy.
Few of the changes include rationalization of tax structure, reduction in corporate
tax, introduction of the value added tax, customs duties to be aligned with the
ASEAN levels. These reforms have led to a better compliance, better enforcement,
and easy payment of the taxes levied.

Taxes are classified into two different types:

Direct Taxes
The tax paid is known as such because the burden directly falls on the taxpayer.
The government levies tax on the residents, business entities and non-business
entities. The tax levied depends on the capacity of the individual and the residential
status.

The residential status of an individual as per Section 6 of the Income Tax
Act, 1961, is determined by the following:

If the individual stayed in India for minimum of 182 days in the previous
year
If the individual has stayed for a minimum of 60 days in the previous
year and 365 days in the previous 4 years immediately preceding the
current previous year.
If the above conditions have been satisfied then that individual becomes
a resident of India and is therefore, liable to be taxed as per the provisions
of the Income Tax Act, 1961.
According to exception in Section 6(1)(c) , any individual if working on
any Indian Ship as per the Merchant Shipping Act,1958, or for the
purpose of employment outside India, that particular has to stay for a
minimum of “182 days” instead of “60 days” as mentioned in the second
condition.

The tax is levied under the “Five Different Heads” as mentioned below:
Income from Salaries
Income from Business or Profession
Income from Property
Income from Capital Gains
Income from Other Sources
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Disadvantages of Direct Taxes:

1. Inconvenient: As they are directly being levied to the taxpayer it pinches
the taxpayer so they find ways to avoid paying tax.

2. Evadable: the taxpayer can submit false returns and evade the taxes.
3. Social conflict: Direct tax encourages social conflict as not every part

members of the society has to pay direct taxes.
4. Discourages Savings and Investment: Excessive increase in direct

taxes may discourage savings and investment which in long term will
affect country’s economy.

Indirect Taxes

These taxes are levied indirectly on the taxpayer. It is a vast ocean as many number
of taxes come under indirect taxes such as Customs, Union Excise Duties, Service
Tax, Entertainment Tax, Tax on Vehicle etc. These taxes are governed more by
notifications given time to time by the Government rather than an Act enacted by
the Parliament.

Advantages of Indirect Taxes:

1. Convenient: Indirect taxes are imposed on Manufacturers, seller’s and
traders but their burden is imposed on the consumers who buy the goods
and services and thus the consumers are the final tax payers. They are
convenient from point of view as taxpayer as he pays indirect taxes in
small amounts. Also they are convenient to government as they collect
these taxes in lump sum from the manufacturers.

2. Difficult to evade: Since the consumers tend to pay taxes on the
products they buy it is difficult to evade the tax when imposed in this
form.

3. Wide Coverage: Since people from all over the country buy goods, the
tax imposed on them is unavoidable by the people so it covers a wide
area.

4. Elastic: Some of the indirect taxes are elastic in nature, when government
wants to raise the revenue they increase the indirect taxes.

5. Universality: Both rich and the poor pay the tax equally so it has a
universal appeal

Disadvantages of Indirect Taxes:

1. Inequitable: The Burden of Indirect Taxes is more on poor people
than rich people. Hence Indirect Taxes are considered to be Inequitable

2. Uneconomical: As government has to make a lot of expenses for
collection of the Indirect Taxes, this taxes are considered as uneconomical.
Final Consumer has to pay much higher amount than received by the
government.



Sources of Revenue

NOTES

Self-Instructional
80 Material

3. Uncertainty: Amount of Indirect Tax Collection cannot be predicted
as increase in Indirect Tax Results in Increase in Prices of the commodity
and thus reduces the demand of the commodity. Hence there is always
uncertainty over the amount of indirect taxes collected

4. Inflationary: As Indirect Taxes increases the prices of the commodity,
they are considered as inflationary. If Government depends more on
indirect taxes, then Inflation will keep on increasing.

2.13 THE PROBLEMS OF TAXATION FACED
BY THE GOVERNMENT OF INDIA

Though Indian Tax Structure has undergone changes from time to time still it is far
from being the epitome of impeccable tax structure. The government is facing
many problems such as:

1. Tax Evasion

It is one of the main problems faced in India. People evade tax through illegal and
unfair means. They may claim lesser profit, gains or turnover than the actual. They
get the tax refunded, by making misrepresentation before the tax authorities. People
evade tax by means of Smuggling, Evasion of Sales Tax, VAT, Income Tax, Customs
Duty, Excise Duty etc.,

Taxes being the major source of income for the Government, evading of tax
causes economic inequality, many projects have be put on hold, welfare programs
have to set aside. The reasons for the evasion of tax are that there is a high rate of
taxation, failure to curb bribery, lack of simplified procedures (though the
government is still in the process of simplifying the procedure), existences of too
many taxes, and lack of organized and systematic administrative structure. The
government has taken few measures in order to ensure that the tax evasion is
eliminated in the form of Penalties and Prosecutions, on the recommendation of
the Wanchoo Committee the Settlement Committee was established to provide
mechanism for final disposal of cases, P. Chidambaram the then Finance Minister
of India has introduced Voluntary Disclosure of Income Scheme wherein “30%
tax and 100% mental relief”

2. Reliance on Indirect Taxes

The share of Indirect taxes has gone up in the last two years compared to that of
the previous years. This is because they apply equally to both rich and poor without
consideration for the income levels. If this carries on then the government takes a
major hit in the revenue of the Government as direct taxes which are levied based
on the income levels tend to bring more revenue to the Government.

3. Black Money

A country having flow of Black Money is also known as having a Parallel Economy
through an illegal economic operation. The money, which is being made by the
people without being accounted for it to the government, is known as Black Money.
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 Black Money has an impact on the economy as it provides us with the false
information about the actual economy. Due to which the economic planning loses
its worth, because they are based on macro-economic parameters, which completely
ignore the black money. It will have a serious effect on the country’s economic
fiscal system as most of the Government income is based on the taxes collected.
As per the Direct Taxes Enquiry Committee “Black money and tax evasion, which
go hand in hand, have the effect of seriously undermining the equity concept of
taxation and warping its progressiveness. Together, they throw a greater burden
to the economy.”

The black money creates inequalities among people. The overall consumption
pattern is titled in favor of rich and elite classes.

4. Vast number of Taxes

As the number of taxes is more, different collecting authorities cause multiplicity of
taxes in India.

5. Collection of Taxes

The amount spent to collect the taxes is increasing from year to year which causes
a dent in the revenue of the government. Due to Multiplicity of taxes there is
unhappiness among citizens of India regarding tax structure. Taxes by Union
Government, State Governments and the local governments have resulted in
difficulties and harassment to the taxpayer. The Tax System has failed to stop tax
evasion and curb the growth of parallel economy. White paper issued by Indian
government on black money in 2012 tells that parallel economy exist the same
amount of Indian GDP. Therefore, though the current tax structure is good but it is
far from being ideal and still it has many more changes to be made in order to see
that there are no loopholes in the system.

2.14 INCIDENCE OF TAXATION

The incidence of tax is likely to be more in case of an assessee who is resident and
ordinarily resident in India, a little less in case of a resident but not ordinarily
resident in India and the least in case of non-resident in India if the assessee has
various incomes both inside and outside India. This is an economic term for
understanding the division of a tax burden between stakeholders, such as buyers
and sellers or producers and consumers. Tax incidence can also be related to the
price elasticity of supply and demand. When supply is more elastic than demand,
the tax burden falls on the buyers. If demand is more elastic than supply, producers
will bear the cost of the tax.

Features of Incidence of Taxation

Important Features of Incidence of Taxation are as follows:
1. Tax incidence describes a case when buyers and sellers divide a tax

burden.
2. Tax incidence will also lay out who bears the burden of a new tax, for

instance among producers and consumers, or among various class
segments of a population.
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3. The elasticity of demand of a good can help understand the tax incidence
among parties.

4. The tax incidence depicts the distribution of the tax obligations, which
must be covered by the buyer and seller.

5. The level at which each party participates in covering the obligation
shifts based on the associated price elasticity of the product or service
in question as well as how the product or service is currently affected by
the principles of supply and demand.

6. Tax incidence reveals which group consumers or producers will pay the
price of a new tax. For example, the demand for prescription drugs is
relatively inelastic. Despite changes in cost, its market will remain
relatively constant.

Levying New Taxes on Inelastic and Elastic Goods

The demand for cigarettes is mostly inelastic. When governments impose a cigarette
tax, producers increase the sale price by the full amount of the tax, transferring the
tax burden to consumers.

The incidence of a tax refers to the extent to which an individual or
organisation suffers from the imposition of a tax it may fall on the consumer, the
producer, or both. The incidence is also called the ‘burden’ of taxation.

How the incidence falls depends upon the price elasticity of demand.

Fig. 2.2:  Price Elasticity of Demand

Price Elasticity and Tax Incidence

Price elasticity is a representation of how buyer activity changes in response to
movements in the price of a good or service. In situations where the buyer is likely
to continue purchasing a good or service regardless of a price change, the demand
is said to be inelastic. When the price of the good or service profoundly impacts
the level of demand, the demand is considered highly elastic.
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Examples of inelastic goods or services can include gasoline and prescription
medicines. The level of consumption across the economy remains steady with
price changes. Elastic products are those whose demand is significantly affected
by price. This group of products includes luxury goods, houses, and clothing.

The formula for determining the consumer's tax burden with "E" representing
elasticity is as follows:

E (supply) / (E (demand)) + E (supply)
The formula for determining the producer or supplier's tax burden with "E"

representing elasticity is as follows:
E (demand) / (E (demand) + E (supply))

2.15 TAXABLE CAPACITY

Taxable capacity is normally used in two senses, namely, (a) the absolute taxable
capacity and (b) the relative taxable capacity. Absolute taxable capacity is defined
as the maximum amount of the tax revenue a country or state can collect by using
its own tax bases without producing unpleasant effects.

Taxable capacity is a much debated concept. It refers to the maximum
capacity that a country can contribute by the way of taxation both in ordinary and
extra ordinary circumstances.

Taxable Capacity means the maximum capacity of the people of a country
to bear the burden of taxation without much hardship. It is nothing but the maximum
limit that a government can tax the people. If the government exceeds this red
signal, namely the maximum limit, it will result in over-taxation.

As a result of over-taxation, the country experiences imbalance not only in
the economy but also in the government itself. This may lead to overthrow of the
government itself. Therefore, it is necessary to examine the objective and practical
applicability of the concept.

The purpose of finding out the taxable capacity of any country or people is
to know the limit of taxation to which it could be subjected for raising public
revenue. This has to be done without creating higher adverse conditions in the
economy which might defeat the very object of taxation. Taxable capacity has
assumed importance in these days and this concept has become a controversial
issue.

2.15.1 Definitions of Taxable Capacity
According to Dalton, the term “taxable capacity” is a dim and confused conception.
He says that the term “absolute capacity” is a myth and a discussion on it must be
banned.

According to Findlay Shirras, “Taxable Capacity is of great practical
importance. It is useful for a government to know in general the maximum amount
that people of the country can contribute by way of taxation”.
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According to Joshia Stamp, “Total production minus the amount required
to maintain the population at subsistence level”.

Taxable capacity is a relative concept. It is the degree of taxation beyond
which productive effort and the efficiency as a whole begin to suffer.

Shultz Harris prefers the term “National Sacrifice Capacity” for the phrase
taxable capacity. This is defined as the maximum proportion of their purchasing
power that people can be made to surrender to their government in war time or
during other emergency period. Taxable capacity at any rate is a relative concept
and it cannot be measured with any mathematical precision. It may change between
peace time and war time.

2.15.2 Categories of Taxable Capacity
The term taxable capacity is used in two senses:

1. Absolute Taxable Capacity

The term absolute refers to the maximum amount of tax that a community can pay
without experiencing any unpleasantness. It represents the maximum number of
taxes that can be levied and maximum revenue collected from the people of a
country.

Absolute taxable capacity refers to whatever could be taken away by the
State after allowing for the barest of subsistence to the citizens, or as Shirras has
stated, “Absolute taxability is the limit of squeezability”.

The main difficulty in this explanation is to ascertain the subsistence level of
the country. It is very difficult to quantify the minimum subsistence level. If the
entire amount so obtained after deducting the subsistence level from the total
production is taken away in the form of taxes, it will affect not only the well-being
of the people, but also the productivity and efficiency of the community.

After realizing these difficulties, Sir Josiah Stamp suggested an alternative
measure, namely, the difference between the total production and total consumption.
There are other indicators of absolute taxable capacity. If the additional taxation
results in lower production or lower productivity or if it does not increase the
revenue of the State, it then indicates that the absolute taxable capacity of the
people has already been reached.

2. Relative Taxable Capacity

This terminology refers to the respective contribution made by two communities
for the common expenditure of the government. That is it is the capacity of the
community to some common expenditure in relation to the capacities of other
communities. For e.g. there are two communities, namely the rich and the poor
communities. The rich-people can be made to contribute more to a common
expenditure than the poor people. The rich people have the ability to pay in view
of their higher income.

Prof. Musgrave relates the notion of taxable capacity with the concept of
income per capita. The higher the per capita income, higher is the capacity to pay
tax. Dr. Dalton says that absolute taxable capacity is a myth, while relative taxable
capacity is a reality.
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The criticism leveled against absolute taxable capacity by Dr. Dalton cannot
be accepted completely. Though it is not possible to measure the absolute taxable
capacity accurately, it cannot be ignored completely. It serves as a useful guideline
for the government when it levies new taxes on its citizen.

2.15.3 Factors Influencing Taxable Capacity
The concept of taxable capacity is not very rigid. It is a moving concept. As the
prosperity of nation increases, the taxable capacity of the people also increases.
The taxable capacity of the people of a country is influenced by several factors.
They are as follows:

1. Psychology of Tax Payers

If the people are prepared to make greater sacrifices, then taxable capacity is said
to have increased. In times of war, the people are made to pay more taxes. People
are generally optimistic during the period of prosperity and they are prepared to
pay more taxes.

2. Distribution of Wealth

It is distributed equally, the taxable capacity becomes limited. If it is concentrated
with few people, then they can be made to shoulder heavy burden of paying taxes.

3. Nature of Taxation
If the tax system is scientifically framed, the taxable capacity increases. If the tax
system produces adverse effects on the productive capacity of the people, this
will reduce the taxable capacity.

4. Purpose of Taxation

If the purpose of taxation is to raise resources to bring about economic development
[on agricultural, industrial and infrastructural development], people of the country
are willing to pay taxes. In contrast, if it spends huge money for stock piling and
ammunition and war overheads, this will inevitably reduce the taxable capacity of
the people.

5. Level of Economic Development

The taxable capacity of the people is determined by level of economic development
of the country. Highly developed countries have greater taxable capacity than the
poor countries.

6. Political Conditions

It depends on political stability and internal prosperity. If there is peace inside and
outside country, there will be encouraging atmosphere for expanded economic
activity, which will in turn increase the taxable capacity.

7. Population

It depends on the size and rate of growth of population. If population increases at
a faster rate than the national income rate, the taxable capacity becomes poorer.
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8. Size of National Income

The taxable capacity of any community will depend upon the size of national income
which itself will depend upon such factors as the volume of natural and other
resources, the degree of utilization of resources, the state of technology, and so
on. The richer a community, the higher is its capacity to pay taxes.

Thus, all these factors taken together determine the upper limit of taxation.
As the economy goes on achieving prosperity and affluence, the taxable capacity
also increases. Taxable capacity varies from country to country and from time to
time in the same country. But there is no mathematical formula to measure taxable
capacity.

However, the well-known economist Colin Clark has laid down 25 percent
of the national income as a safe upper limit for taxation. But this is applicable to
developed countries only. It is possible to increase the tax revenue every year by
10 to 15 percent without causing unpleasantness to community.

2.15.4 Significance of the Concept of Taxable Capacity
The knowledge of the taxable capacity of the community is bound to be of great
use to the government in many ways and under different circumstances:

1.  The information will be useful for the mobilization of economic resources
for purposes of economic planning.

2. During periods of war, it is essential for the government to know the
maximum amount which the people can contribute for the prosecution
of the war.

3. Even in normal times, it will prevent government from imposing
unnecessary taxes which may prove irksome than productive which may
result in discontent among people.

4. The concept is of value in federal finance. In federal finance, comparison
has to be made between the different contributors in order not only to
allocate the burdens of taxation but also to facilitate to the solution of
the various problems connected with the financial relations between the
constituent state and the federal government.

2.16 TAXATION

Taxation is the means by which a government or the taxing authority imposes or
levies a tax on its citizens and business entities. From income tax to goods and
services tax (GST), taxation applies to all levels. The Central and State government
plays a significant role in determining the taxes in India. To streamline the process
of taxation and ensure transparency in the country, the state and central governments
have undertaken various policy reforms over the last few years. One such change
was the Goods and Services Tax (GST) which eased the tax regime on the sale
and deliverance of goods and services in the country.
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2.17 CHARACTERISTICS OF TAXATION

Characteristics of Taxation can be summarized as follows:
1. It is a compulsory contribution. Even though a tax is paid willingly, in a

sense it is a compulsory contribution. It only means that no one can
refuse to pay a tax, on the general ground that he doesn’t derive any
benefit from certain state services. A tax is levied on the basis of same
predetermined criteria such as equity. Seligman emphasizes that
compulsory contribution is enforced without reference to special benefits
conferred.

2. The fact that tax is a contribution implies the notion of a sacrifice involved
on the part of the contributor.

3. Tax payment is a personal obligation. Prof. Lutz rightly point out that the
obligation to pay tax is a personal responsibility of the taxpayer. This
personal obligation to contribute to the states support is universal and
applies to all. This does not mean that all taxes must be levied on persons
or objects of taxation. As a matter of fact, taxes are actually based on a
great variety of material things as well as non-material and intangible
form of wealth. The meaning is that the primary obligation to pay the tax
is a personal obligation.

4. A tax is levied according to certain legal requirements.
5. The amount of tax is not fixed with reference to the exact benefit which

a taxpayer receives from public service. In other words, there is no
element of quid-pro-quo in the payment of tax.

6. A tax is paid out of the income of the taxpayer.
7. The power of taxation is mainly to be used for collecting revenue to the

state. Writers like Prof. Lutz are of the opinion that the modern concept
of taxation emphasizes positively that it should be used for the purpose
of providing public revenue and that it apparently does not give a positive
sanction to the use of the taxing power for the accomplishment of ulterior
objects.

2.18 COMMERCIAL REVENUE AND INCOME
FROM PUBLIC DOMAIN

In the words of Prof. P. E. Taylor, “the revenue which we call commercial are
received in the form of prices paid for government produced commodities and
services”.

It includes payment for postage, tolls, interest on funds borrowed from
government credit corporations, prices for liquor in government stores, surplus
war materials, electricity distributed by publicly owned utilities etc.

The basic characteristic of commercial revenue is that in return for payment,
the person concerned receives a consumable commodity or service.
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Profit from public undertakings run on a monopoly basis also can be included
in the category of commercial revenue. According to Dalton monopoly profit of a
public enterprise resemble very much of a tax.

Dalton argues that there is no substantial distinction between the British
government revenue from export duties imposed on private traders and the French
government monopoly profit from the sale of Tobacco; so long as the government
uses its monopoly power in a public enterprises to charge high prices with a view
to get large profits as a form of revenue.

Income from public domain is also included in the commercial revenue.
This income is received from public property in land, building, mine etc. income
from this source consist of the receipts from lease or sale of these properties or
the sale of products in public properties.

It includes only that part of public property which is reserved or used by the
state or is leased to private persons basically for fiscal purposes. However revenue
from public domain is not a major source of income in many countries in modern
times. The income from this source is steadily tending to decrease.

2.19 ADMINISTRATIVE REVENUE

Those receipts placed in the category of administrative revenue include fees,
licenses, fines, forfeitures, escheats and special assessments. They generally arise
as a by-product of the administrative function of the government. Hence they are
called administrative revenues.

(a) Fees

Fees are payments for services rendered by the governments such as registration
of births and deaths etc. Prof. Seligman defined fee as “a payment to defray the
cost of each recurring service undertaken by the government primarily in the public
interest but conferring a measurable special advantage on the fee payers”.

Thus a fee is a payment charged by the government to bear the cost of
administrative service rendered by the government.

It is paid by the people to avail such services. In charging the fee certain
principles should be followed. The fee levied must be equal to the cost of production.
It may also resemble a monopoly price, since it is charged by the public authority
to prohibit rendering the same service by any other than itself.

The fee can be distinguished from price. The fees are charged for government
services. Whereas price are charged for materials or services of business character
e.g. sale of fertilizer manufactured by a government factory.

An element of tax is present in fee. But it is absent in price. In a sense fee is
a compulsory contribution, but price is a voluntary payment.

(b) License Fee

It is a special type of fee, it is charged for granting a permission or privilege.
License fee are charged for keeping a gun, or a motor vehicle.
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Hence a license fee is paid in those instances in which the government
authority involved; simply confer permission or a privilege to a particular person.

The best examples are the registration fee for motor vehicles, the payment
for permit to operate automobile.

A distinction can be drawn between tax and fees. Prof. Seligman point out
how fee differs from a tax in several important points:

1. A tax is levied as a part of a common burden. Whereas a fee is assessed
as a payment for a special privilege. The basis of taxation is the ability or
Faculty of the taxpayer. The basis of a fee is the special benefit accruing
to the individual. In the case of a tax, the benefit is not susceptible of
direct measurement. In the case of a fee the benefit is measurable.

2. The payment of fee legalizes some action. If the fee is not paid, the base
of the fee or the source or purpose of the fee becomes illegal. This is not
the case with a tax. If the income tax is not paid, the defaulter is made to
pay a penalty, but the income itself is not made illegal. But if the automobile
driver does not pay the registration fee, driving of the car is made illegal.

3. A third distinction between taxes and fees may be found in the conditions
attached to the service which the government performs. In the case of a
fee the government does some particular thing in return. In the case of
tax, it gives no equal service. There is quid-pro-quo in fees, but quid-
pro-quo is absent in tax.

2.20 OBJECTIVES OF TAXATION

The major objectives of taxation held in the past and pursued today are detailed
below:

1. Revenue Aspect

new tax measures or the strengthening of existing measures means an increase in
government income to finance normal expansion of governmental activity. This
objective means that the structure of taxes and tax rates ought to be devised to
generate more revenue.

This doesn’t mean that non-revenue consideration have no place in the
formulation of tax policy. This only means that when government has to meet
increased expenditure, it is on taxes that it primarily relies.

However, revenue objective of taxation is subject to certain criticism. It is
commonly argued that, taxation may be used as an instrument for obtaining certain
social objectives like redistribution of wealth and reduction of inequality.

2. Regulatory Objective

A second objective of taxation is that of regulation or control. This is ‘sumptuary
taxation’. Technically the term sumptuary refers to the regulation or control of
private expenditures. In public finance it came to represent all extra revenue
objective of taxation.
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There are some taxes where primary objective is to control and regulate
consumption. For example, restrictions on the consumption of alcoholic liquors
are effected by means of restrictive excise duties.

In the case of such taxes, primary aim is one of regulation and not of revenue.
For instance, the policy of high cigarette excise enforced by some state governments
in India seeks to attain certain social and economic objectives at the cost of revenue
yield.

Likewise customs duties can be levied on imported articles with a view to
encourage internal production of the same. However, this method of combining
regulation with revenue collection is criticized on the ground that it achieves neither
purposefully.

3. Taxation as a Means of Regulating the Level of National Income
Nowadays taxation is advocated as a measure to regulate the flow of income.
This is an extension of the regulative aspect of taxation. Taxes transfer income
from individuals to government. This in turn will alter the pattern of private
consumption and investment and thus influence the level of national income.

Similarly those taxes, which are taken from surplus income, reduce funds
available for private consumption and investment. When the level of income is
low, the revenue objective of taxation will have to be subordinated to sumptuary
objectives,

4. Functional Finance Objective

This was advocated by A.P. Lerner, an American Economist. He holds the view
that, the chief objectives of public finance is to maintain an adequate level of national
income. Lerner observes “taxation should never be imposed merely as a means of
raising money for the government, but to leave less in the hands of the tax payer”.

According to this view, public finance must be functional finance in which
revenue motives and other motives must be subordinated to that of maintaining an
adequate level of income. Taxation should be used as a means of cutting down
total spending, when it becomes necessary so as to prevent excessive total demand
and inflation.

5. Incentive Objective
In recent years a good deal of emphasis has been given on ‘incentive taxation’. It
includes a variety of proposals, designed to provide preferential treatment for
income from business enterprises and establishing rewards and penalties to stimulate
output.

Its purpose is to stimulate the larger flow of investment activities in the desired
channel and to prevent its flow into undesired channels. Several types of incentives
are provided under incentive taxation to stimulate investment activity.

For example, ‘tax holiday’ given to investors who establish investment units
in a backward area, for a certain number of years. Another example is export
subsidy given to export industries to boost our export to foreign countries.
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6. Reduction of Inequalities

It is now generally accepted that taxation ought to be used as a means of regulating
the socio-economic life of the community. It is an effective tool to reduce the
glaring inequalities of income and wealth existing in the modern society. Democratic
governments aim at securing social justice. Progressive tax system is designed to
achieve this objective.

7. Growth, Equity and Stabilization

In the case of developing countries, the objective of taxation is to promote economic
growth with stability. Tax policy should judiciously be framed to promote saving,
investment and capital formation activities. Growth may sometimes generate
inflationary pressure in the economy. Hence, tax policy should aim at bringing
about stability in the economy. The discussed objectives may change from time to
time depending on the prevailing economic condition in an economy. The changing
political scenario of a democratic country also exerts influence in the tax policy
pursued by the government. However, revenue objective is the prime motto behind
any tax policy. All other objectives are supplementary to these basic objectives. In

Hence, it is very difficult to frame a comprehensive tax policy, which will help to
realize the manifold objectives discussed above.

2.21 IMPACT OF TAXATION IN INDIAN
ECONOMY

Indian saddling framework is going a progressive change attributable to spreading
the wings of Indian business into worldwide market. Indian Government is giving
careful consideration to change the saddling framework and in the meantime shutting
the provisos to incapacitate the gatecrashers to dodge the exhausting framework
in order to augment the income to Government exchequer and prosper the general
business scene. Loathe Budget 2014 has likewise assumed imperative job toward
this path. Assessment might be demanded on common people like individual, Hindu
Unified Family fake elements like Firm, relationship of people, organization, and
society and so on and furthermore on merchandise and enterprises. Therefore,
another grouping of expense we found into directs assessment and backhanded
duty. In India, dynamic and relative saddling frameworks are pursued. In Indian
expense law, chunk shrewd taxability emerges to some degree for money charge
while corresponding assessment is material for different duties, for instance extract
obligation, traditions obligation, VAT, benefit impose, riches impose and so forth.
Advance under salary assess, lottery pay, long haul capital gain, and now and
again here and now capital gain is burdened under relative tax collection framework.

Coordinate duty implies a kind of expense which is paid by a man
straightforwardly to the Government. For instance wage expense and riches charge
in India. Roundabout expense implies impose on products and ventures which are
paid by a man to the maker, dealer or specialist co-op who is subject to pay the
equivalent to the record of Government. For instance, traditions obligation, extract
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obligation, VAT, benefit impose, amusement assess and so on in India. Presently
an advanced arrangement of saddling all merchandise and ventures “products and
enterprises charge” is going to be presented. This will supplant every single existing
sanctioning identifying with products and enterprises. Pay charge: Under Indian
pay impose law both level rate (corresponding duty) and chunk rate (dynamic
assessment) applies. Duty is figured on aggregate pay. Riches impose: riches charge
is collected at 1% on the net abundance of individual, Hindu Undivided Family
and friends if net riches surpasses ̀  30 lakhs on the valuation date. It is payable in
each appraisal year in view of valuation of net riches on the separate valuation
dates.

1. Impact of direct assessment on financial development

The immediate expense is one of the imperative wellsprings of government income.
Advance it likewise impacts specifically the extra cash of people. On the off chance
that immediate expense rate is expanded by the Government, individuals begin
putting something aside for venture purposes. Because of this conduct of person’s
pay age procedure of economy is hampered. Especially this is valid for extravagance
wares. This reductions the generation of extravagance wares in the economy and
subsequently additionally antagonistically influences the GDP and ways of life.
Anyway on the positive sides, if appropriate findings are permitted in light of
speculations, it prompts capital development in the nation. Consequently,
comprehensively following are the positive sides of direct charges on the monetary
development:

Better capital arrangement
Inducement of sparing and speculation
Surety of Government’s income development
Increase in arranged use of government
Decrease in swelling rate because of lesser accessibility of extra cash to
people
Timely accessibility of income to the Government

2. Impact of aberrant assessment on monetary development

Since the weight of indirect charges straightforwardly fall on the shoppers, it
specifically impacts the expense of merchandise and enterprises. Therefore,
circuitous assessment builds the proficiency of the makers, since to keep up their
interest they should put their full endeavors towards cost cutting measures. Further,
this exertion of makers likewise acquires appropriate usage of assets the economy.
The buyers are at opportunity to choose items at their decision, along these lines
solid rivalry additionally develops in the economy. Accordingly, extensively following
are the positive sides of roundabout expenses on the monetary development:

Better usage of assets
Increase in proficiency of makers
Growth of solid rivalry in the market
More opportunity of decision to the buyers
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Increase sought after for extravagance products
Increase in way of life of individuals.

2.22 TAX EVASION

Tax evasion is an illegal activity in which a person or entity deliberately avoids
paying a true tax liability. Those caught evading taxes are generally subject to
criminal charges and substantial penalties. To willfully fail to pay taxes is a federal
offense under the Internal Revenue Service (IRS) tax code.

Rooting for taxes is never an easy thing because most people question that
concept of giving away part of their earning to a government but the fact is that
taxes are an important source of income for the government. This is the money
that is invested in various development projects that are meant to improve the
country's situation. But the country has been facing a massive problem with tax
evasion. People who should be paying taxes have found ways not to pay them
and, as a result, it may be said that the income of the country has been suffering.
So let's take a look at what are the ways in which people are avoiding taxes and
what are the penalties for it.

2.23 COMMON METHODS OF TAX EVASION

There are two aspects of not paying taxes when they are due. The first is tax
avoidance and the other tax evasion. The difference between the two is that tax
avoidance is basically finding a loophole that exempts you from paying taxes and
is not strictly illegal, while evasion is not paying the taxes when they are actually
due, which is absolutely illegal. These are some of the ways in which people may
avoid/evade taxes.

1. Failing to pay the due

This is the simplest way in which someone may evade taxes. They simply won't
pay it to the government, not even when the dues are called for. A person engaged
in this sort of tax evasion won't, willingly or unwillingly, pay the tax before or after
the due date.

2. Smuggling

When certain goods move from one location to another, across international or
state borders, a tax or charge may be payable in order to move the goods. However,
some individuals may move these goods in surreptitious ways in order to avoid
paying those taxes that evading the tax altogether.

3. Submitting false tax returns

In some cases, when an individual files taxes, they may submit false or incorrect
information in order to either lessen the tax that they are supposed to pay or not
pay it at all. This is also tax evasion since the complete information is not provided
and they may actually be paying less than what they should.
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4. Inaccurate financial statements

The taxes that are payable by an individual or an organization may be decided on
the financial dealing that have taken place during the assessment year. If false
financial documents or accounts books are submitted, ones that show incomes
less than what was actually earned, the tax may come down.

5. Using fake documents to claim exemption

The government may have provided certain exemptions and privileges to certain
strata or members of society in order to ensure they have a bit more financial
freedom to progress. In some cases, members who actually don't qualify for such
privileges will get documents created to support their claim of being a part of that
group thus claiming exemptions where they are not suited.

6. Not reporting income

It could be said that this is one of the most common methods of tax evasion. In this
case, individual just won't report any income that they receive during a financial
year. Not having reported any income, they don't pay any tax thus successfully
evading tax alltogether. The simplest example of this would be a landlord who has
kept tenants but has not informed the authorities that he has rented the house and
is actually receiving an income from it.

7. Bribery

There may be a situation where there a certain amount due in taxes which the
individual may not be willing to pay. In such a case, he or she may actually offer a
bribe to officials to not make them pay the tax and to make it 'disappear'.

8. Storing wealth outside the country
We have all heard tales of Swiss bank accounts. Offshore accounts are accounts
maintained outside the country and information about the dealing in these accounts
is not disclosed to the income tax department, thereby evading any and all taxes
due on that wealth.

2.24 PENALTIES FOR TAX EVASION

There are various penalties that the income tax department can impose on anyone
who is found guilty of evading or avoiding taxes. These penalties can also apply to
companies that either fail to report and pay their own taxes or fail to deduct taxes
at source when they are supposed to.

Some of these may be:
1. Collecting 100% to 300% of the tax when income is not disclosed.
2. In case of a failure to pay the tax due, the assessing officer may impose

a penalty amount but it cannot exceed the amount due in taxes.
3. If an individual fails to file tax statements within the time allotted then a

penalty of ` 200 per day may be charged for every day that the
statements are not filed.
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4. In case someone has concealed details of their income or any fringe
benefits that are taxable, the penalty can range from 100% to 300% of
the tax amount due.

5. In case a person or a company fails to maintain their accounts properly
as directed by section 44AA, a penalty of ̀  25,000 may be levied.

6. If a company fails to get itself audited or fails to provide a report of said
audit, then a penalty of ` 1.5 lakhs or 0.5% of the sales turnover,
whichever is less, may be charged.

7. If a report from an accountant is not provided as directed then a fine of
` 1 lakh may be levied.

8. In case an organisation fails to deduct tax where it is supposed to while
making payments then the penalty could be payment of the tax due.

2.25 OUTCOME/CONSEQUENCES OF TAX
EVASION OR AVOIDANCE

As we have already seen the methods through which tax evasion takes place,
these method effect very harsh on the nation. These are harmful for the sustainable
growth and improvement of society and the whole nation as well. Tax evasion
gives dominance to the causation or formation of illegal gains which people try to
hide and dodge tax by doing this but due to this rich section became more wealthier
and poor section is affected badly as government don’t have enough funds to do
something for weaker sections as it don’t get the correct tax paid to it.

As the administration fails to remove these kinds of wrongdoing, apparently
more harm is done to the feeble segment of the nation. Tax evasion gives rise to
administration to stop the development programmes which it started to do some
good to persons individually and societies as it goes out of wealth and enough
funds due to avoidance of tax by people. Evasion barge into the policies made by
government for society and twist the plan of administration by forming the main
resources unavailable for project.

Evasion of tax by many people somewhere put an excessive load on tax
payers who honestly pay taxes every time, due to this they are encouraged to
dodge taxes after this kind of biasness. Evasion and avoidance of tax is also harmful
for the security of nation in some way because due to it whole lead is provided to
those people who try to dodge tax and dishonestly make illegal money and also
lead the enemies in downsizing growth of nation. There are so many social evils
which takes place on small accounts but at end give rise to evasion only. E.g.
taking bribe, forging documents etc.

Evasion of tax has been one of the largest issues in our country. Due to it the
rate of generation of illegal gains has increased over a period and this is why our
country faced so many problems regard to the poverty, the scams and many more
socio-economic issues.
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2.26 IMPACT OF TAX EVASION

Major Impacts of Tax Evasion are as follows:

1. Less payment of tax

This is the first and foremost impact which is laid down by tax evasion. This is
somehow predictable to us that whoever does tax evasion will not pay the full tax
and due to this act government is unable to fulfill the fund requirement for growth
and development and this is one of the reasons that GDP falls down.

2. Increase in Corruption activities

We can say that corruption or deceit is a reason and impact for evasion of tax, in
view of the fact, because of corrupt intentions and to form more money people do
evasion, and by seeing any other person doing tax evasion people get encouraged
to do this and they practice such kind of activities just in greed of more money
making they generate this kind of illegal money.

3. Increment of insufficiency

Because of evasion of tax the illicit business gets more urge and that is why the
individuals get deprived from the essentials for their expansion and evolution. Due
to this rich people just save the money and enjoy to the fullest but the situations of
poor people get more worse.

4. Funding in alternatives

Almost all the evaders of tax try to fund in their illegal gains into the alternatives,
one of which is gold jewellery and by doing this they just secure their wealth and
this money can be get back by just converting the jewellery in actual money. If we
try to calculate this it will definitely increase the conditions of our nation economically.

5. Transmission of illegal gains

Many of the tax dodgers afford this kind of approach and by this they just move
their illegal money generated by tax evasion in India, to the safest place i.e. Foreign
funds, they hire the agents who make this transmission possible and just save
these kind of tax evaders, and one of the main weapon of doing this is changing
invoicing process of exports and imports.

6. Trouble on other Tax payers

By all this tax evasion and avoidance done by such evaders there is no other way
remains for government but to increase the further tax rates, and due to this the
honest tax payers suffer a lot and poverty increases by all these activities.

So after all this discussion we can say that the activities related to tax evasion
and tax avoidance do nothing good to the country and the tax system of India
must be reformed in order to end these kinds of activities.
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2.27 ACTIONS TAKEN BY INDIAN
GOVERNMENT TO STOP TAX EVASION

Many measures have been taken from a long time in order to stop these kinds of
activities by reforming the tax laws in our country. By all these measures government
has tried to lower the black money generation and the corruption which is the
ultimate goal of tax evaders.

Let us look into some of the actions which the Indian government has taken
to curb this, till now:

Tax rate deductions is a great step taken by Indian government in order to
stop activities leading to tax evasion but somehow this does not do more effect
and does not generate more revenue as the tax evasion happens in every estimate
of incomes and tax rates.

 Tax amnesties are also a good way to check the activities leading in tax
evasion because by this the people who did tax evasion come forward and reveal
each and every act of them due to which they hide the money, and also give the
estimate of money which they concealed and in lieu of this they get less punishments,
but somehow this leads to a bad impact on people who honestly pay their taxes
because then for those people it seems to be easy to do tax evasion and afterwards
on disclosing that they won’t get any punishments which encourage the other people
to do so.

Other measures like advance tax payments, TDS, obligation to provide
PAN and GIR on the transactions are some small measures but have big role in
keeping check on such activities of tax evasion. Survey by income tax authorities
is also a good action towards it.

 Payment of taxes by E- means is a good way to collect tax from people as
it is a simple procedure of collecting taxes without any complexity in it.

 Levying penalties on tax evaders and prosecuting them for the evasion
done by them under various provisions of Income tax act is also a good measure
to keep check. And also the officer of income tax have power to summon the
persons on whom they have doubt that he must have done something wrong in
regard to this and then they can search his property in order to find the black
money concealed by him and then have power to seize such property of the person
on finding some suspected black money.

2.28 CHARACTERISTICS OF INDIAN TAX
SYSTEM

Main Characteristics of Indian Tax System are as follows:

1. The Scientific Division of Tax Powers

India being a federation, there is the existence of a multi-level finance system.
The constitution of India forms the basis of division of powers into:
(a) Union,
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(b) State, and
(c) Concurrent.
Based on this the constitution has also made a provision for division of tax

powers between the centre and the states.
The area and sphere of taxation of centre and state is clearly demarcated as

per constitutional provision. Taxes which are in the purview of central government
accounted for 50 percent of its revenue. Some taxes are again levied by the Central
government and the proceeds of such taxes are divided between the centre and
the state governments.

2. Multiplicity of Tax Structure

India is having a broad based and extensive tax structure. Its main feature is the
existence of multiplicity of taxes. There are both union government taxes and state
government taxes. The tax structure includes both dried and indirect taxes.

In the case of states indirect taxes play a dominant role, in the composition
of tax revenue. Among the direct taxes imposed in India, the most important is
income tax. Other prominent taxes are wealth tax capital gains tax, gift tax etc.

The important taxes levied by the union government are income tax, corporation
tax, central excise duties, wealth tax, gift tax, custom duties etc.

The state governments main taxes are land revenue, sales tax, state excise
duties, entertainment tax, stamp and registration duties etc. The gross tax revenue
of the Central Government grew by 17.6 percent and 19.9 percent in 2003-04
and 2004-05, respectively.

3. Larger share of Indirect Taxes

In India in the total tax revenue there is the domination of indirect taxes over direct
taxes. Indirect taxes shared 63% in 1950-51 where it increased to 77% in 2001-
02. It shows that because of the undeveloped character of the economy and
glaring inequality in income, the scope of direct taxes is limited.

4. Insufficient Tax Revenue

In-spite of rising trend in tax revenue, the total revenue remained small when
compared to developed countries. The tax GDP ratio generally remained in the
range of 8 percent to 9 percent in India (E. Survey 2005-06) where as it is very
high in countries like Sweden, France, West Germany, UK, USA, etc. where the
share ranges between 30 to 40 percent.

5. Greater Importance to Sate Government in Federal Fiscal System

In Indian fiscal federalism much importance is assigned to state governments. The
field within which tax revenue, are raised and spend regularly is very wide in India
when compared to many federal governments.

This reflects the importance of state government in our federal system. This
is because of the growing responsibilities of the state government in the discharge
of developmental activities.



Sources of Revenue

NOTES

Self-Instructional
             Material   99

6. Incidence of Taxation

In India, the incidence of taxation is much higher in urban areas than in rural areas
this is because of the predominance of agriculture in rural area and low income of
rural households.

The urban population depends more on service and business sector and
enjoys comparatively higher income and tax paying capacity.

7. Progressiveness in Tax Structure

Indian tax structure is framed in such a way that all indices of ability to pay is
taxed. The direct tax is framed in such a way that as tax base increases, tax rate
also rises sharply. Excise duties are levied and collected discriminately, depending

8. Narrow Base

Fiscal experts opine that the tax base is very narrow in India in the case of both
direct and indirect taxes. A planning commission estimate shows that only one
percent of working population comes under the preview of direct tax.

In 2000-01, total income tax on the corporate income was only 2.6 percent
GDP. Out of a population of more than 100 crores, around 10 million are coming
under the Income tax belt. The indirect tax to GDP ratio is only 5.4 percent in
2003-04. The service sector, though contributing the largest share in GDP was
not subject to tax till 1993-94.

Service tax was introduced in the year 1994-95. Service sector, even though
accounts for more than 50 percent of GDP, contributed ̀  14,200 Crores as tax in
2004-05. This is a small share when compared to the vast potential from this
sector.

9. Complexity of Indian Tax Laws
With the intention of broad based tax system, a plethora of changes have been
introduced in the tax structure.

However both direct and Indirect tax laws are highly complex, with a lot of
loopholes which enable the people to avoid as well as to evade taxes. In this
context, Prof. Kaldore observes “there are definitional defects in India’s tax system,
which gives elaborate power to tax authorities to interpret tax laws according to
their whims and fancies. This has generated wide spread corruption in tax
departments”.

10. Integration between Centre and State Revenue

After independence, concrete efforts were made to organize the tax structure
scientifically in tune with the requirements of a federal set of government. At present,
there is well-organized machinery for the collection distribution and expenditure of
the revenue.

Now the tax system is well-structured to generate sufficient revenue to meet
the requirements of development objectives.
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However, we can point out a number of short comings in Indian tax structure.
It is usually argued that Indian tax system is unscientific because it doesn’t provide
any stimulation for production investment and saving activities of the government.

2.29 DEFECTS OF INDIAN TAXATION SYSTEM

The following points highlight the eight major defects in the tax structure of India:

1. High Rate and Low Yield of Direct Taxes

In India, as in other LDCs, the rate of direct tax is very high but the contribution to
the total tax revenue is very low.

In the 1950s, the rate of income tax in India was one of the highest in the
world but the revenue was very insignificant. This is because high tax rates
encouraged tax evasion and avoidance on a large scale. It may be noted in this
context that tax avoidance refers to arranging one’s financial affairs within the law
so as to minimise taxation liabilities, as opposed to tax-evasion which is failing to
meet actual tax liabilities through, e.g., not declaring income or profit. So the
Government gradually reduced the tax rate over the years. In spite of this, the rate
of income tax in India is one of the highest in the world even today. The higher tax
rate (including surcharge) at present is 30% (plus surcharge of 2%).

2. Low Contribution of Income Tax

Although the rate of income tax is the highest in India, the contribution from such
is very low. Tax evasion seems to be the primary reason. Another reason is the
high exemption limit in a country where per capita income is very low. In India, the
exemption limit has been raised from time to time, but the levels of national and
per capita incomes have failed to increase proportionately. Consequently, more
and more people have managed to come out of the tax net. India’s per capita
income in 1999-2000 was ̀  16,047 at current prices but the exemption limit in
case of personal income tax was ̀  50,000. If other deductions are brought into
consideration (such as investment in approved Government securities such as
NSCs, units of UTI, of public provident fund, or insurance policies), the exemption
limit would be even more. It is a pity that the percentage of people paying income
tax in India at present is less than one. Naturally, the major reliance is on indirect
taxes. In fact, an undue reliance on indirect taxes is a common feature of the
system of LDCs.

3. Double Taxation of Dividends

Moreover, due to double taxation of dividend, the rate of domestic saving and

and other taxes (such as excess profit tax or surtax) to the Government. A portion
of net profit after tax is usually distributed among shareholders in the form of
dividend. A portion of such dividend income is again taxed away in the form of
personal income tax.

Consequently, those who pay tax on dividend income cannot save much
and companies find it increasingly difficult to raise financial resources on a large
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scale. It is often alleged that one of the cause of industrial stagnation in India has
been the high rate of taxation and slow growth of corporate capital. The problem
has assumed serious proportions in recent years.

4. Absence of Agricultural Income Tax

Another feature of India’s tax system is that there is no tax on agricultural income.
Agriculture is the dominant sector of the Indian economy. The contribution of
agriculture and related activities to India’s GDP was 29.3% in 1999-00. Planned
investment on agriculture has also increased over the years. But agriculture has
failed to make any contribution to the introduction of the Government’s tax revenue.
Since agriculture is a State subject, the introduction of the agricultural income tax
system at the Central level has not been possible. This is another reason for undue
reliance on indirect taxes.

5. Importance of Indirect Taxes

In India, importance of indirect taxes has increased over the years which imply
that the importance of direct taxes has diminished. In absolute terms (i.e., in terms
of rupee) the contribution of direct taxes has increased but the percentage
contribution of such taxes in total tax revenue has declined.

It is observed that tax revenue as a percentage of GDP has increased from
9 in 1960-61 to 15 in 2001-02. During the same period, the percentage contribution
of direct taxes has declined and that of indirect taxes increased. However, with the
introduction of tax reforms in recent years, the ratio of indirect to direct taxes has
come to about 27.6:72.4 in 2001-02. This is the most significant change that has
occurred in India’s tax structure in the whole plan period. It seems that substantial
reliance on indirect taxes is unavoidable in our country in the foreseeable future.

6. Progressive Taxes on Income

The Government has made the system of direct tax progressive and progressiveness

the distribution of income and wealth. But progressive taxes encouraged tax evasion
and avoidance and have failed to reduce inequalities of income and wealth.

7. Widening the Indirect of Tax Net
Over the years, the indirect tax net has been spread wide. Almost all the commodities
that we buy bear high indirect taxes as sales tax, excise duty, customs duty, octroi,
cess and so on. At present, Central Government revenue from two main taxes,
viz., union excise duties and customs accounts for about 80% of the total revenue.
The collection from these two taxes amounted to ̀  81,720 crores and ̀  54,822
crores, respectively, in 2001-02. However, the major defect of the present system
of indirect taxes is the cascading effect (i.e., the cumulative burden) of such taxes.
In India, we find a multiplicity of levies. The same commodity or factor of
production (such as raw material or purchased component) is taxed more than
once as it passes through different stages of production and distribution.

There is tax such as State sales tax on an item on which union excise duties
has already been paid. There is, for instance, not only excise duty or sales tax on
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finished cars but also on tyres, tubes and other components. Due to the multiplicity
of levies the cascading effect cannot be avoided. Thus, indirect taxes have caused
costpush inflation in India.

8. Regressive Nature

Moreover, indirect taxes have become more and more regressive over the years.

have a high propensity to consume than the rich people. In fact, the marginal
propensity to consume gradually decreases with an increase in income.

Thus poor people, who spend the major portion of their small income on
consumption goods, pay the maximum amount of indirect taxes. Thus, over the
years, the direct tax system has become less and less progressive due to gradual
reduction in the personal income tax rate, while indirect taxes have become more
and more regressive due to the inclusion of more and more items in the excise net.

A simple example will classify the point. Suppose we consider two
individuals—Mr. X and Mr. Y. Their monthly incomes are ̀  3,000 and ̀  10,000,
respectively. Mr. X spends ̀  2,000 per month on consumption goods and Mr. Y
` 4,000. Suppose there is 10% excise duty on all items of consumption.

2.30 STEPS OF REFORM OF INDIAN
TAXATION SYSTEM

While India has had a history of periodically assessing the tax structure, through
the constitution of tax reform committees (India 1971, 1977), actual reform attempts
were largely ad hoc; it required a crisis of some severity before systematic tax
reforms were implemented. Fiscal and balance of payments crises of 1991
warranted systematic reform not only to improve the revenue productivity of the
tax system to phase out fiscal imbalance, but also to reorient the tax system to the
requirements of a market economy. Tax reforms were an integral part of this larger
reform initiative:

1. The Tax Reforms Committee (India 1991) laid out a framework and a
roadmap for the reform of direct and indirect taxes as a part of the
structural reform process. The paradigm shift in tax reforms adopted by
the TRC was in keeping with the best practice approach of broadening
the base, lowering marginal tax rates, reducing rate differentiation,
simplifying the tax structure, and adopting measures to make the
administration and enforcement more effective. The important proposals
put forward by the TRC included reduction in the rates of all major
taxes, i.e., customs, individual, and corporate income and excise taxes
to reasonable levels, maintain progressivity but not such as to induce
evasion.
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2. The TRC recommended a number of measures to broaden the base of
all the taxes by minimizing exemptions and concessions, drastic
simplification of laws and procedures, building a proper information
system and computerization of tax returns, and revamping and
modernization of administrative and enforcement machinery. It also
recommended that the taxes on domestic production should be fully
converted into a value added tax, and it should be extended to the
wholesale level, in agreement with the States, with additional revenues
beyond post-manufacturing stage passed on to the State governments.

3. The tax reforms witnessed thereafter sought to follow the directions
spelt out in this report. While the TRC laid down the analytical foundations
for the reform of the tax system in a liberalized environment, subsequent
reports extended the roadmap for reforms to meet the demands of the
emerging economic environment in the new millennium. These include
the task force reports on the reform of direct and indirect taxes (India
2002) and the report of the task force on the implementation of the
Fiscal Responsibility of Budget Management Act, 2003 (India 2004).

2.31 TAX REFORMS ANNOUNCEMENTS –
BUDGET

Following are the areas under which changes related direct taxes mentioned in the
budget;

Tax rate reduced to 25% for companies with annual turnover up to ̀  400
crore

Surcharge increased on individuals having taxable income from ̀  2 crore to
` 5 crore and ` 5 crore and above.

India’s Ease of Doing Business ranking under the category of ‘paying taxes’
jumped from 172 in 2017 to 121 in 2019. Direct tax revenue increased by over
78% in past 5 years to ̀  11.37 lakh crore

Tax Simplification and Ease of living – making compliance easier by
leveraging technology:

Interchangeability of PAN and Aadhaar

Those who don’t have PAN can file tax returns using Aadhaar.
Aadhaar can be used wherever PAN is required.
Pre-filing of Income-tax Returns for faster, more accurate tax returns
Pre-filled tax returns with details of several incomes and deductions to be

made available.
Information to be collected from Banks, Stock exchanges, mutual funds etc.
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Faceless e-assessment

Faceless e-assessment with no human interface to be launched.
To be carried out initially in cases requiring verification of certain specified

transactions or discrepancies.

Affordable housing
Additional deduction up to ̀  1.5 lakhs for interest paid on loans borrowed up to
31st March, 2020 for purchase of house valued up to ̀  45 lakh.

Overall benefit of around ̀  7 lakh over loan period of 15 years.

Boost to Electric Vehicles

Additional income tax deduction of ̀  1.5 lakh on interest paid on electric vehicle
loans.

Customs duty is exempted on certain parts of electric vehicles.

Other Direct Tax measures

Simplification of tax laws to reduce genuine hardships of taxpayers:
The higher tax threshold for launching prosecution for non-filing of returns
Appropriate class of persons exempted from the anti-abuse provisions of

Section 50CA and Section 56 of the Income Tax Act.

Relief for Start-ups

Capital gains exemptions from sale of residential houses for investment in start-
ups extended till FY21.

‘Angel tax’ issue resolved- start-ups and investors filing requisite declarations
and providing information in their returns not to be subjected to any kind of scrutiny
in respect of valuations of share premiums.

Funds raised by start-ups to not require scrutiny from Income Tax
Department

E-verification mechanism for establishing the identity of the investor and
source of funds.

Special administrative arrangements for pending assessments and grievance
redressal

No inquiry in such cases by the Assessing Officer without obtaining approval
of the supervisory officer.

No scrutiny of valuation of shares issued to Category-II Alternative
Investment Funds.

Relaxation of conditions for carry forward and set off of losses.

NBFCs

Interest on certain bad or doubtful debts by deposit-taking as well as systemically
important non-deposit taking NBFCs to be taxed in the year in which interest is
actually received.
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International Financial Services Centre (IFSC)

Direct tax incentives proposed for an IFSC

100 % profit-linked deduction in any ten-year block within a fifteen-year period.
Exemption from dividend distribution tax from current and accumulated

income to companies and mutual funds.
Exemptions on capital gain to Category-III Alternative Investment Funds

(AIFs).
Exemption to interest payment on loan is taken from non-residents.

Securities Transaction Tax (STT)

STT restricted only to the difference between settlement and strike price in case
of exercise of options

2.32 RECENT REFORMS OF INDIAN
TAXATION SYSTEM

1. Reduction in corporate tax rate for all existing domestic companies:
In order to promote growth and investment, the Government has brought in
a historic tax reform through the Taxation Laws (Amendment) Ordinance
2019 which provided a concessional tax regime of 22% for all existing
domestic companies from FY 2019-20 if they do not avail any specified
exemption or incentive. Further, such companies have also been exempted
from payment of Minimum Alternate Tax (MAT).

2. Incentive for new manufacturing domestic companies: In order to
attract investment in the manufacturing sector, the Taxation Laws
(Amendment) Ordinance, 2019 has drastically reduced the tax rate to 15%
for new manufacturing domestic companies if such company does not avail
any specified exemption or incentive. These companies have also been
exempted from payment of Minimum Alternate Tax (MAT).

3. Reduction in MAT rate: In order to provide relief to the companies which
continue to avail exemption/deduction and pay tax under MAT, the rate of
MAT has also been reduced from 18.5% to 15%.

4. Exemption from income-tax to individuals earning income up to `
5 lakh and increase in standard deduction: Further, to provide complete
relief from payment of income-tax to individuals earning taxable income up
to ̀  5 lakh, the Finance Act, 2019 exempted an individual taxpayer with
taxable income up to ` 5 lakh by providing 100% tax rebate. Also, to
provide relief to the salaried taxpayers, the Finance Act, 2019 enhanced
the standard deduction from ̀  40,000 to ̀  50,000.

5. The Government is committed to provide a hassle free direct tax environment
with moderate tax rate and ease of compliance to the taxpayers and also to
stimulate the growth by reforming the direct taxes system. Some of the
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recent steps taken in this direction, apart from those discussed above, are
as under:
(i) Personal Income Tax– In order to reform Personal Income Tax,

the Finance Act, 2020 has provided an option to individuals and co-
operatives for paying income-tax at concessional rates if they do not
avail specified exemption and incentive.

(ii) Abolition of Dividend Distribution Tax (DDT)– In order to
increase the attractiveness of the Indian Equity Market and to provide
relief to a large class of investors in whose case dividend income is
taxable at the rate lower than the rate of DDT, the Finance Act, 2020
removed the Dividend Distribution Tax under which the companies
are not required to pay DDT with effect from 01.04.2020. The
dividend income shall be taxed only in the hands of the recipients at
their applicable rate.

(iii) Vivad se Vishwas– In the current times, a large number of disputes
related to direct taxes are pending at various levels of adjudication
from Commissioner (Appeals) level to Supreme Court. These tax
disputes consume a large part of resources both on the part of the
Government as well as taxpayers and also deprive the Government of
the timely collection of revenue. With these facts in mind, an urgent
need was felt to provide for resolution of pending tax disputes which
will not only benefit the Government by generating timely revenue but
also the taxpayers as it will bring down mounting litigation costs and
efforts can be better utilized for expanding business activities. Direct
Tax Vivad se Vishwas Act, 2020 was enacted on 17th March, 2020
under which the declarations for settling disputes are currently being
filed.

(iv) Faceless E-assessment Scheme– The E-assessment Scheme, 2019
has been notified on 12th September, 2019 which provides for a new
scheme for making assessment by eliminating the interface between
the Assessing Officer and the assessee, optimizing use of resources
through functional specialization and introducing the team-based
assessment.

(v) Faceless appeals– In order to take the reforms to the next level and
to eliminate human interface, the Finance Act, 2020 empowered the
Central Government to notify Faceless Appeal Scheme in the appellate
function of the department between the appellant and the Commissioner
of Income-tax (Appeals).

(vi) Document Identification Number (DIN)– In order to bring
efficiency and transparency in the functioning of the Income Tax
Department, every communication of the Department whether it is
related to assessment, appeals, investigation, penalty and rectification,
among other things, issued from 1st October, 2019 onwards are
mandatorily having a computer-generated unique document
identification number (DIN).
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(vii) Pre-filling of Income-tax Returns– In order to make tax
compliance more convenient, pre-filled Income Tax Returns (ITR)
have been provided to individual taxpayers. The ITR form now contains
pre-filled details of certain incomes such as salary income. The scope
of information for pre-filling is being continuously expanded by pre-
filling more transactions in the ITR.

(viii) Encouraging digital transactions– In order to facilitate the
digitalisation of the economy and reduce unaccounted transactions,
various measures have been taken which include reduction in rate of
presumptive profit on digital turnover, removal of MDR charges on
prescribed modes of transactions, reducing the threshold for cash
transactions, prohibition of certain cash transactions, etc.

(ix) Simplification of compliance norms for Start-ups– Start-ups have
been provided hassle-free tax environment which includes simplification
of assessment procedure, exemptions from Angel-tax, constitution of
dedicated start-up cell etc.

6. Relaxation in the norms for Prosecution:  The threshold for launching
prosecution has been substantially increased. A system of collegium of senior
officers for sanction of prosecution has been introduced. The norms for
compounding have also been relaxed.

7. Raising of monetary limit for filing of appeal: To effectively reduce
taxpayer grievances/ litigation and help the Income Tax Department focus
on litigation involving complex legal issues and high tax effect, the monetary
thresholds for filing of departmental appeals have been raised from ̀  20
lakh to ̀  50 lakh for appeal before ITAT, from ̀  50 lakh to ̀  1 crore for
appeal before the High Court and from ̀  1 crore to ̀  2 crore for appeal
before the Supreme Court.

8. Expansion of scope of TDS/TCS: For widening the tax base, several
new transactions were brought into the ambit of Tax Deduction at Source
(TDS) and Tax Collection at Source (TCS). These transactions include
huge cash withdrawal, foreign remittance, purchase of luxury car, e-
commerce participants, sale of goods, acquisition of immovable property,
etc.

2.33 TAX REFORMS ANNOUNCED BY THE PM

Recently the Prime Minister Narendra Modi on Thursday launched the platform
for ‘Transparent Taxation – Honoring the Honest’ aimed at easing compliance and
expediting refunds, benefiting honest taxpayers.

Three main features of the platform are:
Faceless assessment
Faceless appeal
Taxpayers’ charter
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The PM said focus is on making the tax system people-centric and public
friendly, “banking the unbanked, securing the unsecured, funding the unfunded
and honoring the honest.”

According to Modi, the four factors responsible for changes in the taxation
system were:

Policy-driven governance
Belief in people’s honesty
Advanced technology
Efficiency in bureaucracy.

Check Your Progress

4. Explain about Canons of Taxation.
5. Discuss the Incidence of Taxation.
6. Explain about factors Influencing Taxable Capacity.
7. Discuss about characteristics of Indian Tax System.
8. Which of the following is the major source of revenue in India

[a] Direct tax
[b] Capital Levy
[c] Grants in aid
[d]  Indirect tax

9. Which of the following is not a Commodity Tax:
[a] Excise duty [b] Customs Duty
[c] Corpation Tax [d]  Octroi

10. The difference between total expenditure and total receipts except loans
and other liabilities is called.
[a] Fiscal deficit
[b] Budget deficit
[c]  Primary deficit
[d]  Revenue deficit

11. The difference between fiscal deficit and interest payment during the year is
called.
[a]  Fiscal deficit [b] Budget deficit
[c]  Primary deficit [d]  Revenue deficit

12. The burden of direct taxes is borne by :
[a] Rich person [b]  poor person
[c]  on whom it is levied [d]  none of these
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13. Indirect taxes have an element of :
[a] Equitable [b]  Certainity
[c]  Economical [d]  Encourage honesty

14. Direct taxes have the element of :
[a] evasion [b] convenient
[c] progressive [d]  economy

15. In proportional tax system, the rates of tax remain:
[a] Constant [b]  increasing
[c]  decreasing [d]  zero

16. Expenditure Tax for India was recommended by:
[a] Kaldor [b] Colin Clarke
[c] Adam Smith [d]  Adolph Wagnor

17. Corporate Income tax is the tax levied on:
[a] Corporations [b]  Municipalities
[c]  Co –operative societies [d]  Companies

2.34 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. Important Characteristics of Revenue are as follows:
1. Revenue is the income generated from normal business operations and

includes discounts and deductions for returned merchandise.
2. It is the top line or gross income figure from which costs are subtracted

to determine net income.
3. Revenue is also known as sales on the income statement.
4. Revenue is often referred to as the “top line,” as it sits at the top of a

company's income statement. The top line refers to a company's revenue
or gross sales.

2. (i) Union Excise Duties: They are, presently, by far the leading source
of revenue for the Central Government and are levied on commodities
produced within the country, but excluding those commodities on which
State excise is levied (viz., liquors and narcotic drugs).

(ii) Customs: Customs duties include both import and export duties. These
are the second-most important source of revenue for the Central
Government.

(iii) Income Tax: Income tax is at present another important source of
revenue for the Central Government. It is levied on the incomes of
individuals, Hindu Undivided Families and unregistered firms.

(iv) Corporation Tax: The income-tax on the net profits of joint stock
companies is called corporation tax.
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3. (i) Secured Loans: Secured loans are the advances which are backed
by assets (e.g. a car or property) belonging to the borrower in order
to decrease the risk assumed by the lender. The assets may be forfeited
to the lender if the borrower fails to make the necessary payments.
From the creditor's perspective this is a category of debt in which a
lender has been granted a portion of the bundle of rights to specified
property. Usually in secured loans the end use of loan amount drawn
is given.

(ii) Unsecured Loans: Unsecured loans are that type of loan which does
not need to put the collateral against the loan. The loan is given on the
basis of your income and expense behavior.

4. The characteristics or qualities of good tax system have been described
below as canons of taxation. Taxes should be collected by the Govt. like
plucking flower without affecting the whole flowering plant. Taxation must
ensure justice and the burden of tax must be distributed equally based on
the ability of tax payer. The first canon or principle of a good tax system
emphasised by Adam Smith is of equality. According to the canon of equality,
every person should pay to the Government according to his ability to pay,
that is in proportion of the income or the protection of the State. Thus under
the tax system based on equality principle the richer persons in the society
will pay more than the poor. On the basis of this canon of equality or ability
to pay Adam Smith argued that taxes should be proportional to income,
that is, everybody should pay the same rate or percentage of his income as
tax.

5. The incidence of tax is likely to be more in case of an assessee who is
resident and ordinarily resident in India, a little less in case of a resident but
not ordinarily resident in India and the least in case of non-resident in India
if the assessee has various incomes both inside and outside India. This is an
economic term for understanding the division of a tax burden between
stakeholders, such as buyers and sellers or producers and consumers. Tax
incidence can also be related to the price elasticity of supply and demand.
When supply is more elastic than demand, the tax burden falls on the buyers.
If demand is more elastic than supply, producers will bear the cost of the
tax.

6.  1. Psychology of tax payers
If the people are prepared to make greater sacrifices, then taxable
capacity is said to have increased. In times of war, the people are made
to pay more taxes. People are generally optimistic during the period of
prosperity and they are prepared to pay more taxes.

2. Distribution of Wealth
It is distributed equally, the taxable capacity becomes limited. If it is
concentrated with few people, then they can be made to shoulder heavy
burden of paying taxes.
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 3.   Nature of taxation
If the tax system is scientifically framed, the taxable capacity increases.
If the tax system produces adverse effects on the productive capacity
of the people, this will reduce the taxable capacity.

4. Purpose of taxation
If the purpose of taxation is to raise resources to bring about economic
development [on agricultural, industrial and infrastructural
development], people of the country are willing to pay taxes. In
contrast, if it spends huge money for stock piling and ammunition and
war overheads, this will inevitably reduce the taxable capacity of the
people.

    7. 1.   The Scientific Division of Tax Powers: India being a federation,
      there is the existence of a multi-level finance system.
2. Multiplicity of Tax Structure: India is having a broad based and

extensive tax structure. Its main feature is the existence of multiplicity of
taxes. There are both union government taxes and state government
taxes. The tax structure includes both direct and indirect taxes.

3. Larger share of Indirect Taxes: In India in the total tax revenue there
is the domination of indirect taxes over direct taxes. Indirect taxes shared
63% in 1950-51 where it increased to 77% in 2001-02. It shows that
because of the undeveloped character of the economy and glaring

4. Insufficient Tax Revenue: In-spite of rising trend in tax revenue, the
total revenue remained small when compared to developed countries.

8. [d]

9. [c]

10. [a]

11. [c]

12. [c]

13. [a]

14. [c]

15. [a]

16. [a]

17. [d]
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2.35 SUMMARY

Revenue is the income generated from normal business operations and
includes discounts and deductions for returned merchandise. It is the top
line or gross income figure from which costs are subtracted to determine
net income. The revenue budget consists of revenue receipts of the
Government of India and the expenditure met using that revenue. The revenue
budget details the sources from where the revenue is coming to the
government. The government's sources for revenue are tax collected from
people and corporations.
Taxes are levied by governments on their citizens to generate income for
undertaking projects to boost the economy of the country and to raise the
standard of living of its citizens. The authority of the government to levy tax
in India is derived from the Constitution of India, which allocates the power
to levy taxes to the Central and State governments. All taxes levied within
India need to be backed by an accompanying law passed by the Parliament
or the State Legislature. The payment of tax is beneficial on multiple levels
including the development of nation, betterment of infrastructure, the
upliftment of the society, and even for welfare activities for the nation.
There are two main categories of taxes, which are further sub-divided into
other categories. The two major categories are direct tax and indirect tax.
There are also minor cess taxes that fall into different sub-categories. Within
the Income Tax Act, there are different acts that govern these taxes.
Direct tax is taxes that are to be paid directly to the government by the
individual or legal entity. Direct taxes are overlooked by the Central Board
of Direct Taxes (CBDT). Direct taxes cannot be transferred to any other
individual or legal entity.
Taxes that are levied on services and products are called indirect tax. Indirect
taxes are collected by the seller of the service or product. The tax is added
to the price of the products and services. It increases the price of the product
or service. There is only one indirect tax levied by the government currently.
This is called GST or the Goods and Services Tax.
Loan is a sum of money that one or more individuals or companies borrow
from banks or other financial institutions so as to financially manage planned
or unplanned events. In doing so, the borrower incurs a debt, which he has
to pay back with interest and within a given period of time.
Grant is a quantity of money, i.e., financial assistance, given by a government,
organization, or person for a specific purpose. Unlike a loan, you do not
have to pay back the money. The government may also award grants for
home insulation, community projects or setting up businesses.
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The incidence of tax is likely to be more in case of an assessee who is
resident and ordinarily resident in India, a little less in case of a resident but
not ordinarily resident in India and the least in case of non-resident in India
if the assessee has various incomes both inside and outside India.
Taxable capacity is normally used in two senses, namely, (a) the absolute
taxable capacity and (b) the relative taxable capacity. Absolute taxable
capacity is defined as the maximum amount of the tax revenue a country or
state can collect by using its own tax bases without producing unpleasant
effects.
Taxation is the means by which a government or the taxing authority imposes
or levies a tax on its citizens and business entities. From income tax to
goods and services tax (GST), taxation applies to all levels. The Central
and State government plays a significant role in determining the taxes in
India.
Tax evasion is an illegal activity in which a person or entity deliberately
avoids paying a true tax liability. Those caught evading taxes are generally
subject to criminal charges and substantial penalties. To willfully fail to pay
taxes is a federal offense under the Internal Revenue Service (IRS) tax
code.

2.36 KEY TERMS

Revenue: Revenue is the total amount of income generated by the sale of
goods or services related to the company's primary operations. Revenue is
the total amount of income generated by the sale of goods or services related
to the company's primary operations.
Total Revenue: The income earned by a seller or producer after selling
the output is called the total revenue. In fact, total revenue is the multiple of
price and output. The behavior of total revenue depends on the market
where the firm produces or sells.
Average Revenue: Average revenue refers to the revenue obtained by
the seller by selling the per unit commodity. It is obtained by dividing the
total revenue by total output.
Marginal Revenue: Marginal revenue is the net revenue obtained by selling
an additional unit of the commodity. “Marginal revenue is the change in total
revenue which results from the sale of one more or one less unit of output.”
Ferguson.
Taxes: Taxes are the obligatory contribution to the state revenue; the
government of India levies on the income of workers and business gains or
added up to the cost of some transactions, goods and services.
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Direct Tax: Direct tax is taxes that are to be paid directly to the government
by the individual or legal entity. Direct taxes are overlooked by the Central
Board of Direct Taxes (CBDT). Direct taxes cannot be transferred to any
other individual or legal entity.
Indirect Tax: Taxes that are levied on services and products are called
indirect tax. Indirect taxes are collected by the seller of the service or product.
The tax is added to the price of the products and services. It increases the
price of the product or service. There is only one indirect tax levied by the
government currently. This is called GST or the Goods and Services Tax.
Loans: Loan is a sum of money that one or more individuals or companies
borrow from banks or other financial institutions so as to financially manage
planned or unplanned events. In doing so, the borrower incurs a debt, which
he has to pay back with interest and within a given period of time.
Grants-in-aid: Grant is a quantity of money, i.e., financial assistance, given
by a government, organization, or person for a specific purpose. Unlike a
loan, you do not have to pay back the money. The government may also
award grants for home insulation, community projects or setting up
businesses.
Incidence of Taxation: The incidence of tax is likely to be more in case of
an assessee who is resident and ordinarily resident in India, a little less in
case of a resident but not ordinarily resident in India and the least in case of
non-resident in India if the assessee has various incomes both inside and
outside India.
Taxable Capacity: Taxable capacity is normally used in two senses, namely,
(a) the absolute taxable capacity and (b) the relative taxable capacity.
Absolute taxable capacity is defined as the maximum amount of the tax
revenue a country or state can collect by using its own tax bases without
producing unpleasant effects.
Taxation: Taxation is the means by which a government or the taxing
authority imposes or levies a tax on its citizens and business entities. From
income tax to goods and services tax (GST), taxation applies to all levels.
The Central and State government plays a significant role in determining the
taxes in India.
Tax Evasion: Tax evasion is an illegal activity in which a person or entity
deliberately avoids paying a true tax liability. Those caught evading taxes
are generally subject to criminal charges and substantial penalties. To willfully
fail to pay taxes is a federal offense under the Internal Revenue Service
(IRS) tax code.
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2.37 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short Answer Questions

1. Give the meaning of Revenue.
2. What is Tax?
3. Give the meaning of Loan.
4. What is Grants-in-aid?
5. Give the meaning of Taxation.
6. What is Incidence of Taxation?
7. Give the meaning of Taxable Capacity.
8. What is Administrative Revenue?
9. Give the meaning of Tax Evasion.

10. What is Taxation System?

Long Answer Questions

1. Discuss the characteristics of Revenue.
2. Explain various sources of Revenue.
3. Discuss various types of Taxes.
4. Explain the benefits of Taxes.
5. Discuss the advantages of Paying Taxes.
6. Explain the characteristics of Loans.
7. Discuss various types of Loans.
8. Explain different types of Loans in India.
9. Discuss about Canons of Taxation.

10. Explain the problems of justice in taxation.
11. Explain about factors Influencing Taxable Capacity.
12. Discuss characteristics of Taxation.
13. Explain the impact of Taxation in Indian Economy.
14. Discuss the characteristics of Indian Tax System.
15. Explain various steps of reform of Indian Taxation System.
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UNIT 3 PRINCIPLE OF PUBLIC
EXPENDITURE
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3.7 Recent Policy Changes in Direct and Indirect Tax
3.8 Public Debt in India
3.9 Public Debt in India: Liabilities, Growth and Problems
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3.12 Summary
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3.15 Further Reading

3.0 INTRODUCTION

Public expenditure provides various kinds of social and economic facilities
stimulating the capacity to work of the people. Increased capacity implies increased
efficiency and greater employment. Governments at all levels like national, regional
and local need to raise revenue from a variety of sources to finance public-sector
expenditures. The details of taxation are guided by two principles: who will benefit
and who can pay. Public expenditure means the expenditure on the developmental
and non-developmental activity such as construction of roadways and dams, and
other activity.
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3.1 OBJECTIVES

After reading this unit, you will understand about:
Discuss about Principle of Public Expenditure
Explain about Principle of Public Debts
Analyze the Methods of Redemption
Describe the Effects of Public Expenditure on Production and Distribution
Examine the Public Debt in India

3.2 THE CONCEPT OF PUBLIC
EXPENDITURE

The Expenditure incurred by Public authorities like Central, State and local
governments to satisfy the collective social wants of the people is known as public
expenditure. Public expenditure is the expenditure for the public like infrastructural
facilities, basic health facilities, medical and educational facilities, etc. The Public
Expenditure is incurred on various activities for the welfare of the people and also
for the economic development, especially in developing countries. Public
expenditure is necessary to address the diverse social, economic and regulatory
requirements of an economy. The links between public expenditure and economic
growth are well recognized. Public expenditure also contributes towards economic
growth and social development through multiple channels; for instance, investments
in agricultural and industrial infrastructure create backward and forward links and
leads to employment opportunities.

Public expenditure is beneficial since it influences the economy in many
directions. The effects of public expenditure are always beneficial. It increases the
capacity of the people to produce output efficiently. It influences the production
not only directly but also indirectly. It increases the community’s productive power.
It promotes social and economic equality and finally increases income, employment
and welfare. Expenditure on defence becomes productive and it becomes a
protective expenditure. Development of infrastructures facilitates production and
thereby helps to increase national income and in turn per capita income.
Expenditures are the social services like free education, health and medical aid,
which increase the capacity of the people to work and save and productive power.
Public expenditure is an ideal medium to remove economic inequalities in society.
The Government should tax more the rich. The amount so collected should be
spent on free education, medical aid, cheap food, subsidized houses, old age
pension, etc. This process of public expenditure will bring about redistribution of
national income in favour of the poor. Public expenditure affects the level of income
and employment in the country by removing the widespread unemployment.
Investing more on public works like roads, hydro-electric generating works, etc.
will create a multiplier effect on the economy and thereby increases the income
and employment. This results in increased consumption and in turn develops the
consumption goods industries and capital goods industries. Thus, public expenditure
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plays a vital role in the economic development of a country. It also creates necessary
environment for the expansion of private enterprise and initiative.

3.2.1 Meaning of Public Expenditure
Public expenditure is spending made by the Government of a country on collective
needs and wants such as pension, provisions, security, infrastructure, etc. This is
the expenditure incurred by the public authorities to satisfy those common wants
which the people in their individual capacity are unable to satisfy efficiently.

3.2.2 Objectives of Public Expenditure
Objectives of public expenditure are as follows:

(a) To promote rapid economic development.
(b) To promote trade and commerce.
(c) To promote rural development
(d) To promote balanced regional growth
(e) To develop agricultural and industrial sectors
(f) To build socio-economic overheads e.g. roadways, railways, power

etc.
(g) To exploit and develop mineral resources like coal and oil.
(h) To provide collective wants and maximize social welfare.
(i) To promote full-employment and maintain price stability.
(j) To ensure an equitable distribution of income.

3.2.3 Significance of Public Expenditure
The significance of public expenditure can be summarized as follows:

(a) Administration of law and order and justice.
(b) Maintenance of police force.
(c) Maintenance of army and provision for defence goods.
(d) Maintenance of diplomats in foreign countries.
(e) Public administration.
(f) Servicing of public debt.
(g) Development of industries.
(h) Development of transport and communication.
(i) Provision for public health.
(j) Creation of social goods.

3.2.4 Purposes of Public Expenditure
The principal Purposes of Public Expenditure are as follows:

1. Public expenditure enables governments to produce goods and services
or purchase goods and services that are needed to fulfill the
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Government’s social and economic objectives. Over the years, we’ve
seen significant changes in the role and size of Governments around the
world.

2. Public expenditure has increased remarkably in the 20th century, when
Governments all over the world started spending more funds on
education, healthcare, and social protection. At present, the Governments
of developed countries spend more as a percentage of Gross Domestic
Product (GDP) than the Governments of developing countries.

3. The Governments around the world rely upon the private sector to
produce and manage a country’s goods and services and utilize public-
private partnerships to finance, design, build, and operate infrastructure
projects.

4. To supply goods and services that is not supplied by the private sector,
such as defense, roads, and bridges; merit goods such as hospitals and
schools, and welfare payments and benefits including unemployment
and disability benefits.

5. To achieve improvements in the supply-side of the macro-economy,
such as spending on education and training to improve labor productivity.

6. To provide subsidies to industries that may need financial support for
either their operation or expansion. The private sector is not able to
meet such financial requirements and, hence, the public sector plays a
crucial part in lending necessary support. For example, transport
infrastructure projects do not attract private finance unless the
Government provides expenditures for the industry.

7. To help redistribute income and promote social welfare. They are for
the long term and do not need to be renewed each year. Also called
“social capital,” they include spending on physical assets like roads,
bridges, hospital buildings, and equipment.

3.2.5 Types of Public Expenditure
Classification of public expenditure refers to the systematic arrangement of different
items on which the Government incurs expenditure. Public expenditure can be
classified as follows:

(a) Capital and Revenue Expenditure

Capital Expenditure of the Government refers to that expenditure which results in
creation of fixed assets. They are in the form of investment. They add to the net
productive assets of the economy. Capital Expenditure is also known as
development expenditure as it increases the productive capacity of the economy.
It is investment expenditure and a non-recurring type of expenditure. For e.g.
Expenditure on agricultural and industrial development, irrigation dams, public -
enterprises etc. are all capital expenditures.

Revenue expenditures are current or consumption expenditures incurred
on civil administration, defence forces, public health and, education, maintenance
of Government machinery etc. This type of  expenditure is of recurrent type which
is incurred year after year.
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(b) Development and Non-Developmental Expenditure/Productive and
Non-Productive Expenditure

Expenditure on infrastructure development, public enterprises or development of
agriculture increase productive capacity in the economy and bring income to the
Government. Thus they are classified as productive expenditure. All expenditures
that promote economic growth development are termed as development
expenditure.

Unproductive (non-development) expenditure refers to those expenditures
which do not yield any income. Expenditure such as interest payments, expenditure
on law and order, public administration, do not create any productive asset which
brings income to Government such expenses are classified as unproductive
expenditures.

(c) Transfer and Non-Transfer Expenditure

Transfer expenditure refers to those kind of expenditures against which there is no
corresponding transfer of real resources i.e., goods or services. Such expenditure
includes public expenditure on: National Old pension Scheme, Interest payments,
subsidies, unemployment allowances, welfare benefits to weaker sections etc. By
incurring such expenditure, the Government does not get anything in return, but it
adds to the welfare of the people, especially to weaker sections of society. Such
expenditure results in redistribution of money incomes within the society.

The non-transfer expenditure relates to that expenditure which results in
creation of income or output The non-transfer expenditure includes development
as well as non-development expenditure that results in creation of output directly
or indirectly. Economic infrastructure (Power, Transport, Irrigation etc.), Social
infrastructure (Education, Health and Family welfare), Internal law and order and
defence, public administration etc. By incurring such expenditure, Government
creates a healthy environment for economic activities.

(d) Plan and Non-Plan Expenditure

The plan expenditure is incurred on development activities outlined in ongoing five
year plan. In 2009-10, the plan expenditure of Central Government was 5.3% of
GDP. Plan expenditure is incurred on transport, rural development, communication,
agriculture, energy, social services, etc.

The non-plan expenditure is incurred on those activities, which are not
included in five-year plan. It includes development and non-development
expenditure. It includes: Defence, subsidies, interest payments, maintenance etc.

3.2.6 Causes for the Increase in Public Expenditure
The modern state is a welfare state. In a welfare state, the Government has to
perform several functions viz social, economic and political. These activities are
the cause for increasing public expenditure.

1. Population Growth

During the past 67 years of planning, the population of India has increased from
36.1 crore in 1951, to 121 crore in 2011. The growth in population requires
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massive investment in health and education, law and order, etc. Young population
requires increasing expenditure on education youth services, whereas the aging
population requires transfer payments like old age pension, social security & health
facilities.

2. Defence Expenditure

There has been enormous increase in defence expenditure in India during planning
period. The defence expenditure has been increasing tremendously due to
modernisation of defence equipment. The defence expenditure of the Government
was ̀  10,874 crores in 1990-91 which increased significantly to ̀  2,95,511 crores
in 2018-19.

3. Government Subsidies

The Government of India has been providing subsidies on a number of items such
as food, fertilizers, interest on priority sector lending, exports, education, etc.
Because of the massive amounts of subsidies, the public expenditure has increased
manifold.

The expenditure on subsidies by central Government in 1990-91 was
` 9,581 crores which increased significantly to ̀  2,29,715.67 crores in 2018-19.
Besides this, the corporate sectors also receive subsidies (incentives) of more
than ̀  5 lakh crores.

4. Debt Servicing

The Government has been borrowing heavily both from the internal and external
sources, As a result, the Government has to make huge amounts of repayment
towards debt servicing.

The interest payment of the central Government has increased from ̀  21,500
crores in 1990-91 to ̀  5,75,794 crores in 2018-19.

5. Development Projects

The Government has been undertaking various development projects such as
irrigation, iron and steel, heavy machinery, power, telecommunications, etc. The
development projects involve huge investment.

6. Urbanisation

There has been an increase in urbanization. In 1950-51 about 17% of the population
was urban based. Now the urban population has increased to about 43%. There
are more than 54 cities above one million population. The increase in urbanization
requires heavy expenditure on law and order, education and civic amenities.

7. Industrialization

Setting up of basic and heavy industries involves a huge capital and long gestation
period. It is the Government which starts such industries in a planned economy.
The under-developed countries need a strong of infrastructure like transport,
communication, power, fuel, etc.
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8. Increase in Grants in aid to State and Union Territories

There has been tremendous increase in grant-in-aid to state and union territories
to meet natural disasters.

3.2.7 Principle of Public Expenditure
The Principle of Public Expenditure can be summarized as follows:

1. Principle of Maximum Social Advantage

The objective behind this principle is that public money should be spent for general
cause and must promote social welfare. It should not be spent for the benefit of a
particular group of society. Public expenditure should result in increased production,
elimination of inequality and promotion of welfare of all. It should secure internal
peace and also protection from external aggression.

2. Principle of Economy

The authorities are expected to follow utmost economy in its expenditure. Public
money should not be misused and not result in any wastage. Whenever money is
raised by taxation, public expenditure in return should bring maximum benefit. It
should not produce unfavorable effect on production. Canon of economy does
not mean niggardliness or miserliness. It simply means the prevention of extravagance
and waste of all kinds.

3. Principle of Sanction

Without the sanction of the public authority, no money should be spent. At the
same time, the amount of money must be spent for the purpose for which it was
sanctioned. This will ensure that:

Waste and extravagance are avoided,
There is proper audit done compulsorily,
There is control and legislative supervision over public expenditure,
It is seen whether the expenditure has fulfilled the objective.

In the absence of proper sanction, there may be misuse and misappropriation
of public funds. The Public Accounts Committee established by every legislature
sees that these objectives are achieved.

4. Principle of Elasticity
This implies that there should be scope for varying the expenditure according to
need or circumstances. There should not be any rigidity in public expenditure.

5. Principle of Surplus

To greater extent, the Government expenditure should lead to increased production,
employment and income. The expenditure should be within the revenue of the
State. Deficit is permitted only for a short duration. In times of crisis, Government
is allowed to have deficit budget. The deficit must be made good after the normalcy
returns.
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Finally, public expenditure should promote economic growth, stability and
social justice. Public expenditure should be directed to achieve economic and
social objectives of the country.

3.2.8 Growth of Public Expenditure in India
The size of the public expenditure in India, i.e. the total expenditure of the central
and state Governments has grown from ̀  938 crores in 1950-51 to ̀  14,85,535
crores in 2008-09 or at an average annual growth rate of 13.5 per cent. The
growth of public expenditure has been almost at the same pace as that of revenue
generation, which also had grown at an average annual rate of 13.9 per cent per
annum over the period.

Of course, all of this increase cannot be regarded as real, as a good part of
it would be due to the rise in prices. But even if an adjustment is made for the rises
in prices the fact remains that there has been a phenomenal increase in public
expenditure. This fact can also be brought out in another way, i.e. by relating
public expenditure to GDP.

Whereas GDP has increased at an annual average rate of about 4.2 per
cent during this period, the proportion of public expenditure in national income
has gone up from 11.1 per cent in 1950-51 to 28.3 per cent in 2008-09.

Developmental expenditure of the central Government includes expenditure
incurred under such heads as social and community services, economic services,
grants-in-aid to states and Union Territory Governments for developmental
expenses. Non-developmental expenditure of the central Government includes
expenditure incurred on defence, interest payments, etc.

Developmental expenditure of the state Governments also include expenditure
incurred on social and community services, and economic services. Non-
developmental expenditure includes expenditure incurred under such heads as
administrative services, fiscal serices, appropriation to reserves, interest payments,
pensions, etc.

The proportion of developmental expenditure in total public expenditure
has shown a significant increase over the years. In 1950-51, developmental
expenditure formed 36 per cent of the total expenditure. In 2008-09, this proportion
was estimated as 56 per cent. This indicates the growing participation of the State
in developmental activities of the economy.

It should, however, be noted that the developmental schemes figure both
under revenue and capital budgets. Although a larger proportion of developmental
expenditure comes under capital budget, some parts of revenue budget such as
subsidies do not directly pertain to developmental purposes although their indirect
effects on development cannot be underrated.

3.2.9 Plan Expenditure and Non-plan Expenditure
The budgeted expenditure in a year is split into two parts, such as:

(i) Plan expenditure consists of budgetary provisions for schemes and
programmes that have been included in the five-year plans in which the
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financial allocations between different heads are made on a five-yearly
basis. Within the broad parameters of budgetary provision, annual
allocations are made for different schemes and programmes.

(ii) Non-plan Expenditure on the other hand, is a generic term which includes
both developmental and non-developmental expenditure. Part of the
expenditure is obligatory in nature, e.g. interest payments, pensionary
charges and statutory transfers to the states. Part of the expenditure is
on account of certain essential obligations of a state, e.g. defence and
internal security.

Expenditure on maintaining the assets created in previous plan is also treated
as non-plan expenditure. Expenditure on continuing services and activities from
levels already reached in a plan period is shifted to non-plan in the next period,
e.g. expenditure on education and health services, continuing research projects,
operating expenses of power stations, etc. Thus, as more plans are completed, a
large amount of expenditure on their operation and maintenance of facilities and
services created gets added to non-plan expenditure besides the interest on
Government borrowings to finance the plan.

Therefore, as the plan size grows, expenditure under the non-plan category
also grows. For instance, the non- plan expenditure of the Central Government
amounting to ` 76,933 crore in 1990-91 increased to ` 5,07,498 crore during
2008-09. However, as a proportion of total expenditure, non-plan expenditure
came down to 67.1 per cent in 2008-09 from 73.1 per cent in 1990-91.

Non-plan expenditure has been the focus of considerable criticism from
many quarters. Though much of the criticism comes from the premise that the non-
plan expenditure is maintenance centered and to that extent not adding to further
productive asset base, a more detailed study of non-plan expenditure shows that
many of its constituent items are vital for the long-term development and social
goals of the economy. The non- plan outlay may on analysis be therefore found to
be as significant to the achievement of the plan as the plan outlay itself.

Check Your Progress

1. Discuss the significance of Public Expenditure.
2. Explain various types of Public Expenditure.
3. Discuss the Principles of Public Expenditure.

3.3 THE CONCEPT OF PUBLIC DEBT

Public debt is the total amount, including total liabilities, borrowed by the
Government to meet its development budget. It has to be paid from the
Consolidated Fund of India. The term is also used to refer to overall liabilities of
central and state Governments, but the Union Government clearly distinguishes its
debt liabilities from the states’. The central government broadly classifies its liabilities
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into two categories debt contracted against the Consolidated Fund of India, and
public account. Over the years, the Union Government has followed a considered
strategy to reduce its dependence on foreign loans in its overall loan mix. Internal
debt constitutes over 93 per cent of the overall public debt. Internal loans that
make up for the bulk of public debt are further divided into two broad categories
marketable and non-marketable debt. When the expenditure exceeds the revenue,
the government will take the help of debt to fulfill the needs of the country and to
run the economy. According to the Reserve Bank of India Act, 1934, the RBI is
both the banker and public debt manager for the Government. The RBI handles
all the money, remittances, and foreign exchange and banking transactions. The
Union government also deposits its cash balance with the RBI. The Union
government’s liabilities account for a little over 46 per cent of India’s gross domestic
product (GDP). However, if the public debt is calculated as general government
liabilities, which also includes the liabilities of states, this goes up to 68 per cent of
the country’s GDP.

3.3.1 Meaning of Public Debt
Public debt refers to overall liabilities of central and state Governments but the
Union government clearly distinguishes its debt liabilities from the states. Public
debt can be raised both externally and internally where external debt is the debt
owed to lenders outside the country and internal debt represents the government’s
obligations to domestic lenders. Public debt is an important source of resources
for a government to finance public spending and fill holes in the budget.

3.3.2 Sources of Public Debt
Governments may raise public debt from both the internal and external sources.
The effects of public debt are determined also by the sources and its size. The
sources of public debt are as follows:

Various Sources of Public Debt

A. Internal Sources

1. Individuals and Private Organizations: Individuals and private
organizations provide loans to government with the purchase of securities
like bonds and treasury bills. They provide loans reducing consumption,
diverting savings accounts and corporate securities, and out of the funds
that would remain idle. This source of debt normally does not exert
inflationary pressure, except that from the idle funds, as there will be
just a transfer of purchasing power from public to the government and
no more money supply.

2. Financial Institutions: Financial institutions, other than the commercial
banks, like Provident Fund, Insurance Companies, Finance and
Investment Companies, Co-operatives, Mutual Funds, etc. are the
important source of public debt. These institutions normally provide loans
to government to reduce their cash-holdings to earn some interests, for
the safety of funds and to maintain liquidity. Normally, these institutions
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prefer to invest on government securities in a situation when there is no
sufficient for loan advancements on other activities. Borrowing from this
source is likely to be inflationary as the funds would not have been spent
if it was not loaned to government.

3. Commercial Banks: Commercial banks provide loans to government
out of the excess cash reserves and by credit creation. Like other financial
institutions, the commercial banks also provide loans to government in a
situation when there is no sufficient demand for bank credit. Borrowing
from commercial banks increases money supply in the economy, and is
likely to exert inflationary pressure in the economy.

4. Central Bank: The Central bank is the lender of the last resort to the
government. The central bank, as being the monetary authority of the
government, is responsible to manage the public debt on behalf of the
government out of its reserve funds and by credit creation against the
government securities. Bullions and foreign exchange reserves.
Borrowing from the central bank has double-fold possibility of credit
creation leading to excess money supply in the economy leading to
inflation.

B. External Sources
Normally, public debt from external sources is raised to finance the development
projects and to manage the problem of deficit in the Balance of Payments. Whatever
be the sources, borrowing from external sources is likely to exert more inflationary
pressure, at least until the gestation period of the projects financed from these
sources. The external sources are:

1. Foreign Nationals and Private Organizations: Government may
borrow from this source by issuing its securities in the international financial
market.

2. Donor Governments: Normally the developed countries’ governments
provide loans to the developing countries for development projects in
the form of foreign aids.

3. International Financial Institutions: The international financial
institutions like World Bank, IMF, UNCDF, IFC, and ADB, etc. provide
loans to governments to finance development projects and to manage
the BOP problems.

4. Funds of Some Countries and Business/Economic Forums:
Governments may borrow from the funds created by some countries
and business or economic forums like Saudi, Kuwaiti, and OPEC funds.

3.3.3 Principle of Public Debts
Principle of Public Debts can be summarized as follows:

1. Sovereign debt management is the process of establishing and executing
a strategy for managing the government's debt in order to raise the
required amount of funding, achieve its risk and cost objectives and to
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meet any other sovereign debt management goals the government may
have set, such as developing and maintaining an efficient market for
government securities.

2. In a broader macroeconomic context for public policy, governments
should seek to ensure that both the level and rate of growth in their
public debt is fundamentally sustainable, and can be serviced under a
wide range of circumstances while meeting cost and risk objectives.
Sovereign debt managers share fiscal and monetary policy advisors'
concerns that public sector indebtedness remains on a sustainable path
and that a credible strategy is in place to reduce excessive levels of
debt. Debt managers should ensure that the fiscal authorities are aware
of the impact of government financing requirements and debt levels on
borrowing costs. Examples of indicators that address the issue of debt
sustainability include the public sector debt service ratio, and ratios of
public debt to GDP and to tax revenue.

3. Poorly structured debt in terms of maturity, currency, or interest rate
composition and large and unfunded contingent liabilities have been
important factors in inducing or propagating economic crises in many
countries throughout history. For example, irrespective of the exchange
rate regime, or whether domestic or foreign currency debt is involved,
crises have often arisen because of an excessive focus by governments
on possible cost savings associated with large volumes of short-term or
floating rate debt. This has left government budgets seriously exposed
to changing financial market conditions, including changes in the country's
creditworthiness, when this debt has to be rolled over. Foreign currency
debt also poses particular risks, and excessive reliance on foreign
currency debt can lead to exchange rate and/or monetary pressures if
investors become reluctant to refinance the government's foreign-currency
debt. By reducing the risk that the government's own portfolio
management will become a source of instability for the private sector,
prudent government debt management, along with sound policies for
managing contingent liabilities, can make countries less susceptible to
contagion and financial risk.

4. A government's debt portfolio is usually the largest financial portfolio in
the country. It often contains complex and risky financial structures, and
can generate substantial risk to the government's balance sheet and to
the country's financial stability. As noted by the Financial Stability Forum's
Working Group on Capital Flows, “recent experience has highlighted
the need for governments to limit the build-up of liquidity exposures and
other risks that make their economies especially vulnerable to external
shocks.” Therefore, sound risk management by the public sector is also
essential for risk management by other sectors of the economy “because
individual entities within the private sector typically are faced with
enormous problems when inadequate sovereign risk management
generates vulnerability to a liquidity crisis.” Sound debt structures help
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governments reduce their exposure to interest rate, currency and other
risks. Many governments seek to support these structures by establishing,
where feasible, portfolio benchmarks related to the desired currency
composition, duration, and maturity structure of the debt to guide the
future composition of the portfolio.

5. Several debt market crises have highlighted the importance of sound
debt management practices and the need for an efficient and sound capital
market. Although government debt management policies may not have
been the sole or even the main cause of these crises, the maturity structure,
and interest rate and currency composition of the government's debt
portfolio, together with substantial obligations in respect of contingent
liabilities have often contributed to the severity of the crisis. Even in
situations where there are sound macroeconomic policy settings, risky
debt management practices increase the vulnerability of the economy to
economic and financial shocks. Sometimes these risks can be readily
addressed by relatively straightforward measures, such as by lengthening
the maturities of borrowings and paying the associated higher debt
servicing costs (assuming an upward sloping yield curve), by adjusting
the amount, maturity, and composition of foreign exchange reserves,
and by reviewing criteria and governance arrangements in respect of
contingent liabilities.

6. Risky debt structures are often the consequence of inappropriate
economic policies-fiscal, monetary and exchange rate-but the feedback
effects undoubtedly go in both directions. However, there are limits to
what sound debt management policies can deliver. Sound debt
management policies are no panacea or substitute for sound fiscal and
monetary management. If macroeconomic policy settings are poor, sound
sovereign debt management may not by itself prevent any crisis. Sound
debt management policies reduce susceptibility to contagion and financial
risk by playing a catalytic role for broader financial market development
and financial deepening. Experience supports the argument, for example,
that developed domestic debt markets can substitute for bank financing
(and vice versa) when this source dries up, helping economies to weather
financial shocks.

7. The Guidelines are designed to assist policymakers in considering reforms
to strengthen the quality of their public debt management and reduce
their country's vulnerability to international financial shocks. Vulnerability
is often greater for smaller and emerging market countries because their
economies may be less diversified, have a smaller base of domestic
financial savings and less developed financial systems, and be more
susceptible to financial contagion through the relative magnitudes of
capital flows. As a result, the Guidelines should be considered within a
broader context of the factors and forces affecting a government's liquidity
more generally, and the management of its balance sheet. Governments
often manage large foreign exchange reserves portfolios, their fiscal



Principle of Public
Expenditure

NOTES

Self-Instructional
130 Material

positions are frequently subject to real and monetary shocks, and they
can have large exposures to contingent liabilities and to the consequences
of poor balance sheet management in the private sector. However,
irrespective of whether financial shocks originate within the domestic
banking sector or from global financial contagion, prudent government
debt management policies, along with sound macroeconomic and
regulatory policies, are essential for containing the human and output
costs associated with such shocks.

8. The Guidelines cover both domestic and external public debt and
encompass a broad range of financial claims on the government. They
seek to identify areas in which there is broad agreement on what generally
constitutes sound practices in public debt management. The Guidelines
endeavor to focus on principles applicable to a broad range of countries
at different stages of development and with various institutional structures
of national debt management. They should not be viewed as a set of
binding practices or mandatory standards or codes. Nor should they
suggest that a unique set of sound practices or prescriptions exists, which
would apply to all countries in all situations. Building capacity in sovereign
debt management can take several years and country situations and
needs vary widely. These Guidelines are mainly intended to assist
policymakers by disseminating sound practices adopted by member
countries in debt management strategy and operations. Their
implementation will vary from country to country, depending on each
country's circumstances, such as its state of financial development.

9. Each country's capacity building needs in sovereign debt management
are different. Their needs are shaped by the capital market constraints
they face, the exchange rate regime, the quality of their macroeconomic
and regulatory policies, the institutional capacity to design and implement
reforms, the country's credit standing, and its objectives for public debt
management. Capacity building and technical assistance therefore must
be carefully tailored to meet stated policy goals, while recognizing the
policy settings, institutional framework and the technology and human
and financial resources that are available. The Guidelines should assist
policy advisors and decision makers involved in designing debt
management reforms as they raise public policy issues that are relevant
for all countries. This is the case whether the public debt comprises
marketable debt or debt from bilateral or multilateral official sources,
although the specific measures to be taken will differ, to take into account
a country's circumstances.

10. Every government faces policy choices concerning debt management
objectives, its preferred risk tolerance, which part of the government
balance sheet those managing debt should be responsible for, how to
manage contingent liabilities, and how to establish sound governance
for public debt management. On many of these issues, there is increasing
convergence on what are considered prudent sovereign debt
management practices that can also reduce vulnerability to contagion
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and financial shocks. These include: recognition of the benefits of clear
objectives for debt management; weighing risks against cost
considerations; the separation and coordination of debt and monetary
management objectives and accountabilities; a limit on debt expansion;
the need to carefully manage refinancing and market risks and the interest
costs of debt burdens; and the necessity of developing a sound institutional
structure and policies for reducing operational risk, including clear
delegation of responsibilities and associated accountabilities among
government agencies involved in debt management.

11. Debt management needs to be linked to a clear macroeconomic
framework, under which governments seek to ensure that the level and
rate of growth in public debt are sustainable. Public debt management
problems often find their origins in the lack of attention paid by
policymakers to the benefits of having a prudent debt management strategy
and the costs of weak macroeconomic management. In the first case,
authorities should pay greater attention to the benefits of having a prudent
debt management strategy, framework, and policies that are coordinated
with a sound macro policy framework. In the second, inappropriate
fiscal, monetary, or exchange rate policies generate uncertainty in financial
markets regarding the future returns available on local currency-
denominated investments, thereby inducing investors to demand higher
risk premiums. Particularly in developing and emerging markets,
borrowers and lenders alike may refrain from entering into longer-term
commitments, which can stifle the development of domestic financial
markets, and severely hinder debt managers' efforts to protect the
government from excessive rollover and foreign exchange risk. A good
track record of implementing sound macro policies can help to alleviate
this uncertainty. This should be combined with building appropriate
technical infrastructure such as a central registry and payments and
settlement system to facilitate the development of domestic financial
markets.

3.3.4 Methods of Public Debt Redemption
Various methods of Debt Redemption are as follows:

1. Refunding

The government often issues new bonds for raising new loans in order to pay-off
the matured loans (i.e., an old debt). Thus, the government takes a fresh loan in
order to repay an old debt. When the government uses this method of refunding
there is no liquidation of the money burden of the public debt. Instead, the debt-
servicing (i.e., repayment of the interest along with the principal) burden gets
accumulated on account of the postponement of the debt-repayment to some
future date.

2. Use of Budgetary Surplus

Sometimes, a government is able to generate a surplus in the budget. In such a
situation, the government is left with two options. It can either reduce taxes or
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repay some of its old debt. In general, the government makes use of the budgetary
surplus to buy back from the market (the people) its own bonds and securities. As
a result, there is an automatic liquidation of the debt liability of the government.

3. Terminal Annuity

In some countries, the government follows the practice of paying-off the debt on
the basis of terminal annuity. By using this method, the government pays-off its
debt (which includes both interest and the principal) in equal annual installments.
This method often finds favour with the planners and policymakers in developing
countries like India because it leads to a fall in the burden of public debt every
year. The government is not required to repay the entire debt at a time (i.e., it is
not required to make one huge lump-sum payment in order to repay the debt).

4. Sinking Fund

Sometimes, this government of a country establishes a separate fund known as
the ‘Sinking Fund’ for the purpose of repaying its debt. Under this system, the
government goes on crediting a fixed amount of money to this fund every year. By
the time the debt matures, sufficient money gets accumulated in the fund so as to
enable the government to repay the debt along with interest. In general, there are,
in fact, two alternative ways of crediting sums to this fund.

The usual procedure is to deposit a certain (fixed) percentage of its annual
income to the fund. A preferable alternative for the government is to raise a new
loan and credit the proceeds to the sinking fund. However, some economists do
not treat the second method with favour. For example, Dalton has opined that it is
in the Tightness of thing to accumulate a sinking fund out of the current revenue of
the government, not out of new loans.

5. Debt Conversion

Sometimes, a high interest debt is converted into a low-interest one. This gives the
government an opportunity to convert its high-interest debt into a low-interest
one. And, the government is enabled to reduce the burden of public debt. If the
interest burden of public debt falls the government is not required to raise huge
revenue through taxes to service the debt.

Instead, the government can reduce taxes and provide relief to the taxpayers
in the event of a fall in the rate of interest payable on public debt. Since most
taxpayers are poor people and bondholders are rich, such debt conversion is
likely to improve the pattern of income distribution. If this happens there is an
automatic reduction in the degree of inequality in the distribution of income.

6. Statutory Reduction in the Rate of Interest

Sometimes, the government passes ordinances to reduce the rate of interest payable
on its debt. This happens when the government suffers from financial crisis and
when there is a huge deficit in its budget. There are so many instances of such
compulsory reduction in the rate of interest. However, this practice is not followed
under normal circumstances. Instead, the government is forced to adopt this method
of debt management (repayment) only when the situation so demands.



Principle of Public
Expenditure

NOTES

Self-Instructional
             Material   133

7. Additional Taxation

Sometimes, the government imposes additional taxes on people to pay interest on
public debt. By levying new taxes, both direct and indirect, the government can
collect the necessary revenue so as to be able to pay-off its old debt. However,
this method is often criticized on the ground that it creates inequality in the distribution
of income by redistribution (transferring) income from taxpayers to the

interest on public debt there is a net burden on the community.

8. Capital Levy

In times of war or emergency, most governments follow the usual practice of
repaying its debt by imposing a capital levy on its citizens. Keynes also agreed to
this method when he discussed the different methods of paying for a war. A capital
levy is just like a wealth tax inasmuch as it is imposed on capital assets.

This method serves a two-fold purpose:
(i) Prima facie, it enables to the government to repay its wartime debt by

collecting additional tax revenues from the rich people (i.e., people who
have huge private property and wealth);

(ii) Secondly, such capital levy, imposed at progressive rates in capital assets,
also helps reduce the degree of inequality in the distribution of income
and wealth.

9. Using Trade Surplus

The methods discussed above are used to repay internal debt. However, when
the government borrows from other countries, it has to service the debt in foreign
exchange. The burden of country’s external debt is measured by its debt-service
ratio, which are a country’s repayment obligations of principal and interest for a
particular year on its external debt as a percentage of its exports of goods and
services (i.e., its current receipts) in that year.

An external debt is usually repaid in foreign currencies or gold. If a country
is unable to repay the debt, it has to export goods abroad. For this, it has to
generate an export surplus, i.e. it has to raise exports and reduce imports and
make net export or the balance of trade favourable.

If a country is able to generate export surplus or balance of trade surplus
there will be net inflow of foreign exchange into the country. This will enable the
debtor country to repay its external (foreign) trade.

3.4 DEBT TRAP

Debt trap is a situation in which a borrower is led into a cycle of re-borrowing, or
rolling over, their loan payments because they are unable to afford the scheduled
payments on the principal of a loan. These traps are usually caused by high-interest
rates and short terms.
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Debt traps are circumstances in which it is difficult or impossible for a
borrower to pay back money that they have borrowed. These traps are usually
caused by high interest rates and short terms, and are a hallmark of a predatory
lending.

3.4.1 How Does a Debt Trap Work?
Any time a person borrows money from a professional lender whether it’s a loan
or a line of credit there are two basic elements to the loan agreement. First, there
is the loan principal: the amount of money that the person has borrowed. Second,
there is the interest: the amount of money that the lender charges on the principal.

Paying back borrowed money means paying back both the principal and
the interest. Paying back the principal is especially important because it’s the only
way that a borrower makes progress towards paying off the loan in full. Many
installment loans come with amortizing structures, which means that the loan is
designed to be paid off in a series of regular, fixed payments; each payment applies
toward both the principal and the interest.

A debt trap occurs when a borrower is unable to make payments on the
loan principal; instead, they can only afford to make payments on the interest.
Because making payments on the interest does not lead to a reduction in the
principal, the borrower never gets any closer to paying off the loan itself. It’s
pretty similar to a hamster on its wheel: running and running but staying in the same
place.

The amount of interest charged on a loan will vary depending on several
factors, including the creditworthiness of the borrower, the type of loan being
issued, and the general health of the economy. The borrower’s creditworthiness is
a very important factor, as people with a good credit score can usually qualify for
better loans at lower interest rates. People with bad credit, on the other hand, will
be often be saddled with higher rates and less favorable terms on the few loans
they are able to get. This is why people with poor credit are generally at a very
high risk for debt traps.

3.4.2 The Features Can Lead to a Debt Trap
Three of the most important features that can lead borrowers into a debt repayment
are short repayment terms, lump sum repayment, and loan rollover. Often times,
all three of these features will appear on the same loan.

Some loans are designed to be repaid in a month or less. This means that
the borrower has very little time to come up with the money to pay both the
interest and the principal. These loans are also usually designed to be repaid in a
single lump sum. Many borrowers, especially those with low incomes and poor
credit ratings, have difficulty raising the necessary funds to pay the loan off all at
once.

When customers are unable to pay these loans back on time and in full, they
are usually given the option to rollover the loan. This means that the borrower
pays only the interest owed on the loan and, in return, is given an additional
repayment term. However, this new term also comes with an additional interest
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charge. In essence, the borrower is being charged additional interest on the same
principal loan amount. And since the repayment terms on these loans are often
very short, they are not being given that much more time to pay the loan back. This
can lead to borrowers rolling the loan over repeatedly, paying only the interest
owed without ever paying down the principal.

3.4.3 Different Kinds of Debt Traps
There are several different types of loans and lines of credit that can all too easily
turn into a debt trap. The three most common types are payday loans, credit
cards, and title loans.

1. Payday Loans

Payday loans are also called check loans or cash advances. These loans work by
advancing money on someone’s paycheck, government benefits, or other guaranteed
deposit. In most cases, the borrower gives the lender a postdated check for the
amount of the loan plus interest. These are short-term loans, with an average term
length of only 14 days.

2. Credit Cards

Credit cards are a line of credit that can lead to a potential debt trap due to their
revolving balances. Lines of credit are loan products in which the borrower is not
given a lump sum of money; instead, they are given a maximum credit that they can
borrow up to. When a line of credit is said to have a revolving balance, it means
that the line’s available funds replenish as the borrower pays down the outstanding
balance. With credit cards, the cardholder does not necessarily have to pay off the
outstanding balance off all at once. They can pay it off with smaller payments over
time, but that will mean that the outstanding balance will continue to accrue interest
each month. Most credit cards also have a monthly minimum payment amount that
the cardholder has to pay. Credit cards also carry a lot of extra fees that can lead
to an increased amount of debt and higher monthly payments. Fees such as late
payment fees, over credit limit fees, balance transfer fees, rate increases for late
payments can all increase the amount owed. If a borrower is already behind on
their payments for their credit card, these fees can make the card even harder to
pay off.

3. Car Title Loans

Title loans are short-term, cash loans that use the title to the borrower’s vehicle as
collateral. If the borrower is unable to pay the loan back, the lender gets to seize
the collateral to make up their losses. The principal amount of the loan will depend
on the value of the borrower’s vehicle; however, lenders will generally only offer a
borrower between 25 and 50 percent of what their car, truck, or motorcycle’s
actually worth. Most title loans are structured to give borrowers about 30 days to
pay the loan back, including the interest. The average interest rate for a title loan is
25 percent per month, which adds up to a 300 percent APR. It is common for
these loans to be rolled over (80% of title loans are issued as a part of a multi-loan
sequence). If a borrower is unable to pay back their loan, the lender can then
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repossess their vehicle. One in five title loan borrower’s end having their car
repossessed. Some states have laws that force lenders to pay borrowers the
difference if they have sold their car for more than what they owed. However,
other states allow lenders to keep the difference.

3.5 EFFECTS OF PUBLIC EXPENDITURE ON
PRODUCTION AND DISTRIBUTION

Effects of Taxation on Production

The effect of the tax on the supply-demand equilibrium is to shift the quantity
toward a point where the before-tax demand minus the before-tax supply is the
amount of the tax. A tax increases the price a buyer pays by less than the tax.
Similarly, the price the seller obtains falls, but by less than the tax. Main effects of
taxation on production are:

1. Effects on Ability to Work
2. Effect on the Ability to Save
3. Effect on Ability to Invest

1. Effects on Ability to Work

Taxes reduce disposable income. As such, the buying capacity and consumption
expenditure are curtailed. These cause the standard of living to deteriorate.
Consequently, efficiency and ability to work is adversely affected.

This happens in the case of low income group people. For the rich, however,
the ability to work is not so much affected by taxation. To avoid the ill-effects of
taxation, it is essential to grant exemption limits in income tax for the benefit of
poor and middle income groups. In India, now an annual income up to ̀  40,000
is exempted from income tax. Similarly, it is also necessary to avoid indirect taxes
on essential commodities of mass consumption.

Again, there are some taxes which carry a beneficial impact on the ability to
work. For instance, taxes on goods like liquor, cigarettes, opium, etc. which prohibit
their consumption will lead to an improvement in general health and efficiency of
those who are now addicted to them.

2. Effect on the Ability to Save

All taxes always have an adverse effect on one’s saving capacity. Ability to save is
adversely affected by taxation as taxes fall on income and saving is the function of
disposable income. As disposable income declines, savings tend to decline.

Though normally, taxation is on the surplus income (the income which is in
excess of the minimum standard of consumption level), the ability to save will be
reduced proportionally to the amount of taxation, as it will adversely affect the
marginal propensity to save by reducing the surplus income out of which saving is
generated.

Hence, taxation would cause a reduction in the saving potentiality. Especially,
the rich, having a high marginal propensity to save, are affected most due to
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progressive taxation based on the ability to pay criterion. A progressive taxation
substantially reduces the ability to save of the rich class.

Ability to save is also reduced by indirect or commodity taxation, because
these taxes cause a rise in prices which induces a higher spending from a given
income, thus, resulting in less saving.

Similarly, the corporate savings (that of business firms), too, are reduced by
corporate taxation. Corporate ability to save is, however, less affected than a
wealthy individual’s ability to save since equity does not demand progression
generally in the taxation of corporate income.

But, when government spends the tax income for the benefit of the poor,
then their ability to save is enhanced. So, while evaluating the effects of a tax, the
effects of public expenditure should also be taken into consideration to appraise
the correct position in the economic system.

It is equally true that when direct taxes are imposed, they absorb the excessive
purchasing power of the commodity, cause a deflationary effect which in turn
enhances the real income of the common people and their capacity to save.

3. Effect on Ability to Invest

Ability to invest in the private sector evidently falls on account of the reduced
saving ability caused by the tax imposition. Hence, all taxes have the immediate
effect of reducing the amount of resources available for investment in the private
sector.

In fact, taxation leads to a vicious circle in that when a tax is imposed, ability
to save is reduced, less saving resources are available for investment in capital
formation of the private sector, so there will be reduction in capital which in turn
would lead to low productivity and low income, causing a further reduction in the
ability of the people to save. As such, it may be stressed that to maintain and
improve the investment function in a free economy, it is necessary to ensure that
the rate of savings is not discouraged by taxation.

This gloomy picture of effect of taxation is, however, painted without taking
into account the beneficial effects of public expenditure. In fact, public spending
compensates and tends to surmount the adverse effects of taxation. The reduction
in ability to work and save caused by taxation is more than mitigated by the amenities
of life provided by State expenditure.

When the overall social benefits of expenditure exceed the social sacrifice
involved in taxation, the net benefits of public spending will produce a favourable
effect on the ability to save and work. Similarly, the reduction in private investment
caused by taxation is more than offset by the public investment programmes.

In fact, the public sector investment may fill the investment gap of effective
demand of the community and with due capital formation, can accelerate the tempo
of economic development. Public investment may be designed to break the vicious
circle of poverty in an underdeveloped economy. Thus, though analytically, the
effects of taxation are discussed separately from those of public expenditure, in
practice economic consequences of a fiscal policy can hardly be segregated.
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3.6 CONSUMPTION AND DISTRIBUTION SIDE
OF ECONOMY

Activities involved in production (manufacturing), distribution (transportation), and
consumption (retail) are constantly seeking economies to improve their margin,
competitiveness, and increase their market share. This is commonly done by opting
for specific locations and types of facilities.

Fig. 3.1:  Consumption and Distribution Side of Economy

1. Economies of Transportation

Relate to the benefits that lower transport costs may grant to specific activity
sectors and are derived from a locational choice. For production, it relates to a
location that minimizes total transport costs (accessibility to suppliers and customers)
and lowers production unit costs. Weber’s location triangles are standard
approaches to such problems that minimize transportation costs. Economies of
transportation in distribution consider the management of transport chains, often
of several modes, to reduce total transport costs (modal and intermodal). Some
are elements of transport costs in production, while others are elements of transport
costs in consumption. Economies of transportation in consumption can be derived
from economies in distribution as well as accessibility (proximity) to customers.

2. Economies of Scale

Relate to the benefits that scale may offer to activity sectors. For production, the
larger the production plant, the lower the unit costs since fixed costs (e.g. the
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factory) is spread over a larger quantity of units. For transportation, the principle
involves unit costs reduction derived from larger modes (e.g. megaships), terminals,
and distribution centers; the basification of transportation. For consumption, larger
retail outlets tend to reduce input costs, underlining the success of large megastore
chains such as Wal-Mart. This concept is also implying that diseconomies of scale
can be reached after a certain size, particularly through growing complexity and
management costs. Diseconomies vary substantially by the type activity; steel
production is prone to large economies of scale while restoration is much less so.

3. Economies of Scope

Relate to the benefits derived by expanding the range of goods and services. For
production, they are commonly based on product diversification and flexible
manufacturing systems able to produce a variety of products in view of changes in
demand and consumer preferences. For distribution, economies of scope are
significant and commonly achieved when a transporter is able to bundle several
different loads into fewer loads. For instance, a containership is able to bundle the
loads (and offer economies of scale) for several customers in often completely
different activity sectors that are sharing a similar origin and destination. For
consumption, activities offering a wider range of goods or services are usually able
to attract more customers since they have more choices. Economies of scale and
economies of scope are highly related.

4. Agglomeration Economies

The benefits are derived from locating in proximity to other activities, even if the
location is suboptimal. Often referred to as the clustering effect, and involves the
sharing of common infrastructures such as roads and utilities. For production,
industrial and service linkages are offered as respective suppliers and customers
benefit from proximity and interactions. The outcome is a manufacturing cluster. A
similar trend is observed in freight distribution as logistics activities tend to cluster
and often co-locate next to an intermodal terminal. For consumption, commercial
districts or shopping malls are a common expression of the benefits of
agglomeration.

5. Economies of Density

The benefits derived from the increasing density of features on the costs of accessing
them. For production, this could involve access to a larger labor pool (and skills)
or resources (e.g. mining, agriculture). Higher market densities reduce distribution
costs as shorter distances service the same number of customers and freight volume.
A similar rationale applies to consumption, where higher market densities involve
higher accessibility levels to goods and services. High densities can also lead to
diseconomies, particularly with congestion.
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3.7 RECENT POLICY CHANGES IN DIRECT
AND INDIRECT TAX

Direct Tax

I. Changes in Income Tax Rate Slab for Individual

Finance Minister Nirmala Sitharaman introduced new slabs and reduced the tax
rate for different slabs for an individual income up to ̀  15 lakh per annum, if a
taxpayer opts for foregoing exemptions and deductions.

The new tax regime will be optional and the taxpayers will be given the
choice to either remain in the old regime with exemptions and deductions or opt
for the new reduced tax rate without those exemptions.

Under the proposal, people with an annual income of ̀  5 lakh to ̀  7.5 lakh
will have to pay a reduced tax rate of 10 percent; between ̀  7.5 lakh and ̀  10
lakh: 15 percent; between ̀  10 lakh and 12.5 lakh: 20 percent; between ̀  12.5
lakh and 15 lakh: 25 percent; and above ̀ 15 lakh: 30 percent.

Taxable Income Slab   Tax under Old Regime Tax under New Regime

Upto 2.5 lacs  Nil tax Nil Tax

2.5 lacs to 5 lacs  Tax @ 5% Tax @ 5%

5 lacs to 7.5 lacs  Tax @ 20% Tax @ 10%

7.5 lacs to 10 lacs  Tax @ 20% Tax @ 15%

10 lacs to 12.5 lacs  Tax @ 30% Tax @20%

12.5 lacs to 15 lacs  Tax @ 30% Tax @25%

Above 15 lacs  Tax @ 30% Tax @ 30%

The taxability of income upto 5 lacs is not clear right now. However as per
PIB (Press Information Bureau), income tax rate for taxable income between 2.5
lacs and 5 lacs will be 5%. The new regime will be optional and the people can
continue with old regime if they desire so. There are about 100 tax exemptions
and deductions under income tax act and 70 of them are being removed in the
new simplified tax regime, while the remaining will be reviewed and examined in
due course.

II. Rate of Income Tax for other than Individuals

Tax on cooperative societies is proposed to be reduced from present rate of 30%
to 22% plus surcharge and cess with no exemption/deduction.

It is also proposed to exempt these co-operative societies from Alternative
Minimum Tax (AMT) just like companies under the new tax regime are exempted
from the Minimum Alternate Tax (MAT).

In order to give boost to the manufacturing sector, new provisions were
introduced in September 2019 offering a concessional corporate tax rate of 15%
to the newly incorporated domestic companies in the manufacturing sector which
start manufacturing by 31st March, 2023.
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To boost power generation capacity, government has extended the new
corporate tax regime for new domestic companies engaged in the generation of
electricity. New power generation companies will have to pay just 15 per cent tax
under the new corporate tax regime. This will help is setting up of new power
generation companies to meet the growing energy needs of India.

III. Shift of DDT Burden from Companies to Individuals

Budget 2020 proposes to make dividend income from shares taxable in the hands
of the recipient at the applicable slab rates and abolish the Dividend Distribution
Tax (DDT) hitherto levied on dividend income before distribution.

All kinds of dividend income i.e. dividend income received from mutual
funds and equity shares will now be taxable in the hands of taxpayers. The dividend
income which was hitherto tax-exempt in the hands of taxpayers will now become
fully taxable. This would mean that the taxable income of the individuals will go up.

Currently, DDT is paid by the companies before paying dividend to their
shareholders. Therefore, dividend paid to the shareholders of the company becomes
tax-free in their hands.

Moreover, dividend received by holding company from its subsidiary is to
be allowed to the holding company.

Logic behind the amendment given by Finance Minister in her Budget:
It has been argued that the system of levying DDT results in  increase in  tax

burden for  investors  and especially those who are liable to pay tax less than the
rate of DDT if the dividend income is included in their income.

Further, non-availability of credit of DDT to most of the foreign investors in
their home country results in reduction of rate of return on equity capital for  them.
In order to increase the attractiveness of the Indian Equity Market and to  provide
relief to  a large class of investors, It is proposed to remove the DDT and adopt
the classical system of dividend taxation under which the companies would not be
required to pay DDT. The dividend shall be taxed only in the hands of the recipients
at their applicable rate.

IV. Deferment of Tax Payment on ESOP to Employees of Start-ups

It has been proposed in Budget 2020 to defer tax deducted at source (TDS) or
tax payment on income earned from Employee Stock Option Plans (ESOPs)
given to employees of start-ups. This means that employees of start-ups who are
exercising their ESOPs may have to pay tax at a later date.

ESOP is a significant component of compensation for these employees.
Currently, ESOPs are taxable as perquisites at the time of exercise. This leads to
cash-flow problem for the employees who do not sell the shares immediately and
continue to hold the same for the long term. In order to give a boost to the start-up
ecosystem, it is proposed to ease the burden of taxation on the employees by
deferring the tax payment by five years or till they leave the company or when they
sell their shares, whichever is earliest.
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Currently, ESOPs are taxed as perquisites under section 17(2) of the income-
tax Act read with Rule 3(8)(iii) of the Rules. The taxation of ESOPs is split into
two components:

(i) Tax on perquisite as income from salary at the time of exercise.
(ii) Tax on income from capital gain at the time of sale.
The change has been proposed when tax is levied at the time of exercise of

ESOPs. This is currently treated as perquisite under the head income from salary
at the time of exercise. This is done to ease the cash flow problem of the employees
as no cash benefit arises by buying shares and leads to additional tax payout over
and above the exercise price.

According to the proposal, the tax in such a scenario will now be required
to be paid as follows:

(i) After the expiry of 5 years from the end of the relevant financial year
in which ESOPs are bought; or

(ii) From the date of the sale of such specified security or sweat equity
share by the employee); or

(iii) From the date of which the employee ceases to be the employee of
the person;

Such tax has to be deposited within 14 days after any of the above-mentioned
event takes place. Once this proposal is passed from the Parliament, it will become
applicable from April 1, 2020.

V. Extension of Tax Holiday for Start-ups

An eligible start-up having turnover up to ̀  25 crore is allowed deduction of 100
per cent of its the profits for three consecutive assessment years out of seven
years if the total turnover does not exceed ̀  25 crore rupees. In order to extend
this benefit to larger start-ups, it is proposed to increase the turnover limit from
existing ̀  25 crore to ̀  100 crore.

Moreover, considering the fact that in the initial years, a start-up may not
have adequate profit to avail this deduction, it is proposed to extend the period of
eligibility for claim of deduction from the existing seven years to 10 years.

VI. Tax Amendment for MSME’s

An unveiled measure is aimed by government at facilitating growth of the country’s
micro, small and medium enterprises including raising the turnover threshold for
audit of their accounts to ̀  5 crore and a scheme to provide subordinate debt to
MSME entrepreneurs.

“Currently, only businesses having a turnover of more than ̀  1 crore are
required to get their books of accounts audited by an accountant. In order to
reduce compliance burden on small retailers, traders, shopkeepers who comprise
the MSME sector, I propose to raise by five times the turnover threshold for audit
from the existing rupees one crore to five crore,” Finance Minister Nirmala
Sitharaman said while presenting the Budget 2020-21. Further, in order to boost
less cash economy, I propose that the increased limit shall apply only to those
businesses which carry out less than 5% of their business transactions in cash.
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A scheme will be introduced to provide subordinate debt to MSME
entrepreneurs. Besides, the government has also asked the Reserve Bank to extend
the debt restructuring window for micro, small and medium enterprises by a year
to March 31, 2021.

An app-based invoice financing loans product is proposed to be launched
to obviate the problem of delayed payments and consequential cash flow
mismatches for the MSMEs.

Necessary amendments is proposed be made to the Factor Regulation Act
2011 to enable non-banking financial companies (NBFCs) to extend invoice
financing to the MSMEs through TReDS, thereby enhancing the economic and
financial sustainability.

Working capital credit remains a major issue for MSMEs. It is proposed to
introduce a scheme to provide subordinate debt for entrepreneurs of MSMEs.
This subordinate debt to be provided by banks would count as quasi equity and
would be fully guaranteed through the Credit Guarantee Trust for the Medium and
Small Entrepreneurs.

TReDS is an institutional mechanism to facilitate the trade receivable financing
of micro, small and medium enterprises (MSMEs) from corporate buyers through
multiple financiers.

It is announced that more than five lakh MSMEs have permitted from
restructuring of debt permitted by RBI in the last year under the restructuring
window which was to end on March 31, 2020, but the government has asked
RBI to consider extending this window till March 31, 2021.

VII. 100% Tax Exemption to Sovereign Wealth Fund of Foreign
Governments

In order to provide incentive to the investment by the Sovereign Wealth Fund of
foreign governments in the priority sectors, 100% tax exemption is proposed to
be granted to their interest, dividend and capital gains income in respect of investment
made in infrastructure and other notified sectors before 31st March, 2024 and
with a minimum lock-in period of 3 years.

NIIF is India’s first sovereign wealth fund that was set up by the Government
of India in February 2015. It manages over $4 billion of capital commitments
across three funds. Apart from The National Investment and Infrastructure Fund
(NIIF)-the country’s only sovereign wealth fund, India has already seen a large
pool of infrastructure investments by global sovereign wealth funds such as
Singapore based GIC, Temasek Holdings and Middle East based Abu Dhabi
Investment Authority. The government will provide tax exemptions for a sovereign
wealth fund which is wholly owned and controlled, directly or indirectly, by the
Government of a foreign country and it is set up and regulated under the law of
such foreign country.

VIII. Widening and Deepening of Tax Base

(a) TDS on E-commerce transactions: In order to widen and deepen
the tax net, it is proposed to provide that e-commerce operator shall
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deduct TDS on all payments or credits to e-commerce participants at
the rate of 1% in PAN/Aadhaar cases and 5% in non-PAN/Aadhaar
cases. In order to provide relief to small businessman, it is proposed to
provide exemption to an individual and HUF who receives less than
` 5 lakh and furnishes PAN/Aadhaar.

(b) Enlarging the scope of TDS on interest: It is proposed to extend
the TDS on interest paid by certain large co-operative societies whose
gross receipts exceeds fifty crore rupees during the last financial year.

(c) Widening the scope of TCS:  It is proposed to provide for tax collection
at source (TCS) on remittance under Liberalised Remittance Scheme
of Reserve Bank of India exceeding seven lakh rupees in a year and on
sale of overseas tour package. Further, TCS is also proposed on sale
of goods in excess of fifty lakh rupee in a year by a seller whose turnover
is more than 10 crore rupees.

(d) Limit on exemption of Employer’s contribution to certain funds:
It is proposed to put an upper cap of seven lakh and fifty thousand
rupees in a year on tax exempt employer’s contribution in recognized
provident fund, superannuation fund and NPS in the accounts of an
employee.

IX. Tax Amendment for Non-residents

(i) The period of concessional withholding rate of 5% under section 194
LC is extended for interest payment to non-residents in respect of
moneys borrowed and bonds issued upto 30th June, 2023.

(ii) The period upto 30th June, 2023 for lower rate of withholding of 5%
under section 194 LD is extended for interest payment to Foreign
Portfolio Investors (FPI) and Qualified Foreign Investors (QFI) in
respect of bonds issued by Indian companies and government securities.

(iii) The concessional rate of withholding of 5% under section 194 LD is
extended to the interest payment made on the municipal bonds.

(iv) Withholding tax rate on the interest payment on the bonds listed on
IFSC exchange is reduced from 5% to 4%.

X. Other Tax Amendment

(a) A new taxpayer charter is to be instituted to end tax harassment. The
Income Tax Act will be amended to allow faceless appeals against tax
orders on lines of faceless assessment.

(b) A new direct tax dispute settlement scheme — Vivaad se Vishwaas
scheme is launched to bring down litigation in direct taxation scheme
saying 4.83 lakh direct cases are pending in various appellate forums.
Interest and penalty will be waived under this scheme for those who
wish to pay the disputed tax amount till March 31.

(c) In order to ease allotment of PAN, new process of instantly allotting the
same through Aadhaar will be brought as announced under budget, 2020.
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(d) It is also announced under budget,2020 for extending by one year the
date of approval of affordable housing projects for availing tax holiday
on profit earned by developers. Extension of additional ̀  1.5 lakh tax
benefit is also announced on interest paid on affordable housing loans to
March 2021.

(e) New National Policy on Official Statistics is proposed to improve data
collection and dissemination with the help of technology.

(f) Registration of charity institutions to be made completely electronic and
donations is made to be pre-filled in IT return form to claim exemptions
for donation.

(g) Currently, while taxing income from capital gains, business profits and
other sources in respect of transactions in real estate, if the consideration
value is less than circle rate by more than 5 percent, the difference is
counted as income both in the hands of the purchaser and seller. In
order to minimize hardship in real estate transaction and provide relief
to the sector, it is proposed to increase the limit of 5% to 10%.

(h) It is proposed to provide that the amalgamated public sector banks and
insurance companies shall be eligible to take the benefit of unabsorbed
losses and depreciation of the amalgamating entities.

(i) It is proposed to provide that the amalgamated public sector banks and
insurance companies shall be eligible to take the benefit of unabsorbed
losses and depreciation of the amalgamating entities. In order to encourage
unlisted Infrastructure Investment Trust (InvIT) or a Real Estate Investment
Trust (REIT), it is proposed to extend the same taxation regime as
available to listed InvITs and listed REIT to unlisted REIT and InvIT.

(j) It is proposed to provide exemption to Indian Strategic Petroleum
Reserves Limited (ISPRL) in respect of income accruing or arising as a
result of an arrangement for replenishment of crude oil stored in its storage
facility in pursuance to directions of the Central Government in this behalf
subject to the condition of replenishment of crude oil within three years.

(k) In order to reduce litigation, it is proposed to reduce rate for TDS in
case of fees for technical services (other than professional services) to
two per cent from existing ten per cent in order to align the same with
the rate of TDS on works contract.

(l) In order to provide tax certainty to taxpayers in the matter of attribution
of profit to permanent establishment (PE), it is proposed to widen the
scope of Advanced Pricing Agreement (APA) and Safe Harbour Regime
(SHR), by providing that determination of attribution of profit to PE
shall also be in the scope of SHR and APA.

(m)It is proposed to provide that expenses disallowed in the hands of
insurance companies for late payment of statutory dues shall be allowed
in the year of payment.
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Indirect Tax

(i) The government increased customs duty on several products, including
toys, footwear and furniture items, with a view to promote ‘Make in
India’ and boost domestic manufacturing. Customs or import duty on
footwear has been increased from 25 per cent to 35 per cent and on
parts of footwear to 20 per cent from 15 per cent. Similarly, on toys
like tricycles, dolls, and puzzles of all kinds, the duty has been hiked
to 60 per cent from 20 per cent at present. On furniture goods such as
seats, mattress support, articles of bedding, and lamps and lighting
fittings, the import duty has been increased to 25 per cent from the
current 20 per cent.

(ii) Finance Minister Nirmala Sitharaman said in her Budget speech that
Labour intensive sectors in MSME are critical for employment
generation. Cheap and low-quality imports are an impediment to their
growth. She said that special attention has been taken to put measured
restraint on import of those items which are being produced by our
MSMEs with better quality. Customs duty is being raised on items
like footwear and furniture keeping in view the need of this sector.

(iii) A simplified return format for GST is being introduced from April
2020, Finance Minister Nirmala Sitharaman said. In her second
Budget presentation, the finance minister said GST has resulted in
gains of ̀  1 lakh crore to consumers and removed inspector raj and
also helped the transport sector. “Average household now saves 4
per cent in monthly expense after the rollout of GST,” Sitharaman
said, and added that the Budget for 2020-21 aims to fulfil aspirations
of people.

(iv) Refund process has been simplified and has been made fully automated
with no human interface.

(v) Electronic invoice is another innovation wherein critical information
shall be captured electronically in a centralized system. It will be
implemented in a phased manner starting from this month itself on
optional basis. It will facilitate compliance and return filing.

(vi) Several measures have been taken for improving compliance.  Aadhaar
based verification of taxpayers is being introduced. This will help in
weeding out dummy or non-existent units. Dynamic QR-code is
proposed for consumer invoices. GST parameters will be captured
when payment for purchases is made through the QR-code. A system
of cash reward is envisaged to incentivise customers to seek invoice.
Deep data analytics and AI tools are being used for crackdown on
GST input tax credit, refund, and other frauds and to identify all those
who are trying to game the system. Invoice  and input tax credit
matching is  being done wherein returns having mismatch more than
10 percent  or above a threshold are identified and pursued. Significant
policy level changes have also been made. GST rate structure is also
being deliberated so as to address issues like inverted duty structure.
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3.8 PUBLIC DEBT IN INDIA

Public Debt refers to Obligation of Government particularly those evidenced by
securities, to pay certain sums to the holders at some future date.

In simple words, Public Debt can be defined as the amount of debt taken
by government from internal as well as external sources to meet out its deficit.
Government needs to borrow when current revenue falls short of public expenditure.

Types of Public Debt

1. Internal and External Debt: Public loans floated within the country,
are called Internal Debt. Public borrowings from other countries, are
referred to as External Debt. External debt permits import of real
resources. It enables the country to consume more than it produces.
The sources of internal debts are RBI, commercial banks, etc. and of
external debts are loans from foreign government, IMF, World Bank
etc.

2. Productive and Unproductive Debt: When government borrows for
development expenditure like on power projects, establishing heavy
industries. etc. so that it generates revenue then the debt is productive.
When government borrows for non-development uses, such as was
finance, etc. the debt becomes unproductive as it does not create any
income in return.

3. Compulsory and Voluntary Debt: When government borrows from
people by using coercive methods, loans so raised are referred to as
compulsory public debt. e.g. Tax.
When government floats loans by issuing securities, the members of the
public and institutions like commercial banks may subscribe to them.
e.g. Public Borrowings.

4. Redeemable and Irredeemable Debt: Loans which the govt.
promises to pay off at some future date are called redeemable debts.

Loans for which and all that the govt. does is to agree to pay interest regularly
for the bonds issued, are called irredeemable debts.

3.9 PUBLIC DEBT IN INDIA: LIABILITIES,
GROWTH AND PROBLEMS

Public debt is the debt owed by a central government. Among the non-tax sources,
the major source of government revenues is public debt. As per the current
budgetary practices, there are three sets of liabilities, which constitute a central
government public debt, vis:

1. Internal debt,
2. External debt, and
3. Other liabilities.
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The three sets of liabilities are as follows:

Internal Debt

The internal debt is classified into:
(a) Market loans,
(b) Other long and medium term borrowings, and
(c) Short-term borrowings all of which are shown under the receipts side

of the central budget.
They include special securities and T-bills issued to RBI, state governments,

commercial banks and other financial institutions.

External Debt

Represents loans received from foreign government and bodies.
Both the internal and external debt is secured under a fund called as the

Consolidated Fund of India.

Other Liabilities
Includes other interest bearing obligations of the government such as:

 Post office savings deposits under small saving schemes, loans raised
through post office cash certificates, etc.

 Provident funds,
 Interest bearing reserve funds of departments like railways and

telecommunications, etc.
The obligations of ‘other liabilities’ are met by the Public Account, just as

the internal and external debts are secured under the Consolidated Fund.

Growth of Public Debt

As a means of financing, the Government of India has made a liberal use of
borrowing, both internal and external.

But far more important than the magnitudes are the rate at which they are
growing (12.5 per cent average annual growth for total debt). Public debt as a
proportion of national income has increased from 12 per cent in 1980-81 to 42
per cent in 2008-09.

Problems of Public Debt

The growing size of public debt in India has given rise to the problem of debt
management.

The important objectives of debt management in the context of planned
development of Indian economy are as follows:

(i) Promote savings and provide more funds for investment in the public
sector without impinging on the private sector’s need for funds; and

(ii) Ensure large borrowing and other debt requirement without sacrificing
the objective of price stability.
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The first objective requires a debt policy capable of tapping funds from all
possible sources in the economy. Varied instruments of resource mobilisation should
be employed to suit the requirements of different types of savers/investors. The
policy should be flexible so as to offer terms, such as the interest rates maturities,
suitable to the conditions prevailing in the money and the capital markets.

The second objective requires that the loan operations of the government
should support the objective of maintaining the price stability in the economy. In
other words, these operations should have the aim of minimizing the incidence of
inflation.

3.10 TYPES OF PUBLIC DEBTS IN INDIA

Major Types of Public Debts in India are as follows:
1. Internal and External Debt
2. Productive and Unproductive Debt
3. Compulsory and Voluntary Debt
4. Redeemable and Irredeemable Debts
5. Short-term, Medium-term and Long-term Loans
6. Funded and Unfunded Debt

1. Internal and External Debt

Public loans floated within the country are called internal debt. Public borrowings
from other countries are referred as external debt. External debt represents a
claim of foreigners against the real income (GNP) of the country, when it borrows
from other countries and has to repay at the time of maturity.

External public debt permits import of real resources. It enables the country
to consume more than it produces.

The following points of distinction between internal and external debts are
noteworthy:

(a) An internal loan may be voluntary or compulsory, but an external loan is
normally voluntary in nature. Only in the case of a colony, an external
loan can be raised by compulsion.

(b) An internal loan is controllable and can be estimated beforehand with
certainty, while external loans are always uncertain and cannot be
estimated so confidently. Its realisation is very much conditioned by
international politics and foreign policies of the lending government.

(c) Internal loan is in terms of the domestic currency, while external loans
are in terms of foreign currencies.

An important feature of external debt is, that usually foreign exchange
resources of the borrowing country increase when the loans are received in terms
of foreign currencies. But, when there is repayment of such loans, i.e., debt servicing
charges, foreign exchange reserve is depleted to that extent.
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Sometimes, however, external loans are repayable in the borrowing country’s
domestic currency, so that foreign exchange resources are least affected. For
instance, in the post-independence period India received loans from U.S.A. under
P.L. 480, which were repayable in Indian rupees.

Since under internal debts, borrowing takes place within the country, the
availability of total resources does not arise. Simply the resources are transferred
from the bond-holders individuals and institutions to the public treasury, and the
government can spend, these for public purposes.

Similarly, payment of interest for repayment of principal of internal loans
would transfer resources from tax-payers to bond-holders. An internally-held public
debt, thus, represents only a commitment to effect a certain transfer of purchasing
power among the people within the country. It has, therefore, no direct net money
burden as such. It amounts to only a redistribution of income in the community
from one section to the other.

External debt, on the other hand, leads to a transfer of wealth from the
lender nation to the borrower nation. When the loan is made through the means of
external loans the resources available to the borrowing nation increase.

However, when a foreign loan is repaid or interest is paid on such loans,
there would be a transfer of resources from the debtor to the creditor countries,
causing a decline in total resources of the debtor country.

To cover the interest and repayment of the principal of an external loan, the
debtor government has to curtail its expenditure in the future or reduce private
spendings by increasing taxation, thus cutting the use of resources at home.

The Structure of the Internal Public Debt

The structure of the internal public debt may be constituted by various types of
loan instruments/obligations of the government. It may be classified as follows:

In particular, for instance, the government of India’s debt obligations includes:
(a) Dated and non-terminable Rupee loans consisting:

(i) Marketable long-term loans including the portion subscribed by the
State Bank of India out of the rupee counterpart funds;

(ii) Dated loans issued by the Government to the Reserve Bank of India
in exchange for ad hoc Treasury Bills outstanding; and

(iii) Miscellaneous debt such as the Prize Bonds issued in 1961.
(b) Treasury Bills the short-term issues (90/180 days) of the Government in

order to bridge the gap between revenue and expenditure.
(c) Small Savings a non-inflationary means of finance effectuated/tapped through

instruments such as Post Office Savings Bank Deposits, Cumulative Time
Deposits, Post Office Recurring Deposits, National Defence Certificates,
15-year Annuity Certificates, National Savings Certificates, National Savings
Annuity Scheme, National Development Banks, National Savings Account,
Indira Vikas Patra, Kisan Vikas Patra.

(d) Other miscellaneous obligations of the Central Government constituting the
internal public debt in India are: Compulsory Deposit Scheme, Gold Bonds,
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Public Provident Funds, and items of unfunded debts and special securities
issued to the United States Embassy for the Rupee Counterpart funds since
1961, unclaimed balance of State Provident Funds, and other accounts
such as General Family Pension Fund, the Hindu Family Annuity Fund, the
Postal Insurance, Life Insurance, Life Annuity Fund, etc. and unclaimed
balance in respect of three-year Interest-free Prize Bonds.

2. Productive and Unproductive Debt

Public debt is said to be productive or reproductive, when government loans are
invested in productive assets or enterprises such as railways, irrigation, multipurpose
projects etc., which yield a sufficient income to the public authority to pay out
annual interest on the debt as well as help in repaying the principal in the long run.

As such, a productive public debt is self-liquidating in nature; so the
community experiences no net burden of such debt.

An unproductive debt, on the other hand, is one which does not add to the
productive assets of a country. When the government borrows for unproductive
purposes like financing a war, or for lavish expenditure on public administration,
etc., such public loans are regarded as unproductive.

Unproductive loans do not add to the productive capacity of the economy,
so they are not self-liquidating. Unproductive public loans thus cast a net burden
on the community, as for their servicing and repayment purpose, government will
have to resort to additional taxation.

3. Compulsory and Voluntary Debt

When government borrows from people by using coercive methods, loans so
raised are referred to as compulsory public debt. Under the Compulsory Deposit
Scheme in India, tax-payers have to compulsorily deposit a prescribed amount
and defaulters are punished. This is a case of compulsory debt.

Usually, public borrowings are voluntary in nature. When the government
floats a loan by issuing securities, members of the public and institutions like
commercial banks may subscribe to them.

4. Redeemable and Irredeemable Debts
On the criterion of maturity, public debts may be classified as redeemable or
irredeemable. Loans which the government promises to pay off at some future
date are called redeemable debts. For redeemable debts, the government has to
make some arrangement for their repayment. They are, therefore, terminable loans.

Whereas loans for which no promise is made by the government regarding
the exact date of maturity, and all that the government does is to agree to pay
interest regularly for the bonds issued, are called irredeemable debts.

Their maturity period is not fixed. They are generally of a long duration.
Under such loans, society is burdened with a perpetual debt, as tax-payers would
have to pay heavily in the end. Therefore, redeemable debts are preferred on
grounds of sound finance and convenience.
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5. Short-term, Medium-term and Long-term Loans

According to their duration, redeemable loans may further be classified as short-
term, medium-term or long-term debts. Short-term debts mature within a short
period say, of 3 to 9 months. For instance, Treasury Bills are an instrument of
credit extensively used as a means of short-term (usually 90 days) borrowing by
the government, generally, for covering temporary deficits in the budgets. Interest
rates on such loans are generally low.

Long-term debts, on the other hand, are those repayable after a long period
of time, generally, ten years or more. For development finance, such loans are
usually raised by the government. Long-term loans usually bear a high rate of
interest.

Similarly, loans of medium-term (in between short-term and long-term) are
floated by the government, bearing intermediate interest rates. For war finance, or
to meet expenditure on education, health, relief work, etc., such loans are generally
preferred.

6. Funded and Unfunded Debt

Funded debt is, in fact, a long-term debt, exceeding the duration of at least a year.
It comprises securities which are marketable on the stock exchange. Funded debt
in its proper sense is, however, an obligation to pay a fixed sum of interest, subject
to the option of the government to repay the principal. In such debts, the creditor
bond-holder has no right to anything but the interest.

Unfunded debts, on the other hand, are for a comparatively short duration.
They are generally redeemable within a year. Unfunded debts are, thus, incurred
always in anticipation of public revenue, a temporary measure to meet current
needs.

Check Your Progress

4. Explain the sources of Public Debt.
5. Discuss various methods of Public Debt Redemption.
6. Explain the effects of Public Expenditure on production and distribution.
7. Public goods are nontrivial if.

[a] Some people cannot be prevented from consuming it
[b] Consumption by one person reduces consumption of other individuals
[c] Some people are excluded from consuming it
[d] all the above

8. The income of the government through all its sources is called
[a] Public expenditure
[b] Public revenue
[c] Public finance
[d]  none of these
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9. Public Debt Management refers to
[a] Terms of new bonds
[b] Proportion of different components of public debt
[c]  Maturity
[d]  All the above

10. Public Expenditure increases
[a] Interest rate [b] Employment
[c]  Exports [d] Imports

11. Defict financing includes
[a] Borrowing from the Central Bank
[b] Issues of new currency by the Government
[c] Withdrawal of past accumulated cash balance by the government
[d]  All the above

12. The _________ had recommended certain reforms on the devolution of
Grant-in-Aid (Plan fund) to LsGs from 2006-07 to 2010-11
[a] 3rd State Finance Commission
[b] 2rd State Finance Commission
[c]  1rd State Finance Commission
[d]  None of the above

13. There is a view that reduced rates on income tax would lead to a significant
rise in income tax revenue. This view has been attributed to
[a] Herbert Simon [b] Arthur Laffer
[c]  Robert Lucas [d]  J.B. Say

14. The burden of long term public debt is on:
[a] present generation [b] past generation
[c]  future generation  [d]  none of these

15. Public debt leads to extravagance, encouraged resort to war and induced
bad economic conditions. This statement is of
[a] Dalton [b]  Adam Smith
[c]  J.K. Mehta  [d]  Findley Shirras

3.11 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. The significance of public expenditure can be summarized as follows:
(a) Administration of law and order and justice.
(b) Maintenance of police force.
(c) Maintenance of army and provision for defence goods.
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(d) Maintenance of diplomats in foreign countries.
(e) Public Administration.

2. (a) Capital and Revenue Expenditure: Capital Expenditure of the
government refers to that expenditure which results in creation of fixed
assets. They are in the form of investment. They add to the net productive
assets of the economy. Capital Expenditure is also known as
development expenditure as it increases the productive capacity of the
economy. It is investment expenditure and a non-recurring type of
expenditure.

(b) Development and Non-Developmental Expenditure/Productive and
Non-productive Expenditure.
Expenditure on infrastructure development, public enterprises or
development of agriculture increase productive capacity in the economy
and bring income to the government. Thus they are classified as
productive expenditure. All expenditures that promote economic growth
development are termed as development expenditure. Unproductive
(non-development) expenditure refers to those expenditures which do
not yield any income. Expenditure such as interest payments, expenditure
on law and order, public administration, do not create any productive
asset which brings income to government such expenses are classified
as unproductive expenditures.

3. (i) Principle of Maximum Social Advantage: The objective behind
this principle is that public money should be spent for general cause
and must promote social welfare. It should not be spent for the benefit
of a particular group of society.

(ii) Principle of Economy: The authorities are expected to follow utmost
economy in its expenditure. Public money should not be misused and
not result in any wastage. Whenever money is raised by taxation, public
expenditure in return should bring maximum benefit. It should not
produce unfavorable effect on production.

(iii) Principle of Sanction: Without the sanction of the public authority,
no money should be spent. At the same time, the amount of money
must be spent for the purpose for which it was sanctioned.

(iv) Principle of Elasticity: This implies that there should be scope for
varying the expenditure according to need or circumstances. There
should not be any rigidity in public expenditure.

4. (i) Internal Sources: Individuals and private organizations provide loans
to government with the purchase of securities like bonds and treasury
bills. They provide loans reducing consumption, diverting savings
accounts and corporate securities, and out of the funds that would
remain idle. This source of debt normally does not exert inflationary
pressure, except that from the idle funds, as there will be just a transfer
of purchasing power from public to the government and no more money
supply.
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(ii) External Sources: Normally, public debt from external sources is
raised to finance the development projects and to manage the problem
of deficit in the Balance of Payments. Whatever be the sources,
borrowing from external sources is likely to exert more inflationary
pressure, at least until the gestation period of the projects financed
from these sources.

5. (i) Refunding: The government often issues new bonds for raising new
loans in order to pay-off the matured loans (i.e., an old debt). Thus,
the government takes a fresh loan in order to repay an old debt. When
the government uses this method of refunding, there is no liquidation of
the money burden of the public debt. Instead, the debt-servicing (i.e.,
repayment of the interest along with the principal) burden gets
accumulated on account of the postponement of the debt-repayment
to some future date.

(ii) Use of Budgetary Surplus: Sometimes, a government is able to
generate a surplus in the budget. In such a situation, the government is
left with two options. It can either reduce taxes or repay some of its
old debt. In general, the government makes use of the budgetary surplus
to buy back from the market (the people) its own bonds and securities.
As a result, there is an automatic liquidation of the debt liability of the
government.

(iii) Terminal Annuity: In some countries, the government follows the
practice of paying-off the debt on the basis of terminal annuity. By
using this method, the government pays-off its debt (which includes
both interest and the principal) in equal annual installments.

6. (i) Effects on Ability to work: Taxes reduce disposable income. As
such, the buying capacity and consumption expenditure are curtailed.
These cause the standard of living to deteriorate. Consequently,
efficiency and ability to work is adversely affected. This happens in the
case of low income group people. For the rich, however, the ability to
work is not so much affected by taxation. To avoid the ill-effects of
taxation, it is essential to grant exemption limits in income tax for the
benefit of poor and middle income groups. In India, now an annual
income up to ̀  40,000 is exempted from income tax. Similarly, it is
also necessary to avoid indirect taxes on essential commodities of mass
consumption.

(ii) Effect on the Ability to Save: All taxes always have an adverse
effect on one’s saving capacity. Ability to save is adversely affected by
taxation as taxes fall on income and saving is the function of disposable
income. As disposable income declines, savings tend to decline.
Though normally, taxation is on the surplus income (the income which
is in excess of the minimum standard of consumption level), the ability
to save will be reduced proportionally to the amount of taxation, as it
will adversely affect the marginal propensity to save by reducing the
surplus income out of which saving is generated.
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7. [a]
8. [b]
9. [d]

10. [b]
11. [d]
12. [b]
13. [a]
14. [c]
15. [d]

3.12 SUMMARY

Public expenditure provides various kinds of social and economic facilities
stimulating the capacity to work of the people. Increased capacity implies
increased efficiency and greater employment. Governments at all levels like
national, regional and local need to raise revenue from a variety of sources
to finance public-sector expenditures. The details of taxation are guided by
two principles: who will benefit and who can pay. Public expenditure means
the expenditure on the developmental and non-developmental activity such
as construction of roadways and dams, and other activity.
Public expenditure enables governments to produce goods and services or
purchase goods and services that are needed to fulfill the government’s
social and economic objectives. Over the years, we’ve seen significant
changes in the role and size of governments around the world.
Public expenditure increased remarkably in the 20th century, when
governments all over the world started spending more funds on education,
healthcare, and social protection. At present, the governments of developed
countries spend more as a percentage of Gross Domestic Product (GDP)
than the governments of developing countries.
The governments around the world rely upon the private sector to produce
and manage a country’s goods and services and utilize public-private
partnerships to finance, design, build, and operate infrastructure projects.
Capital Expenditure of the government refers to that expenditure which
results in creation of fixed assets. They are in the form of investment. They
add to the net productive assets of the economy.
Public debt is the total amount, including total liabilities, borrowed by the
government to meet its development budget. It has to be paid from the
Consolidated Fund of India. The term is also used to refer to overall liabilities
of central and state governments, but the Union government clearly
distinguishes its debt liabilities from the states’. The central government
broadly classifies its liabilities into two categories: debt contracted against
the Consolidated Fund of India, and public account.
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Public debt refers to overall liabilities of central and state governments but
the Union Government clearly distinguishes its debt liabilities from the states.
Public debt can be raised both externally and internally where external debt
is the debt owed to lenders outside the country and internal debt represents
the government’s obligations to domestic lenders.
Financial institutions, other than the commercial banks, like Provident Fund,
Insurance Companies, Finance and Investment Companies, Co-operatives,
Mutual Funds, etc. are the important source of public debt. These institutions
normally provide loans to government to reduce their cash-holdings to earn
some interests, for the safety of funds and to maintain liquidity.
Commercial banks provide loans to government out of the excess cash
reserves and by credit creation. Like other financial institutions, the
commercial banks also provide loans to government in a situation when
there is no sufficient demand for bank credit. Borrowing from commercial
banks increases money supply in the economy, and is likely to exert
inflationary pressure in the economy.
Debt trap is a situation in which a borrower is led into a cycle of re-
borrowing, or rolling over, their loan payments because they are unable to
afford the scheduled payments on the principal of a loan. These traps are
usually caused by high-interest rates and short terms.
Public Debt refers to Obligation of Government particularly those evidenced
by securities, to pay certain sums to the holders at some future date.
In simple words, Public Debt can be defined as the amount of debt taken
by government from internal as well as external sources to meet out its
deficit. Government needs to borrow when current revenue falls short of
public expenditure.
Public loans floated within the country, are called Internal Debt. Public
borrowings from other countries are referred to as External Debt. External
debt permits import of real resources. It enables the country to consume
more than it produces. The sources of internal debts are RBI, commercial
banks, etc. and of external debts are loans from foreign government, IMF,
World Bank etc.
When government borrows for development expenditure like on power
projects, establishing heavy industries etc. so that it generates revenue then
the debt is productive. When government borrows for non-development
uses, such as was finance, etc. the debt becomes unproductive as it does
not create any income in return.
Loans which the govt. promises to pay off at some future date are called
redeemable debts. Loans for which and all that the govt. does is to agree to
pay interest regularly for the bonds issued, are called irredeemable debts.
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3.13 KEY TERMS

Public Expenditure: Public expenditure is spending made by the
government of a country on collective needs and wants such as pension,
provisions, security, infrastructure, etc. This is the expenditure incurred by
the public authorities to satisfy those common wants which the people in
their individual capacity are unable to satisfy efficiently.
Capital and Revenue Expenditure: Capital Expenditure of the
government refers to that expenditure which results in creation of fixed assets.
They are in the form of investment. They add to the net productive assets of
the economy.
Public Debt: Public debt refers to overall liabilities of central and state
governments but the Union government clearly distinguishes its debt liabilities
from the states. Public debt can be raised both externally and internally
where external debt is the debt owed to lenders outside the country and
internal debt represents the government’s obligations to domestic lenders.
Financial Institutions: Financial institutions, other than the commercial
banks, like Provident Fund, Insurance Companies, Finance and Investment
Companies, Co-operatives, Mutual Funds, etc. are the important source
of public debt. These institutions normally provide loans to government to
reduce their cash-holdings to earn some interests, for the safety of funds
and to maintain liquidity.
Commercial Banks: Commercial banks provide loans to government out
of the excess cash reserves and by credit creation. Like other financial
institutions, the commercial banks also provide loans to government in a
situation when there is no sufficient demand for bank credit. Borrowing
from commercial banks increases money supply in the economy, and is
likely to exert inflationary pressure in the economy.
Debt Trap: Debt trap is a situation in which a borrower is led into a cycle
of re-borrowing, or rolling over, their loan payments because they are unable
to afford the scheduled payments on the principal of a loan. These traps are
usually caused by high-interest rates and short terms. Public Debt refers to
Obligation of Government particularly those evidenced by securities, to
pay certain sums to the holders at some future date.
Internal and External Debt: Public loans floated within the country, are
called Internal Debt. Public borrowings from other countries are referred
to as External Debt. External debt permits import of real resources. It enables
the country to consume more than it produces. The sources of internal
debts are RBI, commercial banks, etc. and of external debts are loans from
foreign government, IMF, World Bank etc.
Productive and Unproductive Debt: When government borrows for
development expenditure like on power projects, establishing heavy
industries etc. so that it generates revenue then the debt is productive. When
government borrows for non-development uses, such as war finance, etc.
the debt becomes unproductive as it does not create any income in return.
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Redeemable and Irredeemable Debt: Loans which the govt. promises
to pay off at some future date are called redeemable debts. Loans for which
and all that the govt. does is to agree to pay interest regularly for the bonds
issued, are called irredeemable debts.

3.14 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short Answer Questions

1. Give the meaning of Public Expenditure.
2. What is Public Debt?
3. Sate any four sources of Public Debt.
4. What is Debt Trap?
5. What is Consumption and Distribution Side of Economy?
6. Give the meaning of Financial Institution.
7. What is Commercial Bank?
8. What is Irredeemable Debt?

Long Answer Questions

1. Discuss the objectives of Public Expenditure.
2. Explain the significance of Public Expenditure.
3. Discuss various types of Public Expenditure.
4. Explain various principles of Public Expenditure.
5. Discuss various sources of Public Debt.
6. Explain the Principle of Public Debts.
7. Discuss the methods of Public Debt Redemption.
8. Explain about effects of Public Expenditure on production and distribution.
9. Discuss about Consumption and Distribution Side of Economy.

10. Explain various types of Public Debts in India.
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UNIT 4 PUBLIC FINANCE IN INDIA
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4.0 INTRODUCTION

Public finance is the study of the role of the government in the economy. It is the
branch of economics that assesses the government revenue and government
expenditure of the public authorities and the adjustment of one or the other to
achieve desirable effects and avoid undesirable ones. Taxation is the central part
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of modern public finance. Its significance arises not only from the fact that it is by
far the most important of all revenues, but also because of the gravity of the problems
created by the present day tax burden. The main objective of taxation is raising
revenue. A high level of taxation is necessary in a welfare State to fulfill its obligations.
Taxation is used as an instrument of attaining certain social objectives, i.e., as a
means of redistribution of wealth and thereby reducing inequalities. Taxation in a
modern government is thus needed not merely to raise the revenue required to
meet its expenditure on administration and social services, but also to reduce the
inequalities of income and wealth. Taxation might also be needed to draw away
money that would otherwise go into consumption and cause inflation to rise.

4.1 OBJECTIVES

After reading this unit, you will able to:
Discuss in brief about Public Finance in India
Analyze the Sources of Revenue of Central and State Government
Describe the Concept and types of Budget
Explain about Fiscal Deficit, Deficit Financing and Deficit Budget

4.2 PUBLIC FINANCE IN INDIA

Public finance is one of the old branches of economics which highlights the role
and functions of the government in an economy. Government is a formal or informal
institution created by the people in a specific region to perform various functions
such as protection from external attacks, protection of private property of the
people, generation of employment, maintaining internal law and order, provision
of social needs like education, health, etc. Public finance is one of those subjects
which are on the borderline between economics and politics. It is concerned with
the income and expenditure of public authorities and with the adjustment of one
with the other.” Since we study the activities of the governments in political science
too, public finance also constitutes a part of the study of political science.

4.3 DEFINITIONS OF PUBLIC FINANCE

According to Prof. Findlay Shirras, “Public finance is the study of the principles
underlying the spending and raising of funds by public authorities.”

According to Hugh Dalton, “Public finance is one of those subjects which
are on the borderline between economics and politics. It is concerned with the
income and expenditure of public authorities and with the adjustment of one with
the other.”
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4.4 EVOLUTION OF PROVINCIAL FINANCE
IN INDIA

Before the Charter Act of 1833 came into effect, the finances of the three
Presidencies of Bengal, Bombay and Madras were kept totally separate. Bengal
normally had a revenue surplus while Madras and Bombay ran deficits in most of
the years. Accordingly, ‘investment’ in two Presidencies was financed out of the
surplus territorial revenues of Bengal. The Charter Act of 1833 brought about a
‘coup de grace’.

The company was deprived of its trading functions and it became a purely
administrative body supervising the Indian Empire on behalf of the Crown.

With a view to improving the administrative efficiency and keeping the territory
firmly under control, the company introduced a system of centralised administration
by vesting “the superintendence, direction and control of the whole civil and military
government of all territories and revenues in the Governor-General in Council.”

In regard to finance, the Provincial Governments were left with almost no
powers or financial control over the affairs of their respective provinces and no
financial responsibility. Everything was rigorously centralised in the Supreme
Government which took upon itself the entire distribution of the funds needed for
the public service throughout India.

It controlled the smallest details of every branch of the expenditure; its
authority was required for the employment of every person paid with public money,
however, small his salary; and its sanction was necessary for the grant of funds
even for purely local works of improvement, for every local road, and every local
building, however, insignificant.

Such a system in such a vast country was obviously absurd. It divorced
administrative responsibility from financial power and thereby encouraged
extravagance. In distributing funds among the provinces, the Government of India
acted on neither rational nor fixed principles.

The result was that the distribution of revenues became something of a
“scramble in which the most violent had the advantage with little attention to reason.”
Besides, as Mr. Ashok Chanda points out, “this arrangement created many
administrative difficulties.

It led to constant differences of opinion and, as a consequence, constant
conflict between the Central and local governments about petty details of
expenditure.

On the other hand, the absence of an appropriate budget and an efficient
machinery of audit rendered the Centre’s nominally complete control over Provincial
finances into what Ambedkar calls ‘titular authority’ in practice. Economies affected
by a local government in one direction could not be utilised in another direction
without the express sanction of the Centre.

Rather, reduction in its expenditure by a local government was sure to be
followed by a corresponding reduction in its share of the central revenues in the
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following year. In the words of Prof. B.R. Misra, “the centralised system of finance
gave rise to financial irresponsibility and put a premium on inefficiency and
extravagance.”

Such a system was sure to invite strong and frequent criticism. As early as
1835, Charles Trevelyan pleaded for reasonable control of local government in
financial matters. It appeared absurd to him that the local governments “should
not be able to employ a chowkidar at Cape Camorin, or repair a tank at Tinnevelly
without writing to Calcutta.”

In 1860, he emphasised the problems of ruling distant areas from one Centre
and warned against the system where “the head is congested and the limbs are
paralyzed.” In 1860, Mr. Dickens pointed out how this control was “regarded
with feeling of aversion by the local Governors whose powers it curtailed and with
whose acts it interfered.”

In 1862, Mr. Samuel Laing made out a strong case for financial
decentralisation by emphasizing the urgency of breaking through “the system of
barren uniformity and pedantic centralisation.” Meanwhile, with the passing of the
company to the Crown, new economic and financial problems arose.

During the later half of the 19th century, the road system was vastly improved
and extended while railway construction was planned and developed in a systematic
way. This, along with general development of the country, resulted in an excessive
financial burden on the Central Government.

There was a regular and heavy financial deficit which made it clear that it
was urgent to reforms the system. Under pressure of financial difficulties, Mr.
Massey received the discussion of the subject but Lord Lawrence’s personal and
uncompromising opposition prevented the acceptance of the scheme of financial
de-centralisation till 1870 when Lord Mayo gave his earnest attention to the
problem.

Lord Mayo’s Decentralisation Scheme, 1870

On 14 December, 1870, Lord Mayo, issued the famous Financial Resolution by
which the Government of India transferred to the Provincial Governments the
financial control of services like jails, registration, police, education, medical
services, printing, roads, miscellaneous public improvements, and civil buildings.

To carry on these services the Provincial Governments were given an annual
fixed grant of ` 4.68 crores from the Central revenues. In addition, the
Departmental receipts in the case of services transferred also belonged to the
Provincial Governments. In short, subject to general restrictions, the Provincial
Governments got full powers and responsibility so far as these services were
concerned.

The new arrangement was certainly a great improvement on the old
centralised system which had prevailed for half a century. The scheme was expected
to encourage greater care and economy in public expenditure, import an element
of certainty into the financial system and create harmonious relations between the
Central and Provincial Governments.
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It injected a sense of responsibility in the provincial Governments “both in
the matter of collection of revenues and economy in expenditure.” They were
encouraged to economise in the administration and develop local sources of taxation.

The system was, however, not without its faults. Its greatest defect was that
while it gave relief to the Central Finances, it also implied, as R.C. Dutt noted, a
mandate to the Provincial Governments to impose fresh taxation. From the nature
of the case, the services transferred to the provinces were such as demanded a
constantly increasing expenditure.

In the face of fixed grants, the provincial Governments had no other alternative
but to find their own resources by local taxes as was done in the Punjab, Bombay,
Bengal and Madras, Secondly, the grants fixed were based on the actual expenditure
of the year 1870 when the expenditure had fallen from the earlier high figure. Not
only this.

From this reduced expenditure, a further sum was deducted, and the
provinces were asked to make good the deficit by local taxes.

The most serious fault, however, lay in “stereotyping ‘the inequalities in
provincial finance” in as much as the Settlements made in 1871 were based on the
actual expenditure in the provinces for the year 1870-71 which, as Gyan Chand
points out, in the case of Bombay was twice that of Madras and almost thrice that
of Bengal. Thus were laid the foundations of inequalities in provincial finance.

Lord Lytton’s Reforms

In 1877, another step forward in decentralisation was taken under Lord Lytton
when all the remaining heads of expenditure, which were of provincial character
such as Land Revenue, Excise, Stamps, General Administration, Law and justice,
were transferred to the provinces.

In addition to the departmental receipts and the old lumpsum grants, certain
heads of revenue such as Excise, Licence Tax (now called Income Tax) Law and
justice were made over to the provincial Govts.

This arrangement, though transferred some 20% of the revenues of India to
the Provinces and imparted an unprecedented elasticity to provincial finance, did
not eliminate the practice of making lump sum grants to the provinces to supplement
their income and the usual scramble for getting the largest possible share in the
distribution continued. These settlements remained in force between the years
1877-78 to 1881-82.

Further Reforms The System of Divided Heads

During the Viceroyalty of Lord Ripon, further reforms were carried out whereby
the fixed annual grants were abolished and a new system of allocation was introduced.
Customs, Posts and Telegraphs, and Railways which required uniformity of policy,
were reserved to the Centre while other heads of revenue such as receipts from
civil departments and public works were made entirely provincial.

The remaining ones such as Stamps, Excise, Income Tax, Irrigation,
Registration, and later land revenue were ‘divided’ between the Centre and
provinces in accordance with settlements made every five years. By these
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settlements, provincial Governments were given a direct interest not only in provincial
sources of revenue but also in the divided heads raised within their jurisdiction.

The Settlement also integrated, to a considerable extent, the financial interest
of the Central and provincial Governments which not only shared the receipts but
also the expenditure on certain heads. But the system of ‘Divided head’ was also
not free from criticism. In the first place, as AK Chanda explains, the Settlements
were hardly rational.

They did not satisfy the provinces and, in-fact, exposed the Centre to the
charge of discrimination. Secondly, the periodical revisions introduced an element
of uncertainty in place of stability. Thirdly, the main trouble was that, at the end of
each 5-year period, balances standing to the credit of a province, were resumed
by the Government of India.

Inevitably, the arrangement tended to put a discount on economy on the
part of the provincial Governments which incurred ill- considered or needless
expenditure for no other reason than to prevent their savings from lapsing to the
Centre.

In the words of Sir A. Mackenzie, the normal history of provincial finance
was this; “two years of screwing and saving and postponement of works, two
years of resumed energy on a normal scale, and one year of dissipation of balances
in the fear if not spent, they will be annexed by the Supreme Govt. at the time of
revision”.

Fourthly and lastly, the five yearly settlements crystallized the financial
inequalities started in 1871 as no attempt was made to bring the provincial
expenditure on to a common footing of equality.

Quasi-Permanent Settlement, 1904

Some of these defects were partly removed in 1904 when Lord Curzon’s Govt.
made these settlements quasi-permanent. Under this system, revenues assigned
to a province were definitely fixed and were not subject to alteration by the Central
Government except in the case of extreme necessity or unless experience proved
that the revenues assigned to a province were in excess of its normal needs.

However, as the expenditure of the provincial Governments generally was
more than the revenues assigned to them, the difference was made good either by
a fixed assignment, or an initial lump sum grant or special grant.

The quasi-permanent settlements were a great improvement upon the old
system of 5-yearly revisions. Under the new system, the relations of the Government
of India with the provinces improved as the bitter 5-yearly controversies in the
allotment of revenues were now avoided.

But a more substantial gain was that the provinces, which were previously
exposed to the risk and uncertainties of an unfavourable settlement at the end of
every 5 years, now gained a more independent position and more enduring interest
in the management of their resources.
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Permanent Settlements, 1912

The financial relations between the Central and provincial Governments were
examined by the Decentralisation Commission (1909) which did not suggest any
major change in the system. The question, however, received the attention of Lord
Hardinge’s Government when the quasi-Permanent Settlements were made
Permanent Settlements from 1912.

The Permanent Settlement did not introduce any change of principle in the
allocation of resources except that they reduced the fixed assignments and gave
the provinces larger shares in the growing sources of revenue. These settlements
continued till the reforms of 1919 when Provincial finance entered upon a new
phase.

It may, however, be noted that the measures of decentralisation undertaken
thus far were merely transfers of powers and functions, mainly for administrative
reasons and not aimed at federalism.

The Government of India continued to exercise general supervision over
the proceedings of the “glorified local Governments” The Provinces in the collection
of revenues and the administration of the services entrusted to their care.

Provincial budgets still required the Supreme Government’s approval.
Provinces had no independent powers of taxation nor could they raise loans in the
open market - a restriction which was treated “almost as an axiom of the Indian
Financial System.” Finally, the divided heads provided considerable scope for
central interference in the details of provincial finance.

In-spite of these limitations, it may be admitted that the status of the provinces
improved and their powers and responsibilities enlarged.

The extent of the change can be realised by the fact that “before 1870, the
Governor of Bengal could make no alteration in the all allowances of public servants
or establish a new school or augment the pay of a Daroga to the extent of a rupee;
in 1919, the same authority could spend crores of rupees without previous reference
to the Government of India”.

And yet, the reforms remained short of assuming a federal character because
the basic principle of a centralised administration remained unaffected. It is not
surprising, therefore, that leaders like Gokhale and S.M. Banerjee began to press
for the abolition of Divided heads and demanded a complete separation of Central
and provincial revenues.

The Montagu-Chelmsford Reforms

The Government of India Act of 1919, explains M.H. Gopal, marked “a change in
outlook which shifted the distant objective from decentralisation to autonomy and
from a unitary to a federal state.” As a step towards financial autonomy, the “Divided
Heads” were abolished and a clear-cut separation was made between the Central
and provincial heads of revenue.

Under the new arrangement, the Centre was assigned Customs, Salt, Opium,
Income Tax, Railways, Posts and Telegraphs, Currency, Mint, and Tributes from
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the native states, while the provinces were given Land Revenue, irrigation, Forests,
Registration, Stamps and Excise duties on drugs, narcotics.

Under the Scheduled Taxes Rules, the Provinces acquired the statutory
power to levy taxes listed in Schedule one without having to obtain previous sanction
of the Governor-General. The Local Governments Borrowing Rules empowered
the Provincial Governments to float loans on the security of their own revenues.

These reforms resulted in an estimated annual Central deficit of ̀  9.5 crores
and provincial Governments gained ̀  18.5 crores of additional revenue. A proposal
was, therefore, made that the provinces should make contributions to the
Government of India to meet this budgetary deficit.

A committee, named the Finance Relations Committee, was formed with
Lord Meston as Chairman to advise, among other things:

(i) On the contributions to be paid by the various provinces to the Central
government for the financial year 1921-22;

(ii) The modifications to be made in the provincial contributions thereafter
with a view to their equitable distribution until there ceased to be an
All India deficit;

(iii) On the future financing of the Provincial Loan Account.

The Meston Award

The Finance Relation Committee under the chairmanship of Lord Meston proposed:
(i) A system of initial contributions which were more or less arbitrarily

fixed on the basis of the increased spending powers of the Provinces.
The argument was that increased revenues had come to the provinces
as a windfall which correspondingly reduced the Central finances.
It was, therefore, necessary for the Central government to claim relief
from the Provincial Governments in proportion to the gain made by
the provinces.

(ii) These contributions were to be reduced gradually over a period of
seven years to ‘Standard’ contributions based on the principle of
capacity to contribute judged by such factors as population, Income
Tax receipts, Consumption of Salt, and textiles, agricultural and industrial
wealth.

(iii) Provinces should be given a share in Income Tax. This marked the
beginning of the use of Income Tax as a balancing factor.

These recommendations, with certain modifications, were incorporated in
the ‘Devolution Rules’ issued under the Government of India Rules of 1919. The
Meston Award caused much provincial heart burning and discontent owing to the
arbitrary nature of the contributions.

In the first place, contrary to expectations, the provinces were faced with a
succession of heavy deficits year after year. The contributions, therefore, became
a burden to the provinces which pressed for their abolition.

As a result of this pressure, they were first remitted, then suspended, and
finally abolished in 1928-29. Secondly, the Meston Settlement made the Provinces



Public Finance in India

NOTES

Self-Instructional
             Material   169

responsible for the development of the ‘nation- building’ activities but placed only
inelastic sources of revenue at their disposal. Thirdly, the contributions fixed by the
committee were thought to be highly unfair and inequitable.

It was complained, though unjustifiably, that the Meston Award gave to the
Centre a much larger proportion of the total revenue of the industrial Provinces
than of the agricultural ones.

Bengal argued that, on account of her wealth, population, trade and industries,
the monopoly of jute trade, and the port of Calcutta, her contribution to the Central
government in the shape of Income Tax, Super Tax, and Customs alone far exceeded
that of most other provinces.

Madras felt it was the ‘Milch cow’ and was proportionately contributing a
larger share towards the central deficit. The weakness of this argument was that
total revenues taken for comparison included Income-tax and Customs collections
which obviously could not be assigned to the Provinces of Bengal and Madras.

Fourthly, it was alleged that the Settlement favoured some provinces while
adversely affecting others. Land Revenue was the most important source of
provincial revenue and the agricultural provinces benefitted by getting the whole of
it for themselves while the industrial provinces like Bombay and Bengal suffered
because they lost revenue from Income Tax which became a Central subject.

The greatest defect of the Meston Settlement lay in the fact that it created
inequalities of tax burdens between different classes of the community. An average
urban citizen, who did not consume country liquor or involve himself in litigation,
did not contribute anything towards the provincial finances.

On the other hand, the great majority of people in the cities mainly contributed
to the Central revenues although they benefitted by the activities of the Provincial
Governments.

It was, as B.R. Misra puts it, “a sad commentary on the distribution of
burdens between the various sections of the community.” To sum up, the Act of
1919 and the rules made under it gave the provinces considerable latitude in financial
matters. They were now free to adjust the taxes on transferred heads of revenue;
they similarly had the right to spend, whatever they liked, on the transferred subjects.

They were also given the freedom to float loans both in India and abroad on
the security of their revenues. Despite this liberalisation, there was no separation
of cash balances of the Centre and the provinces.

There was a single ‘Public Account’ on which both operated. Besides, the
provinces had no control over audit and accounts. It was thus what Thomas call
“a half-way house between unitary and federal” or as Chanda puts it, a situation
between ‘control and autonomy’.

As regards the allocation of revenues, the system was completely federal
because the revenues of the Central and Provincial Governments were completely
separated.

Nevertheless, in regard to audit and accounts, borrowing, and allied matters,
the provincial governments continued to depend largely on the Centre. This was
somewhat anomalous but, as Thomas points out, “This was perhaps inevitable in
the transition from a highly centralised to a decentralised system of Government.”
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The Government of India Act, 1935

It was in the Act of 1935 that an attempt was made to remove some of the defects
of the Meston-Settlement. The Act divided the financial resources into four
categories, namely:

(a) Exclusively federal. These included, among others, Corporation Tax,
Railways, Posts and Telegraphs, Currency and Coinage, Custom duties,
and military receipts.

(b) Exclusively provincial such as Stamps and Registration, Sales tax, Land
revenue, Irrigation, Excise, Taxes on agricultural incomes, Taxes on
luxuries including entertainments and amusements.

(c) Taxes to be levied and collected by the Centre but receipts to be handed
over to the provinces. These included duties in respect of succession to
property other than agricultural land; taxes on railway fares and freights,
terminal taxes on goods or passengers carried by railway or by air.

(d) Taxes to be shared between the Centre and the Provinces such as taxes
on income other than agricultural income, Salt duties, Excise duty on
Tobacco and other goods manufactured or produced in India except
alcoholic liquors for human consumption, opium, Indian hemp, and other
narcotic drugs, export duties on jute.

The Act also provided for a system of grants-in-aid to certain provinces out
of the federal revenues. An expert committee under the Chairmanship of Sir Otto
Niemeyer was appointed in 1936 to inquire into the financial position of the
Provinces, the special assistance required by each and the time and mode of
distributing the provincial share of income tax and proceeds of the export duty on
jute.

Sir Niemeyer recommended that assistance should be given to the provinces
in three-ways:

(a) The outstanding debts incurred before 1935 by Bengal, Bihar, Assam,
the N.W.F.P. and Orissa plus approximately ` 2 crores of pre-1921
debt in the case of Central provinces should be cancelled.

(b) Appreciating that the jute growing provinces stood in special need of
financial assistance, it recommended distribution of a further 12.5% of
the Export duty on jute, thus making a total of 52.5% to the jute growing
provinces.

(c) Such provinces as might be in need of assistance should be given grants-
in-aid to balance their budgets. It was expected to provide “in-built
flexibility.”

As regards the distribution of the proceeds of Income Tax between the
Centre and the provinces, it recommended that provinces and the federated states
should get 50% of the proceeds of the tax; the share of each province to be fixed
partly on the basis of population and partly on the basis of the residence of the
assessees.
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As pointed out by Misra, Sir Otto Niemeyer’s aim throughout his
recommendations was two-fold. Firstly, “he always kept in mind stability of the
central finances” and secondly, “his aim was that at the inauguration of provincial
autonomy, each of the province should be so equipped as to enjoy a reasonable
prospect of maintaining financial equilibrium.”

His recommendations were accepted by the Government and, accordingly,
an order-in-council was issued on 3 July, 1936.

These arrangements resulted in improving the financial position of the
provinces and added a measure of elasticity to their revenues. In addition to
introducing a clear demarcation of federal and provincial revenues, the Act also
increased the borrowing powers of the provinces which could now raise loans in
the open-market on the security of their respective revenues except when they
wished to raise a foreign loan where previous sanction of the Central Government
was required.

As was to be expected, the changes introduced by the Act of 1935 neither
gave complete independence not complete satisfaction to the Provinces. In the
opinion of M.R. Masani, the source of revenue were so distributed that provincial
prosperity and development “was consciously subordinated to central authority
and “all elastic sources of revenue were collared by the Government of India.”

All the same, the Act did introduce a very large measure of provincial
autonomy in as much as it significantly improved the financial status of the provinces
and gave them a large measure of independence in raising their revenues and
ordering their expenditure.

The Provincial and Central balances were now separated and ‘ways and
means’ became a provincial responsibility. Each province now had its own bank
account with the Reserve Bank of India.

In the event of difficulty, the provinces had either to borrow from the market
or obtain ways and means advances from the bank. In the field of expenditure
also, the provinces were given complete freedom except that they had to keep
themselves within their resources.

This was the only restriction otherwise they were given the right to have
their own Auditors General and take over both accounting and auditing responsibility
after giving notice. According to A.K. Chanda, “The Act of 1935 had thus not
only embodied the basic principles of federal finance but had also endowed the
provinces with financial power and authority which constituent units in a federation
normally enjoyed.”

Provisional Adjustments, 1947-1952

The Partition of the country in August 1945, and the separation of certain parts
now forming Pakistan, necessitated a readjustment of financial arrangements
between the Government of India and the provinces, especially in regard to the
distribution of Income Tax and the export duty on jute.

As far as Income Tax is concerned, the basic scheme of Otto Niemeyer
was retained. Only the shares of the divided provinces of Bengal and the Punjab
were reduced in proportion to their reduced populations.



Public Finance in India

NOTES

Self-Instructional
172 Material

The resources thus released as well as the allocations to Sind and NWFP,
which had completely gone to Pakistan, were now pooled for redistribution and
provincial shares were re-fixed. Even here, the basis of distribution among the
provinces was left undisturbed.

In view of the considerable dissatisfaction that the new arrangement caused
among some of the affected provinces, the Government appointed Shri C.D.
Desmukh to look into the problem and give his award. In regard to Income Tax,
Dr. Desmukh broadly adopted population as the main .basis of distribution.

As regards grants-in-aid in lieu of a share in the export duty on jute, he
recommended that, pending recommendations of Finance Commission, the four
concerned States should be paid certain annual payments. As a result, Bengal got
` 105 lakhs, Assam, ` 40 lakhs, Bihar ` 35 lakhs and Orissa ` 5 lakhs. The
award remained in force from 1 April, 1950 to 31 March, 1952.

Federal Relations under the New Constitution
The new constitution has so based inter-governmental financial relation “as to
bring about a happy blending between federal supremacy and State autonomy.”

Broadly, the Indian constitution follows the pattern laid down by the Act of
1935. A clear bifurcation has been made of taxes to be levied by the Centre and
the states. By and large, taxes with an inter-state base are under the legislative
jurisdiction of the Central Government while those with a restricted base are under
the legislative jurisdiction of the States.

Residuary powers, if any, have been assigned to the Union Government.
There is thus no over-lapping of tax jurisdiction as is common in most of the older
federations.

The taxes within the legislative jurisdiction of the Centre can be grouped
under four categories:

(a) Taxes which are levied and collected by the Union Government and the
revenue therefrom is also retained by it. For example, Corporation Tax,
Custom duties, Taxes on capital other than agricultural land.

(b) Taxes which are levied and collected by the Centre but the revenue is
shared with the States e.g., taxes on income other than agricultural and
Union Excise Duties.

(c) Taxes which are levied and collected by the Centre but the entire revenue
is distributed among the States, e.g. Estate duty (except on agricultural
land), Terminal duties on goods and passengers carried by railways,
sea or air, Taxes on railway fares and freights.

(d) Taxes which are levied by the Union but the revenue is collected and
retained by the States, e.g. Stamp duties mentioned in the Union list.

The State list includes 19 sources of tax revenue such as Land revenue,
taxes on agricultural incomes, excise duties on alcoholic liquors, opium, hemp,
narcotic drugs, taxes on vehicles, passengers and goods carried by road or inland
ways, taxes on luxuries including entertainment, amusements, betting and gambling,
taxes on the sale and purchase of goods other than newspapers, taxes on
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professions and callings, trades and employment, animals and boats, land and
buildings etc.

In order to bridge the gap between the relatively inelastic resources and
expanding needs of the States, the constitution provides for a three-fold scheme:

(a) The States are entitled to a share in federal taxes, namely, taxes on
income (other than corporation tax) and Union Excise duties. In regard
to Income Tax, the share of the States was steadily increased by the
successive Finance Commissions. The First Finance Commission fixed
it at 55%; the Second raised it to 60%; the Third to 66 2/3% and the
Fourth fixed it at 75% of the Income tax revenues.
As regards the principle governing the share of the individual states, the
First Commission recommended that 80% should be distributed on the
basis of population and 20% on that of collection; the Second
Commission raised the former figure to 90% but reduced the latter to
10%. The Third Commission, however, reverted to the recommendation
made by the First and the Fourth Finance Commission also approved it.
In the case of Union Excise Duties, the number of commodities, duties
on which were to be shared with the States, was increased from 3 to
35. The Fourth Finance Commission went so far as to recommend that
all Union Excise Duties (excepting regulatory duties, special excise duties
and cesses earmarked for special purposes) should be shared with the
States.
Although, the share of the States was reduced from 40% to 25% and
finally to 20% by the Successive Finance Commissions, the divisible
pool increased due to larger coverage.

(b) The States have been assigned the entire proceeds of certain taxes levied
by the Union government e.g., Estate duty, the tax on railway-fares and
additional Excise duties in lieu of Sales tax.

(c) The Constitution also provides for a system of grants which may be
conditional or in-aid of general revenues. Such grants had tremendously
increased since 1938-39 when the Provincial share of Central taxes
and grants amounted to ̀  Seven crores or 8.3% of Provincial revenues
to ` 623.72 crores in 1965-66 forming 34% of the total revenues of
State Governments.

In view of the importance of Central assistance, the constitution makes
what Santhanam calls “the most novel and important innovation” of a Finance
Commission, a semi-judicial, independent institution whose function is to make
recommendations regarding:

(a) The division of the taxes which are to be or may be shared between the
Union and the States;

(b) The distribution of the States’ share among the various States;
(c) The principles which should govern the grants-in-aid of the revenues of

the States and any other matter referred to the Commission by the
President in the interest of sound finance.
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As Dr. Lakadwala sums up, the Commission is expected to play the role of
a Wiseman, a judge between the contacting claims of the states on the one hand
and the Centre on the other. It is intended to assure the states that the distribution
of finances is made by the Union government not arbitrarily but on the
recommendations of an independent body which will assess the changing needs of
the States in making them.

The Finance Commission has no parallel in federal constitutions. The only
close parallel is that of the Australian Commonwealth Grants Commission which
has no powers to suggest any changes in tax-sharing or the basis of distribution.

Unlike the Grants Commission, the recommendations of the Finance
Commissions with regard to the sharing of the taxes and grants-in-aid have generally
been accepted without modification. The First Finance Commission was appointed
in 1951, the Second in 1956, the Third was constituted in 1960, and the Fourth in
1964.

One feature of the Union-states financial relations which attracted much
criticism is the unbalanced division of the resources between the Union and the
States. K. Santhanam’s fear that Provinces will be beggars at the doors of the
centre and will have to depend on “the variable munificence or affluence of the
centre” did not literally come true.

But there is no denying that almost all state governments found balancing
their budgets difficult. Tax heads under the State list being neither the most productive
nor flexible, most states ran deficit budgets. This led to an increased demand for
better share of taxes and central assistance.

A more glaring anomaly arose with the advent of centralised Planning in
India. One may not accept the often repeated statement of K. Santhanam that
“Planning has superceded the federation and our country is working as a unitary
system in many respects”, but it is difficult to deny the validity of S. Tarlok Singh’s
view that “national planning widens the scope of the Centre and tends to reduce
the distinctions between the Central and State responsibilities.”

For one thing, the plan targets were fixed by the Central government on the
recommendations of the Planning Commission which is neither independent nor
impartial. Secondly, the plan grants, which were given for the achievement of
these targets, had ‘strings’ attached in so far as they involved varying degree of
central inspection and supervision of their use.

What is more, they were given in respect of a large variety of subjects
which otherwise fell within the exclusive State jurisdiction. For example, the Union
budget for 1959-60 provided for matching grants in respect of 60 items including
general and technical education and Malaria Eradication- clearly subjects falling
within the sphere of the States.

To the extent there was central control, supervision or interference in States’
subjects, there was in erosion of States’ autonomy.

No doubt, there is force an Sardar Pannikar’s arguments that “no state in
India singly can undertake the multipurpose projects like Hirakud or contemplate
an Iron and Steel factory like the Hindustan Steel. The costs involved, the technical
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skill required, the sustained planning and execution which are essential, if these
plants are to succeed are beyond the resources of a single state. This is true of
most of what is being done in India to build a new society”.

But then the remedy lay in amending the constitution rather than stretching
or distorting it.

A more important part was played by “Plan grants” in giving a new turn to
centre-state relations. The fundamental idea behind the constitutional provisions
relating to distribution of taxes and the institution of the Finance Commission was
that the State should get additional finance either by statutory provision or
Presidential order based on the recommendation of an impartial body which would
not be subject to political pulls.

In practice, however, the bulk of the resources transferred by the Union to
the States were by way of ‘discretionary grants’ under Article 282.

This may be seen from the fact that, out of the total revenues of the States of
` 7314 crores in the Third Plan period, the grants given on the recommendation of
the Finance Commission, accounted for only 4.9% while Plan grants, made without
reference to the Finance Commission, accounted for 13% of the funds transferred
to the States.

This was not the only departure from the pattern of Union-state financial
relations embodied in the constitution. For their capital needs, the states were
empowered to raise loans from the market as well as the Central Government.
But the Centre, although empowered to grant loans to the states, was expected to
do so only for special purposes.

On 15 August 1947, the total debt of the States to the Centre amounted to
only ` 43.97 crores. This increased to ` 195.47 crores on 31 March, 1951,
largely due to loans for rehabilitation. However, with the start of Planning, the
Central Government became the main creditor of the states as it was not possible
for the latter to raise market loans to the extent required for the large capital
expenditure of the Plans.

This may be seen from the fact that, for the first three Plans, the loans given
by the Union to the States amounted to ̀  799 crores, ̀  1411 crores and ̀  3101
crores respectively.

On 31 March 1966 the total outstanding debts of the States due to the
Union amounted to ̀  4000 crores. The States had used these partly for productive
investments, partly for capital expenditure not yielding any revenue like buildings
and roads, and partly as loans to agriculturists and Electricity Boards etc.

Thus, the scheme of financial relations, as embodied in the Constitution, had
become meaningless. It is the Planning Commission and the grants and loans,
issued on its recommendations that dominated the field.

The Finance Commissions, which were originally intended to be independent
bodies, had, ineffect, become secondary and subservient to the Planning
Commission which, although without any constitutional footing, had acquired almost
unlimited functions.



Public Finance in India

NOTES

Self-Instructional
176 Material

In fact, the Union and the State finances and even annual budgeting were
controlled by the Planning Commission through its decisions on the state and Central
Plans and finances. All the Finance Commissions, which reported after the
inauguration of planning, had commented on the anomalies which “inevitably arise
where the function of the two Commissions, the Finance and Planning, overlap.”

So long as both these commissions have to function, there is, as Lakadawala
stresses, a real need for effectively coordinating their work.

It is in this context that the Third Finance Commission suggested two
alternatives, “The first is to enlarge the functions of the Finance Commission to
embrace total financial assistance to be afforded to the States, whether by way of
loans or devolution of resources. The Second is to transform the Planning
Commission into a Finance Commission at the appropriate time.”

The first alternative appeared unlikely to be accepted by the government
for obvious reasons while accepting the second would have amounted to supporting
a unitary type of government. The process of economic development had thus
created planning and decentralization which is the Sinequa none of a federal
government.

4.5 SOURCES OF REVENUE OF CENTRAL
GOVERNMENT

The following points highlight the two main sources of government revenue in
India:

A. Tax Revenue

(i) Direct Tax: It is paid by the taxpayer on his income and property.
The burden of tax is borne by the person on whom it is levied. As he
cannot transfer the burden of the tax to others, impact and incidence
of direct tax falls on the same person. For example personal income
tax, wealth tax etc.

(ii) Indirect Tax: It is levied on goods or services. It is paid at the time of
production or sale and purchase of a commodity or a service. The
burden of an indirect tax can be shifted by the taxpayer (producers)
to other person/s. Hence, impact and incidence of tax are on different
heads. For example, newly implemented Goods and Services Tax
[GST] in India has replaced almost all indirect taxes, custom duty.

B. Non-Tax Revenue

Public revenue received by the government administration, public enterprises, gifts
and grants etc. are called as non-tax revenue. These sources are different than the
taxes. Brief information about these sources is as follows:

(i) Fees: A tax is paid compulsorily without any return service whereas;
fee is paid in return for certain specific services rendered by the
government. For example- education fee, registration fee, etc.
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(ii) Prices of public goods and services: Modern governments sell
various types of commodities and services to the citizens. A price is a
payment made by the citizens to the government for the goods and
services sold to them. For example- railway fares, postal charges etc.

(iii) Special Assessment: The payment made by the citizens of a particular
locality in exchange for certain special facilities given to them by the
authorities is known as ‘special assessment.’ For example local bodies
can levy a special tax on the residents of a particular area where extra/
special facilities of roads, energy, water supply etc. are provided.

(iv) Fines and Penalties: The government imposes fines and penalties
on those who violate the laws of the country. The objective of the
imposition of fines and penalties is not to earn income, but to discourage
the citizens from violating the laws framed by the Government. For
example, fines for violating traffic rules. However, the income from
this source is small.

(v) Gifts, Grants and Donations: The government may also earn some
income in the form of gifts by the citizens and others. The government
may also receive grants from the foreign governments and institutions
for general and specific purposes. Foreign aid has become an important
source of development finance for a developing country like India.
However, this source of revenue is uncertain in nature.

(vi) Special levies: This is levied on those commodities, the consumption
of which is harmful to the health and well-being of the citizens. Like
fines and penalties, the objective is not to earn income, but to
discourage the consumption of harmful commodities by the citizens.
For example duties levied on wine, opium and other intoxicants.

(vii) Borrowings: The government can borrow from the people in the
form of deposits, bonds etc. It also gets loans from foreign governments
and organizations such as IMF, World Bank etc. Loans are becoming
more and more popular source of revenue for the governments in the
modern times.

4.6 SOURCES OF REVENUE OF STATE
GOVERNMENT

State government revenue comes from income, sales and other taxes; charges and
fees; and transfers from the central government.

1. Tax Revenue of State Government

(i) State GST
The meaning of SGST or State Goods and Services Tax (SGST) is a tax collected
in the case of the intrastate transaction when the state of consumption and state of
production are the same. The State GST, as the name implies, is a tax collection
medium for the State Government. It is collected as a separate tax in the case of
intrastate transactions. Similar to CGST, it is charged across all sales and purchases
and other non-exempted transactions under the GST Act.
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(ii) VAT (Fuel)

VAT essentially compensates for the shared service and infrastructure provided in
a certain locality by a state and funded by its taxpayers that were used in the
provision of that product or service. Not all localities require VAT to be charged,
and exports are often exempt. VAT is usually implemented as a destination-based
tax, where the tax rate is based on the location of the consumer and applied to the
sales price. The terms VAT, GST, and the more general consumption tax are
sometimes used interchangeably.

(iii) Excise (Liquor)

Excise duty is a kind of indirect tax charged on the sale of certain products. The
customer does not pay excise duty directly to the authorities, but it is added to the
cost of the product by the producer or merchant and then passed on to the consumer
by way of increased prices.

(iv) Property and Capital Transactions

Transactions relating to share capital and reserves, long-term debt capital, or fixed
assets of a company, as opposed to revenue transactions. For example, the
purchase of a building is a capital transaction, while the maintenance of a building
is a revenue transaction.

(v) Tax on Vehicles

It is a compulsory tax to be paid by an individual purchasing a vehicle. The Road
Tax is a state level tax, i.e., the government of various states imposes it at their
individual level. Each state has different rules and regulations for charging the road
tax. Due to the varying percentage levied by different states, the amount of tax is
also different. According to the Central Motor Vehicles Act, if a car is being used
for more than a year, then it is compulsory to pay the whole amount of road tax at
once.

(vi) Share in Central Taxes
The devolution of taxes and duties and grants to States is based on the 15th
Finance Commission recommendation that the Centre share 41 per cent of the net
proceeds of taxes with the States, against the present 42 per cent. The Finance
Commission follows a horizontal devolution formula to arrive at tax devolution.
The formula assigns weightage for various criteria such as the States’ population
(15 per cent), area (15 per cent) and income distance (45 per cent) to arrive at
the devolution. Among the components of Central taxes and duties to States,
Central GST accounts for the largest share of devolution in volume followed by
income-tax collection and corporation taxes.

(vii) Grants

The Finance Commission also decides the share of each state from the share of
states in the divisible pool. The Commission further recommends the share of
funds and grants to be transferred to local bodies. In the Union Budget, these
transfers are called ‘Finance Commission Grants’ and ‘Other Transfers’. The 73rd
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Constitutional Amendment requires both the Centre and states to help Panchayati
Raj institutions to evolve as a unit of self-governance by assigning them funds,
functions and functionaries. The Finance Commission Grants, in the Union Budget,
provides funds to local bodies, state disaster relief funds and compensates any
revenue loss to states after devolution of taxes.

The Finance Commission Grants are primarily divided into four sub-heads:
(a) Grants for rural local bodies: The three-tier model of governance

envisioned in the Constitution assigns clear roles and responsibilities to
Gram Panchayats. The Finance Commission recommendations ensure
that these local bodies are adequately funded. In fact, nearly half of the
Finance Commission Grants in Union Budget goes to village local bodies.

(b) Grants for urban local bodies: In addition to units of self-governance
at the village level, the Constitution also envisages cities as units of self-
governance. Urban local bodies like municipal councils receive the largest
chunk of Finance Commission Grants after Rural Local Bodies and Post
Devolution Deficit Grants to states.

(c) Assistance to SDRF: The central government also provides funds to
State Disaster Relief Funds in addition to funding the National Disaster
Management Authority (NDMA). The assistance to state government’s
disaster relief authorities is provided as per the recommendations of the
Finance Commission.

(d) Post devolution revenue deficit grants: About a third of the total
revenue collected by the Centre is directly transferred to states as their
share in the divisible pool. However, the Finance Commission also
provides a mechanism for compensation of any loss incurred by states,
which is called post-devolution revenue deficit grants. This Finance
Commission Grant forms the second largest chunk of Finance
Commission transfers after the assistance to local rural bodies.

2. Non-Tax Revenue of State Government

Non-tax revenue is charged against services provided by the government. It also
includes interest charged on loans advanced by the government for various purposes:

(i) Interest: It comprises of interest of loans given to states and union
territories for reasons like non-plan schemes (e.g. flood control) and
planned schemes with maturity period of 20 years such as
modernization of police forces and also interest on loans advanced to
Public Sector Enterprises (PSEs), Port Trusts and other statutory bodies
etc.

(ii) Dividends and profits: This includes dividends and profits from PSEs
as well as the transfer of surplus from Reserve Bank of India (RBI).

(iii) Petroleum license: This includes fees to get the exclusive right for
exploration in a particular region. Such fees may be in the form of
royalty, share of the profit earned from contact areas during a specific
period, Petroleum Exploration License (PEL) fee or Production Level
Payment (PLP).



Public Finance in India

NOTES

Self-Instructional
180 Material

(iv) Power supply fees: This includes fees received by Central Electricity
Authority from the supply of power under the Electricity (Supply)
Act.

(v) Fees for Communication Services: This mainly includes the license
fees from telecom operators on account of spectrum usage charges
that licensed Telecom Service Providers pay to the Department of
Telecom (DoT).

(vi) Broadcasting fees: It includes license fee paid by DTH operators,
commercial TV services, commercial FM radio services etc.

(vii) Road, Bridges usage fees: This includes receipts through toll plazas
on account of the usage of national highways, permanent bridges etc.

(viii) Examination fees: This includes fees paid by applicants of
competitive examinations conducted by the Union Public Service
Commission (UPSC) and Staff Selection Commission (SSC) to fill
up vacancies in government offices.

(ix) Fee for police services: This includes fee received for supplying
central police forces to state governments and other parties like Central
Industrial police Force (CISF) to industries etc.

(x) Sale of stationery, gazettes: This includes receipts under ‘Stationery
and Printing’ relating to the sale of stationery, gazettes, government
publications, etc.

(xi) Fee for Administrative Services: This includes fees received for
providing services like audit services, issuance of passport, visa etc.

(xii) Receipts relating to Defence Services: This relates to services
provided through Canteen Stores Department (CSD).

4.7 CONCEPT OF BUDGET

Budget is a financial plan for a defined period, often one year. It may also include
planned sales volumes and revenues, resource quantities, costs and expenses,
assets, liabilities and cash flows. Companies, governments, families and other
organizations use it to express strategic plans of activities or events in measurable
terms. A budget is the sum of finances allocated for a particular purpose and the
summary of intended expenditures along with proposals for how to meet them. It
may include a budget surplus, providing money for use at a future time, or a deficit
in which expenses exceed income.

4.7.1 Meaning of Budget
Budget is an estimation of revenue and expenses over a specified future period of
time and is usually compiled and re-evaluated on a periodic basis. Budgets can be
made for a person, a group of people, a business, a government, or just about
anything else that makes and spends money.
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4.7.2 Definitions of Budget
The CIMA Official Terminology defines a budget as “A quantitative statement, for
a defined period time, which may include planned revenues, expenses, assets,
liabilities and cash flows.”

The Chartered Institute of Management Accountants (CIMA), London
defines “Budget as a plan expressed in money. It is prepared and approved prior
to the budget period and may show income, expenditure and the capital employed.
May be drawn up showing incremental effects on former budgeted and actual
figures, or be compiled by zero-based budgeting”.

According to George R. Terry, “A budget is an estimate of future needs
arranged according to an orderly basis covering some or all of the activities of an
enterprise for a definite period of time.”

4.7.3 Objectives of Budget
The objectives of budget are as follows:

1. To get more economic use of capital.
2. To prevent waste and reduce expenses.
3. To facilitate various departments to operate efficiently and economically.
4. To coordinate the activities of various departments.
5. To plan and control the income & expenditure of the firm.
6. To fix the responsibilities in different departments.
7. To ensure the availability of working capital.
8. To ensure the matching of sales with production.

4.7.4 Features of a Budget
The following are the features of a budget:

1. It is goal oriented. It is aimed at achieving the objectives of an enterprise.
2. It is future oriented. It is prepared and approved prior to a defined

period of time.
3. It is an expression of policies and plans in monetary and physical terms.
4. It helps in estimating income and expenditure for the budget period.
5. It also estimates the capital to be employed for achieving the

predetermined goals.
6. It is a plan expressed in monetary terms or quantity or both.
7. It is related to a definite future period.
8. It is prepared prior to a defined period.
9. It is approved by the management for implementation.
10. It indicates the business policy which has to be followed so as to achieve

a given objective.
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4.7.5 Elements for the Success of a Budget

1. Accurate Forecasting

Forecasting is an integral part of the budgeting process. It is not only the starting
point, but is also critical to the development of an accurate budget.

2. Coordinating Activities

Budgeting needs to coordinate all the individual budgets into an integrated plan, as
each budget has certain implications for other budgets. There must be coordination
between sales, production, purchasing, and personnel budgets.

3. Communicating the Budgets

The success of a comprehensive budgeting programme depends on communication
of individual budgets to the different units in the organization. The basic point is
that the preparation of the budget is of no value unless it is known to the person for
whom it is meant.

Managers are not responsible for budget unless the budget is communicated
clearly, concisely, and in an authoritative manner to them.

4. Acceptance and Cooperation

Successful budgeting also requires that budgets should be accepted by the people
who must execute them. Budgeting should have the active cooperation of the
entire organization from top to bottom.

5. Reasonable Flexibility

The budgeting programme should contain reasonable flexibility if the situation so
demands. However, it should be noted that too much flexibility and too much
tightness are both undesirable. Too much flexibility will weaken the cost control
and the budget will become inoperative.

6. Providing a Framework for Evaluation

Budgeting provides a basis to evaluate the performance of different departments.
A comprehensive budget, properly developed, will initially contain organizational
goals and expectations, and subsequently can be used as an effective evaluation
technique.

4.7.6 Types of Budget
A government budget is a financial document comprising revenue and expenses
over a year. Depending on these estimates, budgets are classified into three
categories-balanced budget, surplus budget and deficit budget.

1. Balanced Budget

A balanced budget is a budget (i.e., a financial plan) in which revenues are equal
to expenditures, such that there is no budget deficit or surplus. Although the concept
of a balanced budget applies to any organization that generates operating revenues
and incurs operating expenses, it is most commonly applied to government budgets.
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In case of a balanced budget, the estimated government expenditure shall
be equal to its estimated revenue in a financial year. Many economists believe that
a government's expenditure should not be higher than its revenue. While this is
considered to be an ideal situation by economists, attaining this can be quite a task
for the ruling dispensation. Notably, a balanced budget does not automatically
translate into financial stability in times of deflation or economic depression due to
absence of any scope for extra expenditure. The plus point with this type of budget
is that it thwarts wasteful government expenditure. This type of budget is not
considered viable for developing nations as it restricts the scope of government
spending on public welfare schemes.

Components of a Balanced Budget

Revenues: For corporations and non-governmental organizations, revenues come
from the sale of goods and/or services. For governments, the majority of revenues
come from income taxes, corporate taxes, social insurance taxes, and consumption
taxes.

Expenses: For corporations and non-governmental organizations, expenses
include the amount that is spent on daily operations and factors of production,
including rent and wages. For governments, expenses include spending on
infrastructure, defense, healthcare, pension, subsidies, and other factors that
contribute to the health of the overall economy.

2. Surplus Budget

Surplus budget is a condition when incomes or receipts overreach costs or outlays
(expenditures). A surplus budget normally refers to the financial conditions of the
governments. However, individuals choose to use the term ‘savings’ rather than
‘budget surplus’. Surplus is a manifestation that the government is being effectively
operated and regulated.

In case of a surplus budget, the expected revenue surpasses the estimated
expenditure in a financial year. This implies that a government's earnings from
taxes are greater than the amount spent by a government on public welfare. A
surplus budget indicates the financial affluence of a country which means that the
extra funds can be used to pay dues, which reduces the interest payable and is
helpful for the economy in the long run. Such a budget can be considered during
inflation to reduce aggregate demand. A surplus budget is not an appropriate option
for a government in cases of deflation, economic slowdown and recession.

3. Deficit Budget

Deficit budget is said to have occurred when expenses exceeds the revenue and it
is a symptom of financial health. The government normally uses this term to its
spending instead of entities or individuals. Accrued government deficits form the
national debt.

In case of a deficit budget, the estimate expenditure exceeds the estimated
revenue of a government in a financial year. This kind of budget is helpful in times
of economic recession and also in boosting employment rate. In times of recession,
a deficit budget is helpful in generating additional demand and bolsters economic
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growth. In order to achieve this, a government usually covers this amount via
public borrowings through government bonds or by withdrawing from its
accumulated reserve surplus.

Other Types of Budget are as follows

1. Incremental budgeting

Incremental budgeting takes last year’s actual figures and adds or subtracts a
percentage to obtain the current year’s budget.  It is the most common method of
budgeting because it is simple and easy to understand.  Incremental budgeting is
appropriate to use if the primary cost drivers do not change from year to year.  It
is likely to perpetuate inefficiencies. For example, if a manager knows that there is
an opportunity to grow his budget by 10% every year, he will simply take that
opportunity to attain a bigger budget, while not putting effort into seeking ways to
cut costs or economize.

It is likely to result in budgetary slack. For example, a manager might
overstate the size of the budget that the team actually needs so it appears that the
team is always under budget.

It is also likely to ignore external drivers of activity and performance. For
example, there is very high inflation in certain input costs.  Incremental budgeting
ignores any external factors and simply assumes the cost will grow by, for example,
10% this year.

2. Activity-based budgeting

Activity-based budgeting is a top-down budgeting approach that determines the
amount of inputs required to support the targets or outputs set by the company.
The company will need to first determine the activities that need to be undertaken
to meet the sales target, and then find out the costs of carrying out these activities.

3. Value proposition budgeting

In value proposition budgeting, the budgeter considers the following questions:
Why is this amount included in the budget?
Does the item create value for customers, staff, or other stakeholders?
Does the value of the item outweigh its cost? If not, then is there another

reason why the cost is justified?
Value proposition budgeting is really a mindset about making sure that

everything that is included in the budget delivers value for the business. Value
proposition budgeting aims to avoid unnecessary expenditures although it is not as
precisely aimed at that goal as our final budgeting option, zero-based budgeting.

4. Zero-based budgeting

As one of the most commonly used budgeting methods, zero-based budgeting
starts with the assumption that all department budgets are zero and must be rebuilt
from scratch.  Managers must be able to justify every single expense. No
expenditures are automatically “okayed”. Zero-based budgeting is very tight, aiming
to avoid any and all expenditures that are not considered absolutely essential to
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the company’s successful (profitable) operation. This kind of bottom-up budgeting
can be a highly effective way to “shake things up”.

The zero-based approach is good to use when there is an urgent need for
cost containment, for example, in a situation where a company is going through a
financial restructuring or a major economic or market downturn that requires it to
reduce the budget dramatically.

Zero-based budgeting is best suited for addressing discretionary costs rather
than essential operating costs. However, it can be an extremely time-consuming
approach; so many companies only use this approach occasionally.

4.8 LEVELS OF INVOLVEMENT IN
BUDGETING PROCESS

We want buy-in and acceptance from the entire organization in the budgeting
process, but we also want a well-defined budget and one that is not manipulated
by people.  There is always a trade-off between goal congruence and involvement.
The three themes outlined below need to be taken into consideration with all types
of budgets.

Level-1: Imposed budgeting

Imposed budgeting is a top-down process where executives adhere to a goal that
they set for the company.  Managers follow the goals and impose budget targets
for activities and costs.  It can be effective if a company is in a turnaround situation
where they need to meet some difficult goals, but there might be very little goal
congruence.

Level-2: Negotiated budgeting

Negotiated budgeting is a combination of both top-down and bottom-up budgeting
methods.  Executives may outline some of the targets they would like to hit, but at
the same time, there is shared responsibility for budget preparation between
managers and employees. This increased involvement in the budgeting process by
lower-level employees may make it easier to adhere to budget targets, as the
employees feel like they have a more personal interest in the success of the budget
plan.

Level-3: Participative budgeting
Participative budgeting is a roll-up approach where employees work from the
bottom up to recommend targets to the executives.  The executives may provide
some input, but they more or less take the recommendations as given by department
managers and other employees (within reason, of course).  Operations are treated
as autonomous subsidiaries and are given a lot of freedom to set up the budget.
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4.9 THE CONCEPT OF FISCAL DEFICIT

Fiscal deficit presents a more comprehensive view of budgetary imbalances. It is
widely used as a budgetary tool for explaining and understanding the budgetary
developments in India.

Fiscal Deficit is the difference between the total income of the government
(total taxes and non-debt capital receipts) and its total expenditure. Fiscal deficit
is a shortfall in a government's income compared with its spending. The government
that has a fiscal deficit is spending beyond its means. A fiscal deficit is calculated as
a percentage of Gross Domestic Product (GDP), or simply as total amount spent
in excess of income.

1. Revenue receipts of the government

Corporation Tax
Income Tax
Custom Duties
Union Excise Duties
GST and taxes of Union territories.

2. Non-tax revenues

Interest Receipts
Dividends and Profits
External Grants
Other non-tax revenues
Receipts of union territories
Expenditures of the government:
Revenue Expenditure
Capital Expenditure
Interest Payments
Grants-in-aid for creation of capital assets

4.9.1 Meaning of Fiscal Deficit
Fiscal deficit refers to the excess of total expenditure over total receipts (excluding
borrowings) during the given fiscal year.

Fiscal Deficit = Total Expenditure – Total Receipts excluding borrowings.
The extent of fiscal deficit is an indication of how far the government is spending
beyond its means.
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4.9.2 Implications of Fiscal Deficit
The implications of fiscal deficit are as follows:

1. Debt Trap
Fiscal deficit indicates the total borrowing requirements of the government.
Borrowings not only involve repayment of principal amount, but also require
payment of interest.
Interest payments increase the revenue expenditure, which leads to revenue deficit.
It creates a vicious circle of fiscal deficit and revenue deficit, wherein government
takes more loans to repay the earlier loans. As a result, country is caught in a debt
trap.

2. Inflation

Government mainly borrows from Reserve Bank of India (RBI) to meet its fiscal
deficit. RBI prints new currency to meet the deficit requirements. It increases the
money supply in the economy and creates inflationary pressure.

3. Foreign Dependence
Government also borrows from rest of the world, which raises its dependence on
other countries.

4. Hampers the future growth

Borrowings increase the financial burden for future generations. It adversely affects
the future growth and development prospects of the country.

4.9.3 Sources of Financing Fiscal Deficit
Government has to look out for different options to finance the fiscal deficit. The
main two sources are:

1. Borrowings: Fiscal deficit can be met by borrowings from the internal
sources (public, commercial banks etc.) or the external sources (foreign
governments, international organizations etc.).

2. Deficit Financing (Printing of new currency): Government may
borrow from RBI against its securities to meet the fiscal deficit. RBI
issues new currency for this purpose. This process is known as deficit
financing. Borrowings are considered a better source as they do not
increase the money supply which is regarded as the main cause of inflation.
On the other hand, deficit financing may lead to inflationary trends in the
economy due to more money supply.

4.9.4 Causes of Fiscal Deficit
The governments spend on handouts and other assistance to the weak and
vulnerable sections of the society such as the farmers and the poor. A high fiscal
deficit can also be good for the economy if the money spent goes into the creation
of productive assets like highways, roads, ports and airports that boost economic
growth and result in job creation.
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Fiscal deficit is a more comprehensive measure of budgetary imbalances.
Thus, we see that when the government’s total expenditure, both revenue and
capital expenditure, exceeds its revenue from taxes and other normal receipts,
fiscal deficit is created. Now, this fiscal deficit can be financed in two ways.

Firstly, through borrowing by the government from the market, both inside
and outside the country. On this borrowing, the government has to pay rate of
interest annually. Apart from that it has to pay back the internal and external debt
taken.

Secondly, the government can finance the fiscal deficit by borrowing from
the Reserve Bank of India which issues new notes against government securities.
Thus, borrowing from the Reserve Bank results in expansion of high powered
money in the economy and is popularly called deficit financing.

It is in fact monetisation of fiscal deficit which, if undertaken to an excessive
extent, leads to inflation in the economy. On the other hand, Government borrowing
from the market to finance fiscal deficit adds to the public debt and increases
burden on future generations on whom heavy taxes have to be imposed for repaying
the loans.

4.9.5 Risks of High Fiscal Deficit
There are several risks with high fiscal deficits. These are:

(i) Fiscal deficits, spilled over, could lead to macro-economic instability
particularly if the government resorts to deficit financing (i.e. borrowing
beyond a limit and the printing of new currency);

(ii) High fiscal deficits imperil national saving rates, thereby reducing overall
aggregate investment. This further jeopardises the sustainability of
growth. Low levels of public-investment renders poor physical
infrastructure incompatible with a large increase in the national domestic
product;

(iii) The continuing large fiscal deficits, even if they do not spill over, lead
to macro-economic instability in the short run, requiring higher taxes
to cover the burden of internal debt. High tax rates will place the
country at a significant disadvantage relative to other fast-growing
countries by reducing the competitive strength of the domestic
producers;

(iv) Larger fiscal deficits have adverse effects on balance of payment (BoP)
too. Aggregate excess demand representing a shortage of domestic
supplies spills over as current account deficit (CAD). External loans
raised to finance the CAD, ultimately leads to a BoP crisis; and

(v) With large fiscal deficits, even an independent monetary management
cannot sustain a low interest rate regime. This, therefore, impinges on
a necessary condition for macro-economic stability that ‘real interest
rate must be lower than the GDP growth rate’.
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4.9.6 Large Fiscal Deficit in India
There are three implications of fiscal deficit. A good part of it is financed through
borrowing from within and outside the country. This leads to the increase in public
debt and its burden.

Secondly, a part of fiscal deficit is financed through deficit financing, that is,
monetisation of fiscal deficit which leads to creation of new money and rise in
prices or inflation. To check inflation and achieve price stability, IMF and World
Bank have recommended that fiscal deficit in India should be reduced to 3 per
cent of GDP in a phased manner. Further, large deficits adversely affect economic
growth.

Due to large revenue deficit, a very large part of borrow funds by the
Government is used to finance current consumption expenditure of the Government.
As result, a smaller amount of resources are left for productive investment in
infrastructure and social capital (i.e. education and health) by the Government.
This lowers the rate of economic growth. Lastly, more borrowing by the Government
leaves less resource for private sector investment.

To reduce fiscal deficit to 3 per cent requires drastic cut in non-productive
revenue expenditure which is a difficult task. In India, attempts have been made to
reduce fiscal deficit by curtailing capital expenditure which is incurred on projects
of capital formation and other developmental activities. This is not a desirable way
of reducing fiscal deficit because this adversely affects economic growth.

For sound management of Government finance it is needed to cut revenue
expenditure and raise revenue receipts by mobilizing resources through taxation.
Attempts to reduce fiscal deficit by curtailing capital expenditure, as has been the
practice in India so far, adversely affects economic growth and should therefore
be avoided.

Primary Deficit

Primary deficit is another important concept of budgetary deficit. Primary deficit is
a measure of budget deficit which is obtained by deducting interest payments from
fiscal deficit. Thus,

Primary Deficit = Fiscal Deficit – Interest Payments
Interest payments on public debt are transfer payments made by the

government. The difference between the fiscal deficit and primary deficit shows
the importance of interest payments on public debt incurred in the past. It is seen
from that interest payments are very largely responsible for causing large fiscal
deficit. A major part of Government borrowing to finance fiscal deficit is used for
making interest payment on the past debt.

In India, in recent years, interest payments on public debt have increased
very much. The higher interest payments on the past borrowings by the Government
have greatly increased the fiscal deficit. Therefore, primary deficit is much lower
than the fiscal deficit. In India, in the year 2001-02 primary deficit was 1.5 per
cent of GDP, whereas fiscal deficit was 6.2 percent of GDP.
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The primary deficit came down to zero in 2003-04 which implied that all
the proceeds from government borrowing were used to spend on making interest
payment on the past public debt. In the recent years 2006-07, 2007-08, primary
deficit has been negative (-0.2).

This shows expenditure on interest payments exceeded borrowing by the
Government. Interest payments are an item of liabilities in the revenue account of
the budget. Therefore, if fiscal deficit has to be reduced, interest payments in the
revenue account should be reduced which can be done if past public debt is
quickly retired by mobilising more resources and curtailing non-developmental
public expenditure.

Monetisation of Fiscal Deficit

It may be noted that budget deficit can financed by borrowing from the Reserve
Bank of India by the central government against its own securities or treasury bills.
The budget deficit is financed by borrowing from the Reserve Bank which issues
new money or currency against government securities, which will lead to the
expansion in money supply.

In the old terminology, it was known as deficit financing in India. Financing
the budget by issuing new money through borrowing from the Reserve Bank against
securities in the new terminology is called monetisation of fiscal deficit.

It may be noted that in the earlier years separate data regarding the budgetary
deficit and therefore, the magnitude of deficit financing undertaken in a year were
provided by the government. However, in recent years the data regarding budgetary
deficit is not separately provided by the government and it has become a part of
fiscal deficit which is shown to be financed by government borrowing and other
new liabilities. Now the data regarding these deficits, namely:

1. Revenue deficit,
2. Fiscal deficit and
3. Primary deficit are provided in the budget documents.

4.9.7 Fiscal Deficit and Economic Growth in India
A number of Keynesian economists argue that fiscal deficit promotes growth. In
India where in the last some years since 1996, a good deal of industrial capacity
has been lying idle due to lack of aggregate demand, and there has been enough
stocks of food-grains, it was asserted that fiscal deficit would stimulate demand
and thereby ensure rapid economic growth.

In the prevailing economic situation especially from 1996 to 2004 the Indian
economy was a demand-constrained economy and therefore the increase in
aggregate demand through larger fiscal deficit did not generate inflationary pressures
in the economy.

If the increase in public expenditure made possible by large fiscal deficit is
used for productive investment, especially for investment in infrastructure and rural
development, it will boost production and help increase employment opportunities
in the economy. In fact, increase in public investment in infrastructure such as
irrigation, roads, highways, is doubly beneficial from the viewpoint of accelerating
economic growth.
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It helps in increasing aggregate demand on the one hand and helps to reduce
supply constraints on economic growth on the other. So the focus should not be
so much on reducing fiscal deficit but on reducing revenue deficit. Recall that
revenue deficit is the excess of government revenue expenditure (i.e., current
consumption expenditure) over revenue receipts.

From the beginning of the nineties since economic reforms have been initiated,
there has been large revenue deficits so that a large part of borrowings by the
government has been used to bridge the revenue deficit. As a result, capital
expenditure on investment in infrastructure and rural development as a percent of
GDP declined which has adversely affected economic growth.

Alternative View

However, from the above it should not be understood that any amount of fiscal
deficit or government borrowing is good for economic growth and employment
generation. Higher fiscal deficit, that is, borrowing by the government involves
payment of interest and raises the burden of public debt.

The large increase in public debt involving large interest payments year after
year will not only make the process unsustainable but adversely affect economic
growth through reducing investible resources for spending on infrastructure and
social sectors.

Reviewing the Indian growth scenario World Bank Study made in 2004
concludes ‘Interest payments consumed less than 20% of total revenues in the
pre-crisis period, compared with over 30% during the Ninth Plan period
(1997-2002). Revenue deficits doubled from less than 3% in the second
half of the 1980s to 6% during the Ninth Plan period and beyond representing
deterioration in the fiscal stance with spending on social and physical infrastructure
crowded out by rising interest and other current payments’.

It is seen that as compared to the later half of the Eighties, (1985-86 to
1989-90), revenue and gross fiscal deficits (of the Centre and States combined)
went up in the 9th plan period (1997-98 to 2002), especially revenue deficit. As a
result, interest payments as per cent of GDP greatly increased.

The higher revenue deficits and large interest payments during the nineties
caused a drastic decline in capital expenditure and public investment in physical
infrastructure (irrigation + power + transport) as compared to the later half of the
eighties (1985-86 to 1989-90).

Check Your Progress

1. Discuss about Public Finance in India.
2. Explain various features of a Budget.
3. Discuss the implications of Fiscal Deficit.
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4.10 DEFICIT FINANCING

Deficit financing is a method of meeting government deficits through the creation
of new money. The deficit is the gap caused by the excess of government
expenditure over its receipts. The expenditure includes disbursement on revenue
as well as on capital account.

The receipts similarly comprise revenues on current account as well as capital
account. Creation of new money to meet the deficit in use for a long time. But it
has now being given up. Instead a new scheme called ways and Means Advances
is being ushered in with effect from April 1997. Under this system the government
can get only temporary loans to overcome the mismatch between its receipts and
expenditures.

4.11 PURPOSE OF DEFICIT FINANCING

In India, the deficit financing is resorted mainly to enable the government to obtain
the necessary resources for the plans. The levels of outlay laid down are of an
order which cannot be met only by taxation and borrowing from the public.

The gap in resources is made up partly through external assistance, but
when external assistance is not enough to fill the gap; deficit financing has to be
resorted to. The targets of production and employment in the plans are fixed
primarily with reference to what is considered as the desirable rate of growth for
the economy.

When these targets cannot be achieved by levels of expenditure possible
with resources obtained from taxation and borrowing, additional resources have
to be found.

4.12 ADVANTAGES AND DEFECTS OF DEFICIT
FINANCING

When the Government resorts to deficit financing, it usually borrows from the
Reserve Bank. The interest paid to the Reserve Bank actually comes back to the
Government in the form of profits. Through deficit financing, resources are used
much earlier than they can be otherwise. The development is accelerated. This
technique enables the Government to get resources without much opposition.

Defects of Deficit Financing

The defects of deficit financing are:
(i) It leads to increase in inflationary rise of prices of goods and services

in the country.
(ii) Inflationary forces created by deficit financing are reinforced by

increased credit creation by banks.
(iii) Investment caused by inflation may not be of the pattern sought under

the plan. It normally changes.
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(iv) If as a result of deficit financing inflation goes too far, it becomes self-
defeating.

4.13 LIMITATIONS OF DEFICIT FINANCING

Limitations of Deficit Financing can be summarized as follows:

(i) Growth of exports and imports of the country

If the exports of the country increase on account of high investments and incentives
in export industries due to overall economic expansion made possible to some
extent by deficit financing, the export earnings increase and capacity to import
also rises so that more imports may supplement the domestic supply of essential
goods which would balance with the excess demand and minimize the inflationary
pressure.

(ii) Stability of money wages

When the government succeeds in stabilizing the money wages in the economy,
deficit financing will not be inflationary. But when it fails or is forced to raise wages
in public and private sectors, then a wage price spiral, as is happening in India,
would take place endangering further growth.

(iii) Direct controls

When the government administration is efficient and honest in implementation of
measures of direct control to counteract inflationary forces, the scope of deficit
financing would be greater.

(iv) Excess capacity
If there is utilized or under-utilized capacity in the industrial and agricultural sector
of the country, deficit financing will not be inflationary. It may be concluded, thus,
that a reasonable limited deficit financing can promote economic development.
But undue reliance on deficit financing is certainly harmful.

4.14 DEFICIT BUDGET

Deficit budget is when spending exceeds income. The term applies to governments,
although individuals, companies, and other organizations can run deficits. A deficit
must be paid. If it isn't, then it creates debt. Each year's deficit adds to the debt. As
the debt grows, it increases the deficit in two ways. First, the interest on the debt
must be paid each year. This increases spending while not providing any benefits.
Second, higher debt levels can make it more difficult to raise funds. Creditors
become concerned about the borrower's ability to repay the debt. When this
happens, the creditors demand higher interest rates to provide a greater return on
this higher risk. The opposite of a budget deficit is a surplus. It occurs when spending
is lower than income. A budget surplus allows for savings. If the surplus is not
spent, it is like money borrowed from the present to create a better future. If a
deficit is financed by debt, then it has the opposite effect. It is money borrowed
from the future to pay for the present standard of living.
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4.15 CAUSES OF DEFICIT BUDGET

Many situations can cause spending to exceed revenue. An involuntary job loss
can eliminate revenue. Sudden medical expenses can quickly send spending
skyward. Spending can easily outpace revenue if the consequences of debt aren't
too bad. That occurs in the early stages of credit card debt. The debtor keeps
charging, and only paying the minimum payment. It's only when interest charges
become excessive that overspending becomes too painful.

Like families, governments also lose revenue during recessions. When
workers lose jobs, they pay fewer taxes, which means there are less taxes coming
in to the government.

Unlike families, the federal government can keep adding each year's deficit
to the debt for a long time. As long as interest rates remain low, the interest on the
national debt is reasonable.

The federal budget deficit is not an accident. The president and Congress
intentionally create it in each fiscal year's budget. That's because government
spending drives economic growth. It's a result of expansionary fiscal policy. Job
creation gives more people money to spend, which further boosts growth. Tax
cuts also expand the economy.

4.16 COMPONENTS OF DEFICIT BUDGET

Various components of Deficit Budget are as follows:

1. Revenues

For national governments, a majority of revenue comes from income taxes,
corporate taxes, consumption taxes, and social insurance taxes. For non-
governmental organizations and companies, revenues come from the sale of goods
and services.

2. Expenses

For governments, expenses include government spending on healthcare,
infrastructure, defense, subsidies, pensions, and other items that contribute to the
health of the overall economy. For non-governmental organizations and companies,
expenses include the amount that is spent on daily operations and factors of
production, including rent and wages.

4.17 IMPLICATIONS OF BUDGET DEFICIT

Contrary to what it may sound like, a budget deficit is not always a negative
indicator of economic health. Some of the implications of a budget deficit are
described below:
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1. Increased aggregate demand

A budget deficit implies a reduction in taxes and an increase in government spending,
which results in an increase in the aggregate demand of the country and subsequent
economic growth, ceteris paribus.

2. Boost the economy during a recession

During a recession, the economy tends to experience a decrease in investment
spending from the private sector, along with lower aggregate consumption and
demand. A government may choose to borrow and run a deficit to combat the
situation by taking measures to spend effectively.

3. Increase government spending

Government spending serves many purposes, including investments in infrastructure,
healthcare, human capital, unemployment benefits, pension programs, and so on.
A nation’s government may choose to spend more than its revenues allow by
running a deficit.

4. Fiscal policy

A budget deficit may be used to finance an expansionary fiscal policy, which involves
lowering income and corporate taxes (therefore reducing revenue for the
government) and increasing government spending on infrastructure and investments
to attract foreign capital and boost economic growth.

5. Higher taxes in the future

A current budget deficit that runs persistently often implies that the government will
need to increase taxes in the future to pay off the accumulated debt since taxes are
one of the primary sources of revenue for the government.

6. Higher interest rates and bond yields

In order to borrow large amounts, governments often offer higher interest rates to
investors and international banks that lend them money. Increased government
borrowing results in higher interest rates and bond yields since investors and banks
require compensation for the risk through interest payments.

4.18 THEORIES OF BUDGET DEFICIT

Theories of Budget Deficit are:

1. Ricardian Equivalence Theory

The Ricardian Equivalence Theory argues that using budget deficit or borrowing
to stimulate the economy exerts no effect. It relies on many assumptions, including
one that states that the government will increase taxes to pay off the current deficit.
According to the theory, households take it into account while making investment
and saving decisions and chooses to save more to compensate for the future increase
in taxes. Therefore, consumption in the economy decreases, and the increase in
government spending financed by a deficit does not impact the economy.
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2. Crowding Out Theory

The Crowding out Theory states that an increase in government spending and
borrowing leads to a decrease in investments from the private sector. It is because
governments borrow by selling bonds to the private sector and by borrowing
from foreign sources, such as other countries and international banks. However, it
often results in higher interest rates, as well as higher spending on bonds by the
private sector which leads to lower funds for private sector investments and a
higher cost of borrowing (due to higher interest rates). Therefore, the increase in
government spending is often met with a relatively smaller decrease in private
sector investments, which offsets the overall effect of the expansionary move.

4.19 FINANCIAL RELATION BETWEEN
CENTRE AND STATES IN INDIA

In financial field to the centre is more powerful than the states. In fact, for their
development plans the states are purely dependent on the centre. No state can
afford to work without active financial assistance of the central government.
Undoubtedly in all federations, the units are financially not self-sufficient, but in
India economic dependence of the states on the centre is rather too much.

Division of subjects, as provided in the constitution is of such a nature that
the states have many more sources of expenditure than those of income.

Of course, there are taxes which are levied and collected either exclusively
by the states or centre, but there are also taxes which are collected by the states
on behalf of the centre, whie some of the taxes are collected by the union
government and handed over to the states. On the whole, however, the states are
to depend on the grant-in-aid to be given by the central government to the states.

In India, system of taxation is very much based on the Act of 1935, with the
provision that after every five years President shall appoint a Finance Commission
to find out the ways and methods of properly distributing sources of income. The
states are empowered to collect taxes, such as stamp duties, excise duties, etc.,
but are not required to deposit the amount so realised with the Union Government.

The taxes on such items as succession to property, terminal taxes on goods
carried by railways, air force or navy, tax on railway fares and freights, tax on
transactions in stock exchanges, etc., are to be collected by the Union Government
but to be appropriated to the state governments.

It is also provided that the taxes on such items as income other than
agricultural income, duties on excise, etc., will be levied and collected by the
Union Government and shared between the Union and the States. Since the states
have comparatively less sources of income, the central government provides grant-
in-aid to them to run their administrative and development expenses.

The states receive grant-in-aid for the development of scheduled castes
and scheduled tribes. Similarly the State of Assam receives special grant-in-aid
for the administration of tribal areas.
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There is no denial that the states are financially dependent on the centre for
their financial allocations, out the system of appointing Finance Commissions has
brought much flexibility in it. In the words of Pylee, “No other federal constitution
makes such elaborate provision as the Constitution of India, with respect to the
relationship between the Union and the States in the financial field. In fact, by
providing for the establishment of Finance Commission for the purpose of allocating
and adjusting the receipts from certain sources, the Constitution has made an
original contribution in this extremely complicated aspect of federal relationship.”

The states are financially dependent on the Centre

The distribution of financial resources between the Centre and the States is as
under:

1. Taxes Exclusively Assigned to the Union:

(i) Customs and export duties
(ii) Income tax
(iii) Income from railways and postal departments.
(iv) Excise duty on tobacco, jute, cotton.
(v) Estate duty and succession duty in respect of property other than

agricultural land.
(vi) Corporation tax
(vii) Taxes on Capital values of both individual and companies assets.

2. Taxes Exclusively Assigned to the States:
Succession and estate duty in respect of agricultural land.
Taxes on Vehicles used on roads, animals, boats. Income from land
revenue and Stamp duty except on documents included in the Union
List.
Taxes on consumption or sale of electricity.
Taxes on goods and passengers carried by road or inland water.
Toll tax.
Taxes on lands and buildings. Taxes on Professions and traders.
Duties on alcoholic liquors for human consumption. Taxes on opium
and narcotic drugs.
Taxes on entry of goods into local areas.
Entertainment and amusement tax
Taxes on gambling

3. Taxes Leviable by the Union but to be Collected and Appropriated
by the States:

Taxes on luxuries and bettings.
Taxes on bill of landing, letters of credit.
Stamp duties on bills of exchange, cheques and promissory notes.
Excise duty on medicinal toilet preparations.
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4. Taxes Levied and Collected by the Union but Assigned to the
States:

Duty in respect of succession to property other than agricultural land.
Taxes on railway freights and fares.
Taxes on transactions in stock exchanges.
Terminal taxes on goods and passengers carried by railway, sea or air.
Taxes on sale and purchase of newspapers and on advertisements
published there in.

4.20 TAXES LEVIED AND COLLECTED BY
THE UNION BUT SHARED WITH THE
STATES

The basis of distribution in this case is decided by the Parliament by law. The taxes
include tax on:

(i) Income other than agricultural income.
(ii) Excise duties other than that leviable on medicinal and toilet preparations.
In the financial field a mention may also be made to the office of the

Comptroller and Auditor General of India, who is appointed by the President of
India. He can direct the state governments to keep their accounts in a particular
manner and these are duty bound to obey his instructions. While doing so he need
not consult any state government.

Financial Emergency

But in times of financial emergencies control of the union government over the
states is immense. As soon as financial emergency is declared, the Union
government becomes so powerful as to direct the state governments to observe
certain norms of financial propriety and other necessary safeguards.

It can also direct the state governments to reduce salaries and allowances
of its employees and even those of the judges of the High Courts. All money bills
passed by the legislature, then are to be reserved for the consideration of the
President.

Finance Commission

In Centre state financial relations Finance Commission plays an important role.
According to the Constitution the President is empowered to set up a Finance
Commission after every five years to make recommendations to him about the
distribution of net proceeds of taxes to be divided between the centre and the
states.

The Commission is also required to suggest the principles on which grant-
in-aid of the revenues should to be given to the state governments out of
Consolidated Fund of India.
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It is also required to give its view on any matter which may be referred to it
by the President in the interest of sound finances. So far President of India has
been regularly setting up such a commission after every five years and each time its
terms of reference have been made wider and wider.

By and large, Union Government has also been accepting its
recommendations and as such it has adopted liberal attitude about the
recommendations of the Commission.

The Commission has touched even such subjects as debt burdens of the
states, returns of public sector undertakings, etc. But even then there is demand
by some states that distribution of resources should be such that these favour
relatively poor states.

The role of Finance Commission has considerably eclipsed because
increasing role of Planning Commission through which more funds are transferred
to the states than through the Finance Commission. Not only is this but it is Planning
Commission which regulates discretionary grants and not the Finance Commission.

Planning Commission

In centre-state relations a very significant role is being played by Planning
Commission. It has even reduced the importance of Finance Commission. It is an
extra constitutional body. It has more resources to disburse than the Finance
Commission.

It decides plan outlay of each state on which depend all developmental
activities of the states. Since its meetings are to be presided over by the Prime
Minister, therefore, it is virtually dominated by the central government, through
which funds flow to the state government.

Grant-in-Aid to the States

According to the Constitution, states are to receive grant-in-aid from the Centre
out of Central revenue. It is to be given with the approval of the parliament to a
deserving state out of Consolidated Fund of India. The amount in each case is to
be decided by the Parliament.

The Central Government also gives grants both capital and recurring to the
states for implementation of certain schemes like uplift of scheduled castes and
scheduled tribes. Special Grant-in-aid is also given by the Central Government to
the state governments of Assam, Bihar, Orissa and West Bengal out of Consolidated
Fund of India. The amount to be paid in each case is to be decided by the President
of India.

Weak Position of the States

In administrative, legislative and financial matters, as compared with the centre,
the position of the states is very weak. The states are always to look forward to
the centre and such a situation continues no matter whether same political party is
in power both at the centre and the states, or there are different political parties in
position and authority at these two levels of Indian federation.
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In financial field, the states are to depend on the central government even
for their development. Planning Commission, which finally decides about plan
projects plays a big role in the development of the states, though it is the creation
of and is controlled by the central government.

Then another reason of state’s dependence on the central government is
that all foreign assistance which flows into India and is quite massive, is channelised
through the central government. Once the extent of foreign aid is decided and
made available to India, it becomes the responsibility of the Central Government
to decide in which state and to which extent the money should be poured in.

Under the Constitution, no state on its own can sign any agreement with any
international agency or organisation. States governments now however, are inviting
foreign investments in certain priority areas and signing agreements with foreign
government.

Not only this, but Central Government can bring any subject from the state
to the concurrent list thereby depriving the former of many of its financial resources.
Even in the distribution of financial resources, the central government can patronise
the states which have political parties of their choice in power and thus use economic
power for strengthening its political authority and position.

That is the reason that usually those Chief Ministers who do not belong to
the political party in power at the centre, complain that they are being given step-
motherly treatment. Though in matters of financial allocation states may be consulted,
but in actual practice final decision in this regard finally rests with the centre.

Since there are always financial limitations, therefore, the states which are
deliberately made to starve of the finances, can hardly initiate or execute plans of
far-reaching magnitude to satisfy the electorates, who had returned them to power
on certain promises.

In the words of Misra, “As a consequence of the above, the role of the
federal government in controlling in and coordinating the finances of the states are
much more important in India than it is in other leading federations.” Dr. K.V.R.
Rao once said, “I know no federation where its constituent units are as heavily
dependent on the federal government as they are in so-called Indian federation.”

Check Your Progress

4. Discuss the purposes of Deficit Financing.
5. Explain the causes of Deficit Budget.
6. Discuss the theories of Budget Deficit.
7. The Zero-based budgeting was first adopted in:

[a] India [b] France
[c]  Germany [d] USA
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8. Who proposed the Zero-based budgeting for the first time?
[a]  David Ricardo
[b] Alfred marshall
[c]  Adam Smith
[d]  Peter Phyrr

9. The fiscal deficit excluding the interest liabilities for a year is called as:
[a] Revenue deficit [b] Capital deficit
[c]  Budget deficit [d] Primary deficit

10. The FRBM Act was passed in:
[a] 1991 [b]  2001
[c]  2003 [d]  2011

11. Deficit financing may lead to:
[a] Poverty
[b] Unemployment
[c] Inflation
[d] Deflation

12. The debts which the government promises to pay off at a specified date
are called:
[a] Irredeemable debts
[b] Funded debts
[c] Redeemable debts
[d] unfunded debts

13. Deficit financing means –
[a] Public expenditure in excess of public revenue
[b] Public revenue in excess of public expenditure
[c] Both [a] and [b]
[d] none of the above

4.21 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. Public finance is one of the old branches of economics which highlights the
role and functions of the government in an economy. Government is a formal
or informal institution created by the people in a specific region to perform
various functions such as protection from external attacks, protection of
private property of the people, generation of employment, maintaining internal
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law and order, provision of social needs like education, health, etc. Public
finance is one of those subjects which are on the borderline between
economics and politics. It is concerned with the income and expenditure of
public authorities and with the adjustment of one with the other.” Since we
study the activities of the governments in political science too, public finance
also constitutes a part of the study of political science.

2. The following are the features of a budget:
1. It is goal oriented. It is aimed at achieving the objectives of an enterprise.
2. It is future oriented. It is prepared and approved prior to a defined

period of time.
3. It is an expression of policies and plans in monetary and physical terms.
4. It helps in estimating income and expenditure for the budget period.

3. 1. Debt Trap: Fiscal deficit indicates the total borrowing requirements of
the government. Borrowings not only involve repayment of principal
amount, but also require payment of interest.

2. Inflation: Government mainly borrows from Reserve Bank of India
(RBI) to meet its fiscal deficit. RBI prints new currency to meet the
deficit requirements. It increases the money supply in the economy and
creates inflationary pressure.

3. Foreign Dependence: Government also borrows from rest of the
world, which raises its dependence on other countries.

4. Hampers the future growth: Borrowings increase the financial burden
for future generations. It adversely affects the future growth and
development prospects of the country.

4. The deficit financing resorted mainly to enable the government to obtain the
necessary resources for the plans. The levels of outlay laid down are of an
order which cannot be met only by taxation and borrowing from the public.
The gap in resources is made up partly through external assistance, but
when external assistance is not enough to fill the gap; deficit financing has to
be resorted to. The targets of production and employment in the plans are
fixed primarily with reference to what is considered as the desirable rate of
growth for the economy. When these targets cannot be achieved by levels
of expenditure possible with resources obtained from taxation and
borrowing, additional resources have to be found.

5. Many situations can cause spending to exceed revenue. An involuntary job
loss can eliminate revenue. Sudden medical expenses can quickly send
spending skyward. Spending can easily outpace revenue if the consequences
of debt aren't too bad. That occurs in the early stages of credit card debt.
The debtor keeps charging, and only paying the minimum payment. It's
only when interest charges become excessive that overspending becomes
too painful.
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Like families, governments also lose revenue during recessions. When
workers lose jobs, they pay fewer taxes, which means there are less taxes
coming in to the government.

6. 1. Ricardian Equivalence Theory: The Ricardian Equivalence Theory
argues that using budget deficit or borrowing to stimulate the economy
exerts no effect. It relies on many assumptions, including one that states
that the government will increase taxes to pay off the current deficit.
According to the theory, households take it into account while making
investment and saving decisions and chooses to save more to
compensate for the future increase in taxes. Therefore, consumption in
the economy decreases, and the increase in government spending
financed by a deficit does not impact the economy.

2. Crowding Out Theory: The Crowding out Theory states that an
increase in government spending and borrowing leads to a decrease in
investments from the private sector. It is because governments borrow
by selling bonds to the private sector and by borrowing from foreign
sources, such as other countries and international banks.

7. [d]
8. [d]
9. [d]

10. [c]
11. [c]
12. [c]
13. [a]

4.22 SUMMARY

Public finance is the study of the role of the government in the economy. It
is the branch of economics that assesses the government revenue and
government expenditure of the public authorities and the adjustment of one
or the other to achieve desirable effects and avoid undesirable ones. Taxation
is the central part of modern public finance. Its significance arises not only
from the fact that it is by far the most important of all revenues but also
because of the gravity of the problems created by the present day tax burden.
The main objective of taxation is raising revenue. A high level of taxation is
necessary in a welfare State to fulfill its obligations. Taxation is used as an
instrument of attaining certain social objectives, i.e., as a means of
redistribution of wealth and thereby reducing inequalities. Taxation in a
modern government is thus needed not merely to raise the revenue required
to meet its expenditure on administration and social services, but also to
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reduce the inequalities of income and wealth. Taxation might also be needed
to draw away money that would otherwise go into consumption and cause
inflation to rise.
Public finance is the study of the principles underlying the spending and
raising of funds by public authorities.
Direct Tax is paid by the taxpayer on his income and property. The burden
of tax is borne by the person on whom it is levied. As he cannot transfer the
burden of the tax to others, impact and incidence of direct tax falls on the
same person. For example personal income tax, wealth tax etc.
The meaning of SGST or State Goods and Services Tax (SGST) is a tax
collected in the case of the intrastate transaction when the state of
consumption and state of production are the same. The State GST, as the
name implies, is a tax collection medium for the State Government. It is
collected as a separate tax in the case of intrastate transactions. Similar to
CGST, it is charged across all sales and purchases and other non-exempted
transactions under the GST Act.
Budget is a financial plan for a defined period, often one year. It may also
include planned sales volumes and revenues, resource quantities, costs and
expenses, assets, liabilities and cash flows. Companies, governments, families
and other organizations use it to express strategic plans of activities or events
in measurable terms. A budget is the sum of finances allocated for a particular
purpose and the summary of intended expenditures along with proposals
for how to meet them. It may include a budget surplus, providing money for
use at a future time, or a deficit in which expenses exceed income.
Budget is an estimation of revenue and expenses over a specified future
period of time and is usually compiled and re-evaluated on a periodic basis.
Budgets can be made for a person, a group of people, a business, a
government, or just about anything else that makes and spends money.
A balanced budget is a budget (i.e., a financial plan) in which revenues are
equal to expenditures, such that there is no budget deficit or surplus. Although
the concept of a balanced budget applies to any organization that generates
operating revenues and incurs operating expenses, it is most commonly
applied to government budgets.
Surplus budget is a condition when incomes or receipts overreach costs or
outlays (expenditures). A surplus budget normally refers to the financial
conditions of the governments. However, individuals choose to use the term
‘savings’ rather than ‘budget surplus’. Surplus is a manifestation that the
government is being effectively operated and regulated.
Deficit budget is said to have occurred when expenses exceeds the revenue
and it is a symptom of financial health. The government normally uses this
term to its spending instead of entities or individuals. Accrued government
deficits form the national debt.
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Incremental budgeting takes last year’s actual figures and adds or subtracts
a percentage to obtain the current year’s budget.  It is the most common
method of budgeting because it is simple and easy to understand.  Incremental
budgeting is appropriate to use if the primary cost drivers do not change
from year to year.
Activity-based budgeting is a top-down budgeting approach that determines
the amount of inputs required to support the targets or outputs set by the
company.  The company will need to first determine the activities that need
to be undertaken to meet the sales target, and then find out the costs of
carrying out these activities.
Fiscal deficit presents a more comprehensive view of budgetary imbalances.
It is widely used as a budgetary tool for explaining and understanding the
budgetary developments in India.
Deficit financing is a method of meeting government deficits through creation
of new money. The deficit is the gap caused by the excess of government
expenditure over its receipts. The expenditure includes disbursement on
revenue as well as on capital account.
Deficit budget is when spending exceeds income. The term applies to
governments, although individuals, companies, and other organizations can
run deficits. A deficit must be paid. If it isn't, then it creates debt. Each
year's deficit adds to the debt. As the debt grows, it increases the deficit in
two ways. First, the interest on the debt must be paid each year. This
increases spending while not providing any benefits. Second, higher debt
levels can make it more difficult to raise funds. Creditors become concerned
about the borrower's ability to repay the debt. When this happens, the
creditors demand higher interest rates to provide a greater return on this
higher risk. The opposite of a budget deficit is a surplus. It occurs when
spending is lower than income. A budget surplus allows for savings. If the
surplus is not spent, it is like money borrowed from the present to create a
better future. If a deficit is financed by debt, then it has the opposite effect.
It is money borrowed from the future to pay for the present standard of
living.

4.23 KEY TERMS

Public Finance: Public finance is the study of the principles underlying the
spending and raising of funds by public authorities.
Direct Tax: Direct Tax is paid by the taxpayer on his income and property.
The burden of tax is borne by the person on whom it is levied. As he cannot
transfer the burden of the tax to others, impact and incidence of direct tax
falls on the same person. For example personal income tax, wealth tax etc.
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Indirect Tax: It is levied on goods or services. It is paid at the time of
production or sale and purchase of a commodity or a service. The burden
of an indirect tax can be shifted by the taxpayer (producers) to other person/
s. Hence, impact and incidence of tax are on different heads. For example,
newly implemented Goods and Services Tax [GST] in India has replaced
almost all indirect taxes, custom duty.
State GST: The meaning of SGST or State Goods and Services Tax (SGST)
is a tax collected in the case of the intrastate transaction when the state of
consumption and state of production are the same.
Budget: Budget is an estimation of revenue and expenses over a specified
future period of time and is usually compiled and re-evaluated on a periodic
basis. Budgets can be made for a person, a group of people, a business, a
government, or just about anything else that makes and spends money.
Balanced Budget: A balanced budget is a budget (i.e., a financial plan) in
which revenues are equal to expenditures, such that there is no budget
deficit or surplus. Although the concept of a balanced budget applies to any
organization that generates operating revenues and incurs operating
expenses, it is most commonly applied to government budgets.
Surplus Budget: Surplus budget is a condition when incomes or receipts
overreach costs or outlays (expenditures). A surplus budget normally refers
to the financial conditions of the governments. However, individuals choose
to use the term ‘savings’ rather than ‘budget surplus.’ Surplus is a
manifestation that the government is being effectively operated and regulated.
Deficit Budget: Deficit budget is said to have occurred when expenses
exceeds the revenue and it is a symptom of financial health. The government
normally uses this term to its spending instead of entities or individuals.
Accrued government deficits form the national debt.
Incremental budgeting: Incremental budgeting takes last year’s actual
figures and adds or subtracts a percentage to obtain the current year’s
budget.  It is the most common method of budgeting because it is simple
and easy to understand.  Incremental budgeting is appropriate to use if the
primary cost drivers do not change from year to year.
Activity-based budgeting: Activity-based budgeting is a top-down
budgeting approach that determines the amount of inputs required to support
the targets or outputs set by the company.  The company will need to first
determine the activities that need to be undertaken to meet the sales target,
and then find out the costs of carrying out these activities.
Fiscal Deficit: Fiscal deficit presents a more comprehensive view of
budgetary imbalances. It is widely used as a budgetary tool for explaining
and understanding the budgetary developments in India.
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Deficit Financing: Deficit financing is a method of meeting government
deficits through the creation of new money. The deficit is the gap caused by
the excess of government expenditure over its receipts. The expenditure
includes disbursement on revenue as well as on capital account.

4.24 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short Answer Questions

1. What is Public Finance?
2. Give the meaning of Budget.
3. What is Fiscal Deficit?
4. Give the meaning of Deficit Financing.
5. What is Deficit Budget?
6. State various components of Deficit Budget.

Long Answer Questions

1. Explain various sources of Revenue of Central Government.
2. Discuss sources of Revenue of State Government.
3. Explain the Concept of Budget.
4. Discuss various features of a Budget.
5. Explain various types of Budget.
6. Discuss various levels of Involvement in Budgeting Process.
7. Explain the implications of Fiscal Deficit.
8. Discuss the sources of Financing Fiscal Deficit.
9. Explain the causes of Fiscal Deficit.

10. Discuss the purpose of Deficit Financing.
11. Explain the causes of Deficit Budget.
12. Discuss about Financial Relation between Centre and States in India.
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UNIT 5 CONSTITUTION AND
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5.0 INTRODUCTION
Finance Commission is a constitutional body for the purpose of allocation of certain
revenue resources between the Union and the State Governments. It was
established under Article 280 of the Indian Constitution by the Indian President. It
was created to define the financial relations between the Centre and the states. It
was formed in 1951. The recommendations made by the Finance Commission
are of an advisory nature only and therefore, not binding upon the government. It
is up to the Government to implement its recommendations on granting money to
the states. To put it in other words, ‘It is nowhere laid down in the Constitution
that the recommendations of the commission shall be binding upon the Government
of India or that it would amount to a legal right favouring the recipient states to
receive the money recommended to be provided to them by the Commission.

5.1 OBJECTIVES
After reading this unit, you will be ble to:

Describe the Constitution and Function of Finance Commission
Explain the Recommendations of latest finance commission
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Discuss about Latest Budget of Central and M.P. Government
Analyze the Heads of Revenue and Expenditure of Central and State
Government
Examine the Establishment and Objective of NITI Aayog

5.2 FINANCE COMMISSION

The Finance Commission is constituted by the President under article 280 of the
Constitution, mainly to give its recommendations on distribution of tax revenues
between the Union and the States and amongst the States themselves. Two
distinctive features of the Commission’s work involve redressing the vertical
imbalances between the taxation powers and expenditure responsibilities of the
centre and the States respectively and equalization of all public services across the
States.

The Finance Commission is a constitutionally mandated body that is at the
centre of fiscal federalism. Set up under Article 280 of the Constitution, its core
responsibility is to evaluate the state of finances of the Union and State Governments,
recommend the sharing of taxes between them, lay down the principles determining
the distribution of these taxes among States. Its working is characterized by
extensive and intensive consultations with all levels of governments, thus
strengthening the principle of cooperative federalism. Its recommendations are
also geared towards improving the quality of public spending and promoting fiscal
stability. The first Finance Commission was set up in 1951 and there have been
fifteen so far. Each of them has faced its own unique set of challenges.

The Fifteenth Finance Commission was constituted on 27 November 2017
against the backdrop of the abolition of Planning Commission (as also of the
distinction between Plan and non-Plan expenditure) and the introduction of the
goods and services tax (GST), which has fundamentally redefined federal fiscal
relations.

The Terms of Reference of the current Commission have some distinctive
features, including recommending monitorable performance criteria for important
national flagship programmes and examining the possibility of setting up a permanent
non lapsable funding for India’s defence needs. The reorganisation of the State of
Jammu and Kashmir into two Union Territories – one of Jammu and Kashmir and
one of Ladakh – presents a new dynamic. On the whole the Finance Commission
faces new challenges in the process of the evolution of our federal polity. As an
important Constitutional entity, the Commission is committed to balancing competing
claims and priorities among all three tiers of government in a credible manner.
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5.3 CONSTITUTION OF FINANCE
COMMISSION

The Constitution of Finance Commission includes Chairman; four members qualified
as High Court judges, or are knowledgeable in finance or experienced in financial
matters and are in administration, or possess knowledge in economics.

1. Chairman

Heads the Commission and presides over the activities. He should have had public
affairs experience.

2. Four Members

The Parliament determines legally the qualifications of the members of the
Commission and their selection methods.

3. Qualifications of Finance Commission Chairman and Members

(i) The 4 members should be or have been qualified as High Court judges,
or be knowledgeable in finance or experienced in financial matters and
are in administration, or possess knowledge in economics.

(ii) All the appointments are made by the President of the country.

4. Grounds of Disqualification of Members

(i) The person is found to be of unsound mind, involved in a vile act, if there
is a conflict of interest.

(ii) The tenure of the office of the Member of the Finance Commission is
specified by the President of India and in some cases, the members are
also re-appointed.

(iii) The members shall give part-time or service to the Commission as
scheduled by the President.

(iv) The salary of the members is as per the provisions laid down by the
Constitution.

14th Finance Commission

(a) The share of states in the net proceeds of the shareable Central taxes
should be 42%. This is 10 percentage points higher than the
recommendation of 13th Finance Commission.

(b) Revenue deficit to be progressively reduced and eliminated.
(c) Fiscal deficit to be reduced to 3% of the GDP by 2017-18.
(d) A target of 62% of GDP for the combined debt of centre and states.
(e) The Medium Term Fiscal Plan (MTFP) should be reformed and made

the statement of commitment rather than a statement of intent.
(f) FRBM Act needs to be amended to mention the nature of shocks which

shall require targets relaxation.
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(g) Both centre and states should conclude 'Grand Bargain' to implement
the model Goods and Services Tax Act (GST).

(h) Initiatives to reduce the number of Central Sponsored Schemes (CSS)
and to restore the predominance of formula-based plan grants.

(i) States need to address the problem of losses in the power sector in time
bound manner.

15th Finance Commission
The Fifteenth Finance Commission was constituted by the Government of India,
after the approval from the President of India, through a notification in the Gazette
of India in November 2017. Nand Kishore Singh was appointed as the
commission's chairman, with its full-time members being Shaktikanta Das and
Anoop Singh and its part-time members being Ramesh Chand and Ashok Lahiri.
However Ajay Narayan Jha was appointed replacing Shaktikanta Das who resigned
from the commission to serve as the governor of the Reserve Bank of India.

The commission was set up to give recommendations for five years
commencing on 1 April 2020. The main tasks of the commission were to “strengthen
cooperative federalism, improve the quality of public spending and help protect
fiscal stability”. Some newspapers like The Hindu and The Economic Times noted
that commission's job was harder because of the rollout of goods and service tax
(GST), as, it had taken certain powers related to taxation away from states and
the Union and had given it to the GST Council.

5.4 FUNCTIONS OF FINANCE COMMISSION

The Finance Commission makes recommendations to the president of India on
the following issues:

1. The net tax proceeds distribution to be divided between the Centre and
the states, and the allocation of the same between states.

2. The principles governing the grants-in-aid to the states by the Centre
out of the Consolidated Fund of India.

3. The steps required to extend the consolidated fund of a state to boost
the resources of the panchayats and the municipalities of the state on the
basis of the recommendations made by the state Finance Commission.

4. Any other matter referred to it by the President in the interests of sound
finance.

5. The Commission decides the basis for sharing the divisible taxes by the
centre and the states and the principles that govern the grants-in-aid to
the states every five years.

6. Any matter in the interest of sound finance may be referred to the
Commission by the President.

7. The Commission’s recommendations along with an explanatory
memorandum with regard to the actions done by the government on
them are laid before the Houses of the Parliament.
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8. The FC evaluates the rise in the Consolidated Fund of a state in order to
affix the resources of the state Panchayats and Municipalities.

9. The FC has sufficient powers to exercise its functions within its activity
domain.

10. As per the Code of Civil Procedure 1908, the FC has all the powers of
a Civil Court. It can call witnesses; ask for the production of a public
document or record from any office or court.

5.5 RECOMMENDATIONS OF LATEST
FINANCE COMMISSION

The Recommendations of latest finance commission can be summarized as follows:

1. Vertical Devolution (Devolution of Taxes of the Union to States)

It has recommended maintaining the vertical devolution at 41% - the same as in its
interim report for 2020-21.

It is at the same level of 42% of the divisible pool as recommended by the
14th Finance Commission.

It has made the required adjustment of about 1% due to the changed status
of the erstwhile State of Jammu and Kashmir into the new Union Territories of
Ladakh and Jammu and Kashmir.
Horizontal Devolution (Allocation between the States):
For horizontal devolution, it has suggested 12.5% weightage to demographic
performance, 45% to income, 15% each to population and area, 10% to forest
and ecology and 2.5% to tax and fiscal efforts.

Revenue Deficit Grants to States:

Revenue deficit grants emanate from the requirement to meet the fiscal
needs of the States on their revenue accounts that remain to be met,
even after considering their own tax and non-tax resources and tax
devolution to them.
Revenue Deficit is defined as the difference between revenue or current
expenditure and revenue receipts that includes tax and non-tax.
It has recommended post-devolution revenue deficit grants amounting
to about ̀  3 trillion over the five-year period ending FY26.
The number of states qualifying for the revenue deficit grants decreases
from 17 in FY22, the first year of the award period to 6 in FY26, the
last year.

Performance Based Incentives and Grants to States:

These grants revolve around four main themes.
The first is the social sector, where it has focused on health and education.
Second is the rural economy, where it has focused on agriculture and
the maintenance of rural roads.
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The rural economy plays a significant role in the country as it encompasses
two-thirds of the country's population, 70% of the total workforce and
46% of national income.
Third, governance and administrative reforms under which it has
recommended grants for judiciary, statistics and aspirational districts
and blocks.
Fourth, it has developed a performance-based incentive system for the
power sector, which is not linked to grants but provides an important,
additional borrowing window for States.

Fiscal Space for Centre:
Total 15th Finance Commission transfers (devolution + grants) constitutes about
34% of estimated Gross Revenue Receipts to the Union, leaving adequate fiscal
space to meet its resource requirements and spending obligations on national
development priorities.

Grants to Local Governments:

Along with grants for municipal services and local government bodies, it
includes performance-based grants for incubation of new cities and health
grants to local governments.
In grants for urban local bodies, basic grants are proposed only for
cities/towns having a population of less than a million. For Million-Plus
cities, 100% of the grants are performance-linked through the Million-
Plus Cities Challenge Fund (MCF).
MCF amount is linked to the performance of these cities in improving
their air quality and meeting the service level benchmarks for urban
drinking water supply, sanitation and solid waste management.

5.6 GRANTS RECOMMENDED BY THE 15TH
FINANCE COMMISSION

The Terms of Reference of the Finance Commission require it to recommend
grants-in-aid to the States. These grants include: (i) revenue deficit grants,
(ii) grants to local bodies, and (iii) disaster management grants.

14 states are estimated to face a revenue deficit post-devolution.  To make
up for this deficit, the Commission has recommended revenue deficit grants worth
` 74,341 crore to these 14 states.  Additionally, three states (Karnataka, Mizoram,
and Telangana) have received special grants worth ̀  6,674 crore.  The special
grants are being given to compensate for a decline in the sum of tax devolution and
revenue deficit grants in 2020-21 as compared to 2019-20.

The Commission has recommended a total of ̀  90,000 crore for grants to
the local bodies in 2020-21. This amounts to an increase over the ̀  87,352 crore
allocated for 2019-20 for the same.  The new allocation is 4.31% of the divisible
pool.  Of this sum, ̀  60,750 crore has been recommended for rural local bodies,
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and ̀  29,250 crore for urban local bodies. These grants will be made available to
all three tiers of Panchayat- village, block, and district.

To promote local-level mitigation activities, the Commission has
recommended the setting up of National and State Disaster Management Funds.
Recommended grants for the State Disaster Risk Management Fund is ̀  28,983
crore, while the allocation for the National Disaster Risk Management Fund is
` 12,390 crore.

Apart from these, guidelines for performance-based grants and sector-
specific grants have been outlined.  The Commission has recommended a grant of
` 7,375 crore for nutrition in 2020-21.  Sectors for which sector-specific grants
will be provided in the final report include: (i) nutrition, (ii) health, (iii) pre-primary
education, (iv) judiciary, and (v) railways.

Check Your Progress

1. Discuss various functions of Finance Commission.
2. Explain about the Recommendation of latest finance commission.

5.7 BUDGET OF CENTRAL GOVERNMENT
2019-20

The Union Minister for Finance and Corporate Affairs Smt. Nirmala Sitharaman
made her maiden Budget Speech and presented the Union Budget 2019-20 before
the Parliament. The key highlights of Union Budget 2019 are as follows:

10-point Vision for the Decade

Building Team India with Jan Bhagidari: Minimum Government Maximum
Governance.

Achieving green Mother Earth and Blue Skies through a pollution-free India.
Making Digital India reach every sector of the economy.
Launching Gaganyan, Chandrayan, other Space and Satellite programmes.
Building physical and social infrastructure.
Water, water management, clean rivers.
Blue Economy.
Self-sufficiency and export of food-grains, pulses, oilseeds, fruits and

vegetables.
Achieving a healthy society via Ayushman Bharat, well-nourished women

& children, safety of citizens.
Emphasis on MSMEs, Start-ups, defence manufacturing, automobiles,

electronics, fabs and batteries, and medical devices under Make in India.
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Towards a 5 Trillion Dollar Economy

“People’s hearts filled with Aasha (Hope), Vishwas (Trust), Aakansha
(Aspirations)”, says FM.

Indian economy to become a 3 trillion dollar economy in the current year.
Government aspires to make India a 5 trillion dollar economy.
 “India Inc. are India’s job-creators and nation’s wealth-creators”, says

FM.
Need for investment in:
Infrastructure.
Digital economy.
Job creation in small and medium firms.
Initiatives to be proposed for kick-starting the virtuous cycle of investments.
Common man’s life changed through MUDRA loans for ease of doing

business.

Measures Related to MSMEs

Pradhan Mantri Karam Yogi Maandhan Scheme
Pension benefits to about three crore retail traders & small shopkeepers

with annual turnover less than ̀  1.5 crore.
Enrolment to be kept simple, requiring only Aadhaar, bank account and a

self-declaration.
` 350 crore allocated for FY 2019-20 for 2% interest subvention (on fresh

or incremental loans) to all GST-registered MSMEs, under the Interest Subvention
Scheme for MSMEs.

Payment platform for MSMEs to be created to enable filing of bills and
payment thereof, to eliminate delays in government payments.

India’s first indigenously developed payment ecosystem for transport, based
on National Common Mobility Card (NCMC) standards, launched in March
2019.

Inter-operable transport card runs on RuPay card and would allow the
holders to pay for bus travel, toll taxes, parking charges, retail shopping.

Massive push given to all forms of physical connectivity through:
Pradhan Mantri Gram Sadak Yojana.
Industrial Corridors, Dedicated Freight Corridors.
Bhartamala and Sagarmala projects, Jal Marg Vikas and UDAN Schemes.
State road networks to be developed in second phase of Bharatmala project.
Navigational capacity of Ganga to be enhanced via multi modal terminals at

Sahibganj and Haldia and a navigational lock at Farakka by 2019-20, under Jal
Marg Vikas Project.
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Four times increase in next four years estimated in the cargo volume on
Ganga, leading to cheaper freight and passenger movement and reducing the import
bill.

` 50 lakh crore investment needed in Railway Infrastructure during
2018-2030.

Public-Private-Partnership proposed for development and completion of
tracks, rolling stock manufacturing and delivery of passenger freight services.

657 kilometers of Metro Rail network has become operational across the
country.

Policy interventions to be made for the development of Maintenance, Repair
and Overhaul (MRO), to achieve selfreliance in aviation segment.

Regulatory roadmap for making India a hub for aircraft financing and leasing
activities from Indian shores, to be laid by the Government.

Outlay of ` 10,000 crore for 3 years approved for Phase-II of FAME
Scheme.

 Upfront incentive proposed on purchase and charging infrastructure, to
encourage faster adoption of Electric Vehicles.

Only advanced-battery-operated and registered e-vehicles to be incentivized
under FAME Scheme.

National Highway Programme to be restructured to ensure a National
Highway Grid, using a financeable model.

Power at affordable rates to states ensured under ‘One Nation, One Grid’.
Blueprints to be made available for gas grids, water grids, i-ways, and

regional airports.
High Level Empowered Committee (HLEC) recommendations to be

implemented:
Retirement of old and inefficient plants.
Addressing low utilization of gas plant capacity due to paucity of Natural

Gas.
Cross subsidy surcharges, undesirable duties on open access sales or captive

generation for industrial and other bulk power consumers to be removed under
Ujjwal DISCOM Assurance Yojana (UDAY).

Package of power sector tariff and structural reforms to be announced
soon.

Reform measures to be taken up to promote rental housing.
Model Tenancy Law to be finalized and circulated to the states.
Joint development and concession mechanisms to be used for public

infrastructure and affordable housing on land parcels held by the Central Government
and CPSEs.
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Measures to enhance the sources of capital for infrastructure
financing

Credit Guarantee Enhancement Corporation to be set up in 2019-2020.
Action plan to be put in place to deepen the market for long term bonds

with focus on infrastructure.
Proposed transfer/sale of investments by FIIs/FPIs (in debt securities issued

by IDF-NBFCs) to any domestic investor within the specified lock-in period.

Measures to deepen bond markets

Stock exchanges to be enabled to allow AA rated bonds as collaterals.
User-friendliness of trading platforms for corporate bonds to be reviewed.

Social stock exchange

Electronic fund raising platform under the regulatory ambit of SEBI.
Listing social enterprises and voluntary organizations.
To raise capital as equity, debt or as units like a mutual fund.
SEBI to consider raising the threshold for minimum public shareholding in

the listed companies from 25% to 35%.
Know Your Customer (KYC) norms for Foreign Portfolio Investors to be

made more investor friendly.
Government to supplement efforts by RBI to get retail investors to invest in

government treasury bills and securities, with further institutional development using
stock exchanges.

Measures to make India a more attractive FDI destination

FDI in sectors like aviation, media (animation, AVGC) and insurance sectors can
be opened further after multi-stakeholder examination.

Insurance Intermediaries to get 100% FDI.
Local sourcing norms to be eased for FDI in Single Brand Retail sector.
Government to organize an annual Global Investors Meet in India, using

National Infrastructure Investment Fund (NIIF) as an anchor to get all three sets
of global players (pension, insurance and sovereign wealth funds).

Statutory limit for FPI investment in a company is proposed to be increased
from 24% to sectoral foreign investment limit. Option to be given to the concerned
corporate to limit it to a lower threshold.

 FPIs to be permitted to subscribe to listed debt securities issued by ReITs
and InvITs.

NRI-Portfolio Investment Scheme Route is proposed to be merged with
the Foreign Portfolio Investment Route.

Cumulative resources garnered through new financial instruments like
Infrastructure Investment Trusts (InvITs), Real Estate Investment Trusts (REITs)
as well as models like Toll-Operate-Transfer (ToT) exceed ̀  24,000 crore.
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New Space India Limited (NSIL), a PSE, incorporated as a new commercial
arm of Department of Space.

To tap the benefits of the Research & Development carried out by ISRO
like commercialization of products like launch vehicles, transfer to technologies
and marketing of space products.

Direct Taxes

Tax rate reduced to 25% for companies with annual turnover up to ̀  400 crore.
Surcharge increased on individuals having taxable income from ̀  2 crore to

` 5 crore and ` 5 crore and above.
India’s Ease of Doing Business ranking under the category of ‘paying taxes’

jumped from 172 in 2017 to 121 in the 2019.
Direct tax revenue increased by over 78% in past 5 years to ̀  11.37 lakh

crore
Tax Simplification and Ease of living - making compliance easier by

leveraging technology:
Interchangeability of PAN and Aadhaar
Those who don’t have PAN can file tax returns using Aadhaar.
Aadhaar can be used wherever PAN is required.
Pre-filling of Income-tax Returns for faster, more accurate tax returns.
Pre-filled tax returns with details of several incomes and deductions to be

made available.
Information to be collected from Banks, Stock exchanges, mutual funds

etc.
Faceless e-assessment
Faceless e-assessment with no human interface to be launched.
To be carried out initially in cases requiring verification of certain specified

transactions or discrepancies.

Affordable housing

Additional deduction up to ̀  1.5 lakhs for interest paid on loans borrowed up to
31st March, 2020 for purchase of house valued up to ̀  45 lakh.

Overall benefit of around ̀  7 lakh over loan period of 15 years.

Boost to Electric Vehicles

Additional income tax deduction of ̀  1.5 lakh on interest paid on electric vehicle
loans.

Customs duty exempted on certain parts of electric vehicles.

Other Direct Tax measures

Simplification of tax laws to reduce genuine hardships of taxpayers:
Higher tax threshold for launching prosecution for non-filing of returns,
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Appropriate class of persons exempted from the anti-abuse provisions of
Section 50CA and Section 56 of the Income Tax Act.

Relief for Start-ups

Capital gains exemptions from sale of residential house for investment in start-ups
extended till FY21.

‘Angel tax’ issue resolved- start-ups and investors filing requisite declarations
and providing information in their returns not to be subjected to any kind of scrutiny
in respect of valuations of share premiums.

Funds raised by start-ups do not require scrutiny from Income Tax
Department

E-verification mechanism for establishing identity of the investor and source
of funds.

Special administrative arrangements for pending assessments and grievance
redressal

No inquiry in such cases by the Assessing Officer without obtaining approval
of the supervisory officer.

No scrutiny of valuation of shares issued to Category-II Alternative
Investment Funds.

Relaxation of conditions for carry forward and set-off of losses.

NBFCs
Interest on certain bad or doubtful debts by deposit taking as well as systemically
important non-deposit taking NBFCs to be taxed in the year in which interest is
actually received.

International Financial Services Centre (IFSC)

Direct tax incentives proposed for an IFSC

100 % profit-linked deduction in any ten-year block within a fifteen-year period.
Exemption from dividend distribution tax  from  current and accumulated

income to companies and mutual funds.
Exemptions on capital gain to Category-III Alternative Investment Funds

(AIFs).
Exemption to interest payment on loan taken from non-residents.

Securities Transaction Tax (STT)

STT restricted only to the difference between settlement and strike price in case
of exercise of options.

Indirect Taxes

Make In India
Basic Customs Duty increased on cashew kernels, PVC, tiles, auto parts,

marble slabs, optical fibre cable, CCTV camera etc.
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Exemptions from Custom Duty on certain electronic items now manufactured
in India withdrawn.

End use based exemptions on palm stearin, fatty oils withdrawn.
Exemptions to various kinds of papers withdrawn.
5% Basic Custom Duty imposed on imported books.
Customs duty reduced on certain raw materials such as:
Inputs for artificial kidney and disposable sterilised dialyser and fuels for

nuclear power plants etc.
Capital goods required for manufacture of specified electronic goods.
Defence
Defence equipment not manufactured in India exempted from basic customs

duty

Other Indirect Tax Provisions

Export duty rationalised on raw and semi-finished leather.
Increase in Special Additional Excise Duty and Road and Infrastructure

Cess each by ̀  1 per litre on petrol and diesel.
Custom duty on gold and other precious metals increased.
Legacy Dispute Resolution Scheme for quick closure of pending litigations

in Central Excise and Service tax from pre-GST regime.

Grameen Bharat/Rural India

Ujjwala Yojana and Saubhagya Yojana have transformed the lives of every rural
family, dramatically improving ease of their living.

Electricity and clean cooking facility to all willing rural families by 2022.
Pradhan Mantri Awas Yojana – Gramin (PMAY-G) aims to achieve "Housing

for All" by 2022:
Eligible beneficiaries to be provided 1.95 crore houses with amenities like

toilets, electricity and LPG connections during its second phase (2019-20 to
2021-22).

Pradhan Mantri Matsya Sampada Yojana (PMMSY)

A robust fisheries management framework through PMMSY to be established by
the Department of Fisheries.

To address critical gaps in the value chain including infrastructure,
modernization, traceability, production, productivity, post-harvest management,
and quality control.

Pradhan Mantri Gram Sadak Yojana (PMGSY)

Target of connecting the eligible and feasible habitations advanced from 2022 to
2019 with 97% of such habitations already being provided with all-weather
connectivity.



Constitution and
Functions of Finance...

NOTES

Self-Instructional
222 Material

30,000 kilometers of PMGSY roads have been built using Green
Technology, Waste Plastic and Cold Mix Technology, thereby reducing carbon
footprint.

1,25,000 kilometers of road length to be upgraded over the next five years
under PMGSY III with an estimated cost of ̀  80,250 crore.

Scheme of Fund for Upgradation and Regeneration of Traditional Industries’
(SFURTI)

Common Facility Centres (CFCs) to be setup to facilitate cluster based
development for making traditional industries more productive, profitable and
capable for generating sustained employment opportunities.

100 new clusters to be setup during 2019-20 with special focus on Bamboo,
Honey and Khadi, enabling 50,000 artisans to join the economic value chain.

Scheme for Promotion of Innovation, Rural Industry and Entrepreneurship’
(ASPIRE) consolidated.

80 Livelihood Business Incubators (LBIs) and 20 Technology Business
Incubators (TBIs) to be setup in 2019-20.

75,000 entrepreneurs to be skilled in agro-rural industry sectors.
Private entrepreneurships to be supported in driving value-addition to

farmers’ produce from the field and for those from allied activities.
Dairying through cooperatives to be encouraged by creating infrastructure

for cattle feed manufacturing, milk procurement, processing & marketing.
10,000 new Farmer Producer Organizations to be formed, to ensure

economies of scale for farmers.
Government to work with State Governments to allow farmers to benefit

from e-NAM.
Zero Budget Farming in which few states’ farmers are already being trained

to be replicated in other states.

India’s water security

New Jal Shakti Mantralaya to look at the management of our water resources
and water supply in an integrated and holistic manner.

Jal Jeevan Mission to achieve Har Ghar Jal (piped water supply) to all rural
households by 2024.

To focus on integrated demand and supply side management of water at the
local level.

Convergence with other Central and State Government Schemes to achieve
its objectives.

1592 critical and over exploited Blocks spread across 256 District being
identified for the Jal Shakti Abhiyan.

Compensatory Afforestation Fund Management and Planning Authority
(CAMPA) fund can be used for this purpose.
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Swachh Bharat Abhiyan

9.6 crore toilets constructed since Oct 2, 2014.
More than 5.6 lakh villages have become Open Defecation Free (ODF).
Swachh Bharat Mission to be expanded to undertake sustainable solid waste

management in every village.

Pradhan Mantri Gramin Digital Saksharta Abhiyan

Over two crore rural Indians made digitally literate.
Internet connectivity in local bodies in every Panchayat under Bharat-Net

to bridge rural-urban divide.
Universal Obligation Fund under a PPP arrangement to be utilized for

speeding up Bharat-Net.

Shahree Bharat/Urban India

Pradhan Mantri Awas Yojana – Urban (PMAY-Urban)
Over 81 lakh houses with an investment of about ` 4.83 lakh crore

sanctioned of which construction started in about 47 lakh houses.
Over 26 lakh houses completed of which nearly 24 lakh houses delivered

to the beneficiaries.
Over 13 lakh houses so far constructed using new technologies.
More than 95% of cities also declared Open Defecation Free (ODF).
Almost 1 crore citizens have downloaded Swachhata App.
Target of achieving Gandhiji’s resolve of Swachh Bharat to make India

ODF by 2nd October 2019.
To mark this occasion, the Rashtriya Swachhta Kendra to be inaugurated

at Gandhi Darshan, Rajghat on 2nd October, 2019.
Gandhipedia being developed by National Council for Science Museums

to sensitize youth and society about positive Gandhian values.
Railways to be encouraged to invest more in suburban railways through

SPV structures like Rapid Regional Transport System (RRTS) proposed on the
Delhi-Meerut route.

Proposal to enhance the metro-railway initiatives by:
Encouraging more PPP initiatives.
Ensuring completion of sanctioned works.
Supporting transit oriented development (TOD) to ensure commercial activity

around transit hubs.

Youth

New National Education Policy to be brought which proposes
Major changes in both school and higher education
Better Governance systems
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Greater focus on research and innovation.
National Research Foundation (NRF) proposed
To fund, coordinate and promote research in the country.
To assimilate independent research grants given by various Ministries.
To strengthen overall research eco-system in the country
This would be adequately supplemented with additional funds.
` 400 crore provided for “World Class Institutions”, for FY 2019-20, more

than three times the revised estimates for the previous year.
‘Study in India’ proposed to bring foreign students to study in Indian higher

educational institutions.
Regulatory systems of higher education to be reformed comprehensively:
To promote greater autonomy.
To focus on better academic outcomes.
Draft legislation to set up Higher Education Commission of India (HECI),

to be presented.
Khelo India Scheme to be expanded with all necessary financial support.
National Sports Education Board for development of sportspersons to be

set up under Khelo India, to popularize sports at all levels
To prepare youth for overseas jobs, focus to be increased on globally valued

skill-sets including language training, AI, IoT, Big Data, 3D Printing, Virtual Reality
and Robotics.

Set of four labour codes proposed, to streamline multiple labour laws to
standardize and streamline registration and filing of returns.

A television program proposed exclusively for and by start-ups, within the
DD bouquet of channels.

Stand-Up India Scheme to be continued for the period of 2020-25. The
Banks to provide financial assistance for demand based businesses.

Ease of Living

About 30 lakh workers joined the Pradhan Mantri Shram Yogi Maandhan Scheme
that provides ̀  3,000 per month as pension on attaining the age of 60 to workers
in unorganized and informal sectors.

Approximately 35 crore LED bulbs distributed under UJALA Yojana leading
to cost saving of ̀  18,341 crore annually.

Solar stoves and battery chargers to be promoted using the approach of
LED bulbs mission.

A massive program of railway station modernization to be launched.

Naari Tu Narayani/Women

Approach shift from women-centric-policy making to women-led initiatives and
movements.
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A Committee proposed with Government and private stakeholders for
moving forward on Gender budgeting.

SHG:
Women SHG interest subvention program proposed to be expanded to all

districts.
Overdraft of ̀  5,000 to be allowed for every verified women SHG member

having a Jan Dhan Bank Account.
One woman per SHG to be eligible for a loan up to ̀  1 lakh under MUDRA

Scheme.

India’s Soft Power

Proposal to consider issuing Aadhaar Card for NRIs with Indian Passports
on their arrival without waiting for 180 days.

Mission to integrate traditional artisans with global markets proposed, with
necessary patents and geographical indicators.

18 new Indian diplomatic Missions in Africa approved in March, 2018, out
of which 5 already opened. Another 4 new Embassies intended in 2019-20.

Revamp of Indian Development Assistance Scheme (IDEAS) proposed.
17 iconic Tourism Sites being developed into model world class tourist

destinations.
Present digital repository aimed at preserving rich tribal cultural heritage, to

be strengthened.

Banking and Financial Sector

NPAs of commercial banks reduced by over ̀  1 lakh crore over the last
year.

Record recovery of over ̀  4 lakh crore effected over the last four years.
Provision coverage ratio at its highest in seven years.
Domestic credit growth increased to 13.8%.
Measures related to PSBs:
` 70,000 crore proposed to be provided to PSBs to boost credit.
PSBs to leverage technology, offering online personal loans and doorstep

banking, and enabling customers of one PSBs to access services across all PSBs.
Steps to be initiated to empower accountholders to have control over deposit

of cash by others in their accounts.
Reforms to be undertaken to strengthen governance in PSBs.

Measures related to NBFCs

Proposals for strengthening the regulatory authority of RBI over NBFCs to be
placed in the Finance Bill.

Requirement of creating a Debenture Redemption Reserve will be done
away with to allow NBFCs to raise funds in public issues.
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Steps to allow all NBFCs to directly participate on the TReDS platform.
Return of regulatory authority from NHB to RBI proposed, over the housing

finance sector.
` 100 lakh crore investment in infrastructure intended over the next five

years. Committee proposed to recommend the structure and required flow of
funds through development finance institutions.

Steps to be taken to separate the NPS Trust from PFRDA.
Reduction in Net Owned Fund requirement from ̀  5,000 crore to ̀  1,000

crore  proposed:
To facilitate on-shoring of international insurance transactions.
To enable opening of branches by foreign reinsurers in the International

Financial Services Centre.

Measures related to CPSEs

Target of ̀  1,05,000 crore of disinvestment receipts set for the FY 2019-20.
Government to reinitiate the process of strategic disinvestment of Air India,

and to offer more CPSEs for strategic participation by the private sector.
Government to undertake strategic sale of PSUs and continue to consolidate

PSUs in the non-financial space.
Government to consider going to an appropriate level below 51% in PSUs

where the government control is still to be retained, on case to case basis.
Present policy of retaining 51% Government stake to be modified to retaining

51% stake inclusive of the stake of Government controlled institutions.
Retail participation in CPSEs to be encouraged.
To provide additional investment space:
Government to realign its holding in CPSEs
Banks to permit greater availability of its shares and to improve depth of its

market.
Government to offer an investment option in ETFs on the lines of Equity

Linked Savings Scheme (ELSS).
Government to meet public shareholding norms of 25% for all listed PSUs

and raise the foreign shareholding limits to maximum permissible sector limits for
all PSU companies which are part of Emerging Market Index.

Government to raise a part of its gross borrowing program in external markets
in external currencies. This will also have beneficial impact on demand situation
for the government securities in domestic market.

New series of coins of One Rupee, Two Rupees, Five Rupees, Ten Rupees
and Twenty Rupees, easily identifiable to the visually impaired to be made available
for public use shortly.
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Digital Payments

TDS of 2% on cash withdrawal exceeding ̀  1 crore in a year from a bank account
Business establishments with annual turnover more than ̀  50 crore shall

offer low cost digital modes of payment to their customers and no charges or
Merchant Discount Rate shall be imposed on customers as well as merchants.

Mega Investment in Sunrise and Advanced Technology Areas

Scheme to invite global companies to set up mega-manufacturing plants in areas
such as Semiconductor Fabrication  (FAB), Solar Photo Voltaic cells, Lithium
storage batteries, Computer Servers, Laptops, etc.

Investment linked income tax exemptions to be provided along with indirect
tax benefits.

Achievements during 2014-19

1 trillion dollar added to Indian economy over last 5 years (compared to over 55
years taken to reach the first trillion dollar).

India is now the 6th largest economy in the world, compared to 11th largest
five years ago.

Indian economy is globally the 3rd largest in Purchasing Power Parity (PPP)
terms.

Strident commitment to fiscal discipline and a rejuvenated Centre-State
dynamic provided during 2014-19.

Structural reforms in indirect taxation, bankruptcy and real estate carried
out.

Average amount spent on food security per year almost doubled during
2014-19 compared to 2009-14.

Patents issued more than trebled in 2017-18 as against the number in 2014.
Ball set rolling for a New India, planned and assisted by the NITI Aayog.

5.8 BUDGET OF CENTRAL GOVERNMENT
2020-21

Presenting the first Union Budget of the third decade of 21st century, Finance
Minister Smt. Nirmala Sitharaman, unveiled a series of far-reaching reforms, aimed
at energizing the Indian economy through a combination of short-term, medium-
term, and long-term measures.

The Key Highlights of Union Budget 2020-21 are as follows:

Three prominent themes of the Budget

Aspirational India - better standards of living with access to health, education and
better jobs for all sections of the society.

Economic Development for all - “Sabka Saath , Sabka Vikas , Sabka
Vishwas”.



Constitution and
Functions of Finance...

NOTES

Self-Instructional
228 Material

Caring Society - both humane and compassionate; Antyodaya as an article
of faith.

Three broad themes are held together by:
Corruption free, policy-driven Good Governance.
Clean and sound financial sector.
Ease of Living underlined by the three themes of Union Budget 2020-21.

Three components of Aspirational India

Agriculture, Irrigation, and Rural Development
Wellness, Water, and Sanitation
Education and Skills

Sixteen Action Points for Agriculture, Irrigation and Rural
Development
` 2.83 lakh crore to be allocated for the following 16 Action Points:

` 1.60 lakh crore for Agriculture, Irrigation & allied activities.
` 1.23 lakh crore for Rural development & Panchayati Raj.
Agriculture credit:
` 15 lakh crore target set for the year 2020-21.
PM-KISAN beneficiaries to be covered under the KCC scheme.
NABARD Re-finance Scheme to be further expanded.
Comprehensive measures for 100 water-stressed districts proposed.
Blue Economy:
` 1 lakh crore fisheries’ exports to be achieved by 2024-25.
200 lakh tonnes fish production targeted by 2022-23.
3477 Sagar Mitras and 500 Fish Farmer Producer Organisations to involve

youth in fisheries extension.
Growing of algae, sea-weed and cage culture to be promoted.
Framework for development, management and conservation of marine

fishery resources.
Kisan Rail to be setup by Indian Railways through PPP:
To build a seamless national cold supply chain for perishables (milk, meat,

fish, etc.
Express and Freight trains to have refrigerated coaches.
Krishi Udaan to be launched by the Ministry of Civil Aviation:
Both international and national routes to be covered.
North-East and tribal districts to realize Improved value of agri-products.
One-Product One-District for better marketing and export in the Horticulture

sector.
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Balanced use of all kinds of fertilizers - traditional organic and innovative
fertilizers.

Measures for organic, natural, and integrated farming:
Jaivik Kheti Portal – online national organic products market to be

strengthened.
Zero-Budget Natural Farming (mentioned in July 2019 Budget) to be

included
Integrated Farming Systems in rain-fed areas to be expanded.
Multi-tier cropping, bee-keeping, solar pumps, solar energy production in

non-cropping season to be added.

PM-KUSUM to be expanded

20 lakh farmers to be provided for setting up stand-alone solar pumps.
Another 15 lakh farmers to be helped to solarise their grid-connected pump

sets.
Scheme to enable farmers to set up solar power generation capacity on

their fallow/barren lands and to sell it to the grid.

Village Storage Scheme
To be run by the SHGs to provide farmers a good holding capacity and reduce
their logistics cost.

Women, SHGs to regain their position as Dhaanya Lakshmi.
NABARD to map and geo-tag agri-warehouses, cold storages, freezer

van facilities, etc.
Warehousing in line with Warehouse Development and Regulatory Authority

(WDRA) norms:
Viability Gap Funding for setting up such efficient warehouses at the block/

taluk level.
Food Corporation of India (FCI) and Central Warehousing Corporation

(CWC) to undertake such warehouse building.
Financing on Negotiable Warehousing Receipts (e-NWR) to be integrated

with e-NAM.
State governments who undertake implementation of model laws (issued

by the Central government) to be encouraged.

Livestock

Doubling of milk processing capacity to 108 million MT from 53.5 million MT by
2025.

Artificial insemination to be increased to 70% from the present 30%.
MNREGS to be dovetailed to develop fodder farms.
Foot and Mouth Disease, Brucellosis in cattle and Peste Des Petits ruminants

(PPR) in sheep and goat to be eliminated by 2025.
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Deen Dayal Antyodaya Yojana – 0.5 crore households mobilized with 58
lakh SHGs for poverty alleviation.

Wellness, Water and Sanitation

` 69,000 crore allocated for overall Healthcare sector.
` 6400 crore (out of ̀  69,000 crore) for PM Jan Arogya Yojana (PMJAY):
More than 20,000 hospitals already empanelled under PM Jan Arogya

Yojana (PMJAY).
Viability Gap Funding window proposed for setting up hospitals in the PPP

mode.
Aspirational Districts with no Ayushman empanelled hospitals to be covered

in the first phase.
Targeting diseases with an appropriately designed preventive regime using

Machine Learning and AI.
Jan Aushadhi Kendra Scheme to offer 2000 medicines and 300 surgicals in

all districts by 2024.
TB Harega Desh Jeetega campaign launched - commitment to end

Tuberculosis by 2025.
` 3.60 lakh crore approved for Jal Jeevan Mission:
` 11,500 crore for the year 2020-21.
Augmenting local water sources, recharging existing sources, and promoting

water harvesting and de-salination.
Cities with million-plus population to be encouraged to achieve the objective

during the current year itself.
` 12,300 crore allocation for Swachh Bharat Mission in 2020-21:
Committment to ODF-Plus in order to sustain ODF behaviour.
Emphasis on liquid and grey water management.
Focus also on Solid-waste collection, source segregation, and processing.

Education and Skills

` 99,300 crore for education sector and ̀  3,000 crore for skill development in
2020-21.

New Education Policy to be announced soon.
National Police University and National Forensic Science University

proposed for policing science, forensic science, and cyber-forensics.
Degree level full-fledged online education program by Top-100 institutions

in the National Institutional Ranking Framework.
Up to 1-year internship to fresh engineers to be provided by Urban Local

Bodies.
Budget proposes to attach a medical college to an existing district hospital

in PPP mode.
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Special bridge courses to be designed by the Ministries of Health, and Skill
Development:

To fulfill the demand for teachers, nurses, para-medical staff and care-givers
abroad.

To bring in equivalence in the skill sets of the workforce and employers’
standards.

150 higher educational institutions to start apprenticeship embedded degree/
diploma courses by March 2021.

External Commercial Borrowings and FDI to be enabled for education
sector.

Ind-SAT proposed for Asian and African countries as a part of Study in
India program.

Economic Development
Industry, Commerce and Investment
` 27,300 crore allocated for 2020-21 for development and promotion of

Industry and Commerce.
Investment Clearance Cell proposed to be set up:
To provide “end to end” facilitation and support.
To work through a portal.

Five new smart cities proposed to be developed

Scheme to encourage manufacture of mobile phones, electronic equipment and
semiconductor packaging proposed.

National Technical Textiles Mission to be set up:
With four-year implementation period from 2020-21 to 2023-24.
At an estimated outlay of ̀  480 crore.
To position India as a global leader in Technical Textiles.

New scheme NIRVIK to be launched to achieve higher export credit
disbursement, which provides for:

Higher insurance coverage
Reduction in premium for small exporters
Simplified procedure for claim settlements.

Turnover of Government e-Marketplace (GeM) proposed to be taken to
` 3 lakh crore.

Scheme for Revision of duties and taxes on exported products to be
launched.

Exporters to be digitally refunded duties and taxes levied at the Central,
State and local levels, which are otherwise not exempted or refunded.

All Ministries to issue quality standard orders as per PM’s vision of “Zero
Defect-Zero Effect” manufacturing.
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Infrastructure

` 100 lakh crore to be invested on infrastructure over the next 5 years.
National Infrastructure Pipeline:

` 103 lakh crore worth projects; launched on 31st December 2019.
More than 6500 projects across sectors, to be classified as per their
size and stage of development.

A National Logistics Policy to be released soon

To clarify roles of the Union Government, State Governments and key
regulators.
A single window e-logistics market to be created
Focus to be on generation of employment, skills and making MSMEs
competitive.

National Skill Development Agency to give special thrust to infrastructure-
focused skill development opportunities.

Project preparation facility for infrastructure projects proposed.
To actively involve young engineers, management graduates and economists

from Universities.
Infrastructure agencies of the government to involve youth-power in start-

ups.
` 1.7 lakh crore proposed for transport infrastructure in 2020-21.

Highways

Accelerated development of highways to be undertaken, including:
2500 km access control highways.
9000 km of economic corridors.
2000 km of coastal and land port roads.
2000 km of strategic highways.

Delhi-Mumbai Expressway and two other packages to be completed by
2023.

Chennai-Bengaluru Expressway to be started.
Proposed to monetise at least 12 lots of highway bundles of over 6000 km

before 2024.

Indian Railways

Five measures

Large solar power capacity to be set up alongside rail tracks, on land
owned by railways.
Four station re-development projects and operation of 150 passenger
trains through PPP.
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More Tejas type trains to connect iconic tourist destinations.
High speed train between Mumbai and Ahmedabad to be actively
pursued.
148 km long Bengaluru Suburban transport project at a cost of ̀  18,600
crore, to have fares on metro model. Central Government to provide
20% of equity and facilitate external assistance up to 60% of the project
cost.

Indian Railways’ achievements
550 Wi-fi facilities commissioned in as many stations.
Zero unmanned crossings.
27000 km of tracks to be electrified.

Ports & Water-ways

Corporatizing at least one major port and its listing on stock exchanges to be
considered.

Governance framework keeping with global benchmarks needed for more
efficient sea-ports.

Economic activity along river banks to be energised as per Prime Minister’s
Arth Ganga concept.

Airports:

100 more airports to be developed by 2024 to support Udaan scheme.
Air fleet number expected to go up from present 600 to 1200 during this

time.

Electricity:

“Smart” metering to be promoted.
More measures to reform DISCOMs to be taken.

Power:
` 22,000 crore proposed for power and renewable energy sector in
2020-21.

Expansion of national gas grid from the present 16200 km to 27000 km
proposed.

Further reforms to facilitate transparent price discovery and ease of
transactions.
New Economy

To take advantage of new technologies:
Policy to enable private sector to build Data Centre parks throughout
the country to be brought out soon.
Fibre to the Home (FTTH) connections through Bharatnet to link
100,000 gram panchayats this year.
` 6,000 crore proposed for Bharatnet programme in 2020-21.
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Measures proposed to benefit Start-ups

A digital platform to be promoted to facilitate seamless application and
capture of IPRs.
Knowledge Translation Clusters to be set up across different technology
sectors including new and emerging areas.
For designing, fabrication and validation of proof of concept, and further
scaling up Technology Clusters, harbouring test beds and small scale
manufacturing facilities to be established.
Mapping of India’s genetic landscape- Two new national level Science
Schemes to be initiated to create a comprehensive database.
Early life funding proposed, including a seed fund to support ideation
and development of early stage Start-ups.

` 8,000 crore proposed over five years for National Mission on Quantum
Technologies and Applications.

Caring Society

Focus on:

Women & child,
Social Welfare;
Culture and Tourism

Allocation of ̀  35,600 crore for nutrition-related programmes proposed
for the FY2020-21.

` 28,600 crore proposed for women specific programs.
Issue about age of a girl entering motherhood - proposed to appoint a task

force to present its recommendations in six months’ time.
Financial support for wider acceptance of technologies, identified by Ministry

of Housing and Urban Affairs to ensure no manual cleaning of sewer systems or
septic tanks, to be provided.

` 85,000 crore proposed for 2020-21 for welfare of Scheduled Castes
and Other Backward Classes.

` 53,700 crore provided to further development and welfare of Scheduled
Tribes.

Enhanced allocation of ` 9,500 crore provided for 2020-21 for senior
citizens and Divyang.

Culture & Tourism
Allocation of ̀  2,500 crore for 2020-21 for tourism promotion.

` 3,150 crore proposed for Ministry of Culture for 2020-21.
An Indian Institute of Heritage and Conservation under Ministry of Culture

proposed; with the status of a deemed University.
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5 archaeological sites to be developed as iconic sites with on-site
Museums

Rakhigarhi (Haryana)
Hastinapur (Uttar Pradesh)
Shivsagar (Assam)
Dholavira (Gujarat)
Adichanallur (Tamil Nadu)

Re-curation of the Indian Museum in Kolkata, announced by Prime Minister
in January 2020.

Museum on Numismatics  and Trade to be located in the historic Old Mint
building in Kolkata.

4 more museums from across the country to be taken up for renovation and
re-curation.

Support for setting up of a Tribal Museum in Ranchi (Jharkhand).
Maritime museum to be set up at Lothal- the Harrapan age maritime site

near Ahmedabad, by Ministry of Shipping.
State governments expected to develop a roadmap for certain identified

destinations and formulate financial plans during 2021 against which specified grants
to be made available to the States in 2020-21.

Environment & Climate Change

Allocation for this purpose to be ̀  4400 crore for 2020-21.
Proposed to advise the utilities to close the running old thermal power plants

with carbon emission above the pre-set norms.
States that are formulating and implementing plans for ensuring cleaner air in

cities above one million to be encouraged.
PM launched Coalition for Disaster Resilient Infrastructure (CDRI) with

Secretariat in Delhi. Second such international initiative after International Solar
Alliance.

Governance

Clean, corruption-free, policy driven, good in intent and most importantly trusting
in faith.

Taxpayer Charter to be enshrined in the Statute will bring fairness and
efficiency in tax administration.

Companies Act to be amended to build into statutes, criminal liability for
certain acts that are civil in nature.

Other laws with such provisions are to be corrected after examination.
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Major reforms in recruitment to Non-Gazetted posts in Government and
Public sector banks:

An independent, professional and specialist National Recruitment Agency
(NRA) for conducting a computer-based online Common Eligibility Test for
recruitment.

A test-centre in every district, particularly in the Aspirational Districts.
A robust mechanism to be evolved for appointment including direct

recruitment to various Tribunals and specialised bodies to attract best talents and
professional experts.

Contract Act to be strengthened

New National Policy on Official Statistics to:
Promote use of latest technologies including AI.
Lay down a road-map towards modernised data collection, integrated

information portal and timely dissemination of information.
A sum of ̀  100 crore allocated to begin the preparations for G20 presidency

to be hosted in India in the year 2022.
Development of North East region:
Improved flow of funds using online portal by the Government.
Greater access to financial assistance of Multilateral and Bilateral funding

agencies.
Development of Union Territories of J&K and Ladakh
An amount of ̀  30,757 crore provided for the financial year 2020-21:

The Union Territory of Ladakh has been provided with ̀  5,958 crore

Financial Sector

Reforms accomplished in PSBs:
10 banks consolidated into 4.
` 3,50,000 crore capital infused.
Governance reforms to be carried out to bring in transparency and greater

professionalism in PSBs.
Few PSBs to be encouraged to approach the capital market to raise

additional capital.
Deposit Insurance and Credit Guarantee Corporation (DICGC) permitted

to increase Deposit Insurance Coverage to ̀  5 lakh from ̀  1 lakh per depositor.
Scheduled Commercial Bank’s health under monitoring through a robust

mechanism, keeping depositors’ money safe.
Cooperative Banks to be strengthened by amending Banking Regulation

Act for:
Increasing professionalism.
Enabling access to capital.
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Improving governance and oversight for sound banking through the RBI.
NBFCs eligibility limit for debt recovery reduced from:
` 500 crore to ̀  100 crore asset size.
` 1 crore to ̀  50 lakh loan size.

Private capital in banking system

Government to sell its balance holding in IDBI Bank to private, retail and institutional
investors through the stock exchange.

Easier mobility in jobs

Auto-enrolment in Universal Pension coverage.
Inter-operability mechanism to safeguard the accumulated corpus.
Pension Fund Regulatory Development Authority of India Act to be amended

to:
Strengthen regulating role of PFRDAI.
Facilitate separation of NPS trust for government employees from PFRDAI.
Enable establishment of a Pension Trust by the employees other than

Government.

Factor Regulation Act 2011 to be amended to

Enable NBFCs to extend invoice financing to the MSMEs through TReDS
New scheme to provide subordinate debt for entrepreneurs of MSMEs by

the banks
Would be counted as quasi-equity.
Would be fully guaranteed through the Credit Guarantee Trust for Medium

and Small Entrepreneurs (CGTMSE).
The corpus of the CGTMSE would accordingly be augmented by the

government.
Window for MSME’s debt restructuring by RBI to be extended by one

year till March 31, 2021.
More than five lakh MSMEs have already been benefitted.
An app-based invoice financing loans product for MSMEs to be launched.
To prevent the problem of delayed payments and consequential cash flows

mismatches.

Export promotion of MSMEs

For selected sector such as pharmaceuticals, auto components and others.
An ̀  1000 crore scheme anchored by EXIM Bank together with SIDBI.
Hand holding support for technology upgradations, R&D, business strategy

etc.
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Financial Market

Deepening Bond Market.
Certain specified categories of Government securities to be opened fully

for non -resident investors also.
FPI limit in corporate bonds increased to 15% from 9% of its outstanding

stock.
New legislation to be formulated for laying down a mechanism for netting of

financial contracts.
Scope of credit default swaps to expand.
Debt Based Exchange Traded Fund expanded by a new Debt-ETF consisting

primarily of Government Securities.
To give attractive access to retail investors, pension funds and long-term

investors.
A Partial Credit Guarantee scheme for the NBFCs formulated post the

Union budget 2019-20 to address their liquidity constraints.
New mechanism to be devised to further this.
Government support to securities so floated.

Infrastructure Financing
` 103 lakh crore National Infrastructure Pipeline projects earlier announced.

` 22,000 crore to cater to the equity support to Infrastructure Finance
Companies such as IIFCL and a subsidiary of NIIF.

IFSC, GIFT city: full of potential to become a centre of international finance
as well as a centre for high end data processing:

An International Bullion exchange(s) to be set up as an additional option for
trade by global market participants with the approval of regulator.

Disinvestment

Government to sell a part of its holding in LIC by way of Initial Public Offer
(IPO).

Fiscal Management

XV Finance Commission (FC)

XV Finance Commission has given its first report for FY2020-21
Recommendations accepted in substantial measure
Its final report for five years beginning 2021-22 to be submitted during
the latter part of the year.

GST Compensation Fund

Balances due out of collection of the years 2016-17 and 2017-18 to be
transferred to the Fund, in two instalments.
Hereinafter, transfers to the fund to be limited only to collection by way
of GST compensation cess.
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Overhaul of Centrally Sponsored Schemes and Central Sector
Schemes Necessary

To align them with emerging social and economic needs of tomorrow.
To ensure that scarce public resources are spent optimally.

On the recent debate over transparency and credibility of projected fiscal
numbers, it is assured that procedure adopted is compliant with the FRBM Act.

For the FY 2019-20

Revised Estimates of Expenditure: at ̀  26.99 lakh crore
Revised Estimates of Receipts: estimated at ̀  19.32 lakh crore.

For year 2020-21

Nominal growth of GDP estimated at 10%.
Receipts: estimated at ̀  22.46 lakh cr
Expenditure: at ̀  30.42 lakh cr.

Significant tax reforms for boosting investments recently undertaken.
However, expected tax buoyancy expected to take time.

Fiscal deficit of 3.8% estimated in RE 2019-20 and 3.5% for BE 2020-21.
It comprises two ingredients;

3.3% for year 2019-20 and 3% for the 2020-21 budget estimate.
Deviation of 0.5%, consistent with Section 4(3) of FRBM Act, both for
RE 2019-20 and BE 2020-21. (Section 4 (2) of the FRBM Act provides
for a trigger mechanism for a deviation from the estimated fiscal deficit
on account of structural reforms in the economy with unanticipated fiscal
implications.)
Return path, committing to fiscal consolidation without compromising
needs of investment out of public funds, is laid in Medium Term Fiscal
Policy cum Strategy Statement.
Market borrowings: Net market borrowings: ` 4.99 lakh crore for
2019-20 and ` 5.36 lakh crore for 2020-21.

A good part of the borrowings for the financial year 2020-21 to go towards
Capital expenditure that has been scaled up by  more than 21%.

Direct Tax

Direct Tax Proposals - To stimulate growth, simplify tax structure, bring ease of
compliance, and reduce litigations:

Personal Income Tax
Significant relief to middle class taxpayers.
New and simplified personal income tax regime proposed
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Taxable Income Slab (`) Existing Tax Rates New Tax Rates
0-2.5 Lakh Exempt Exempt
2.5-5 Lakh 5% 5%
5-7.5 Lakh 20% 10%
7.5-10 Lakh 20% 15%
10-12.5 Lakh 30% 20%
12.5-15 Lakh 30% 25%
Above 15 Lakh 30% 30%

Around 70 of the existing exemptions and deductions (more than 100) to
be removed in the new simplified regime.

Remaining exemptions and deductions to be reviewed and rationalised in
coming years.

New tax regime to be optional - an individual may continue to pay tax as
per the old regime and avail deductions and exemptions.

Measures to pre-fill the income tax return initiated so that an individual who
opts for the new regime gets pre-filled income tax returns and would need no
assistance from an expert to pay income tax.

New regime to entail estimated revenue forgone of ` 40,000 crore per
year.

Corporate Tax

Tax rate of 15% extended to new electricity generation companies.
Indian corporate tax rates now amongst the lowest in the world.

Dividend Distribution Tax (DDT)
DDT removed making India a more attractive investment destination.

Deduction to be allowed for dividend received by holding company from
its subsidiary.

` 25,000 crore estimated annual revenue forgone.

Start-ups

Start-ups with turnover up to ` 100 crore to enjoy 100% deduction for 3
consecutive assessment years out of 10 years.

Tax payment on ESOPs deferred.

MSMEs to boost less-cash economy
Turnover threshold for audit increased to ̀  5 crore from ̀  1 crore for businesses
carrying out less than 5% business transactions in cash.
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Cooperatives:
Parity brought between cooperatives and corporate sector.
Option to cooperative societies to be taxed at 22% + 10% surcharge and

4% cess with no exemption/deductions.
Cooperative societies exempted from Alternate Minimum Tax (AMT) just

like Companies are exempted from the Minimum Alternate Tax (MAT).

Tax concession for foreign investments

100% tax exemption to the interest, dividend and capital gains income on investment
made in infrastructure and priority sectors before 31st March, 2024 with a minimum
lock-in period of 3 years by the Sovereign Wealth Fund of foreign governments.

Affordable housing

Additional deduction up to ` 1.5 lakhs for interest paid on loans taken for an
affordable house extended till 31st March, 2021.

Date of approval of affordable housing projects for availing tax holiday on
profits earned by developers extended till 31st March, 2021.

Tax Facilitation Measures
Instant PAN to be allotted online through Aadhaar.

‘Vivad Se Vishwas’ scheme, with a deadline of 30th June, 2020, to reduce
litigations in direct taxes:

Waiver of interest and penalty - only disputed taxes to be paid for payments
till 31st March, 2020.

Additional amount to be paid if availed after 31st March, 2020.
Benefits to taxpayers in whose cases appeals are pending at any level.
Faceless appeals to be enabled by amending the Income Tax Act.

For charity institutions
Pre-filling in return through information of donations furnished by the done.

Process of registration to be made completely electronic.
Unique registration number (URN) to be issued to all new and existing

charity institutions.
Provisional registration to be allowed for new charity institutions for three

years.
CBDT to adopt a Taxpayers’ Charter.

Losses of merged banks

Amendments proposed to the Income-tax Act to ensure that entities benefit from
unabsorbed losses and depreciation of the amalgamating entities.
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Indirect Tax

GST

Cash reward system envisaged to incentivise customers to seek invoice.
Simplified return with features like SMS based filing for nil return and

improved input tax credit flow to be implemented from 1st April, 2020 as a pilot
run.

Dynamic QR-code capturing GST parameters proposed for consumer
invoices.

Electronic invoice to capture critical information in a centralized system to
be implemented in a phased manner.

Aadhaar based verification of taxpayers being introduced to weed out dummy
or non-existent units.

GST rate structure being deliberated to address inverted duty structure.

Customs Duties

Customs duty raised on footwear to 35% from 25% and on furniture goods to
25% from 20%.

Basic customs duty on imports of news print and light-weight coated paper
reduced from 10% to 5%.

Customs duty rates revised on electric vehicles and parts of mobiles.
5% health cess to be imposed on the imports of medical devices, except

those exempt from BCD.
Lower customs duty on certain inputs and raw materials like fuse, chemicals,

and plastics.
Higher customs duty on certain goods like auto-parts, chemicals, etc. which

are also being made domestically.

Trade Policy Measures

Customs Act being amended to enable proper checks of imports under FTAs.
Rules of Origin requirements to be reviewed for certain sensitive items.
Provisions relating to safeguard duties to be strengthened to enable regulating

such surge in imports in a systematic way.
Provisions for checking dumping of goods and imports of subsidized goods

being strengthened.
Suggestions for reviews of exemptions from customs duty to be crowd-

sourced.
Excise duty proposed to be raised on Cigarettes and other tobacco products,

no change made in the duty rates of bidis.
Anti-dumping duty on PTA abolished to benefit the textile sector.
Unprecedented Milestones and Achievements of Indian Economy
India now the fifth largest economy of the world.
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7.4% average growth clocked during 2014-19 with inflation averaging
around 4.5%.

271 million people raised out of poverty during 2006-16.
India’s Foreign Direct Investment elevated to US$ 284 billion during

2014-19 from US$ 190 billion during 2009-14.
Central Government debt reduced to 48.7% of GDP (March 2019) from

52.2% (March 2014).

Two cross-cutting developments

Proliferation of technologies (Analytics, Machine Learning, Robotics, Bio-
informatics and Artificial Intelligence).

Highest ever number of people in the productive age group (15-65 years)
in India.

GST removed many bottlenecks in the system.
Future Aim for sustaining India’s unique global leadership, driven by Digital

Revolution.
Seamless delivery of services through Digital Governance.
Improvement in physical quality of life through National Infrastructure

Pipeline.
Risk mitigation through Disaster Resilience.
Social security through Pension and Insurance penetration.

5.9 BUDGET OF MADHYA PRADESH (M.P.)
2020-21

The Minister of Parliamentary Affairs in Government of Madhya Pradesh,
Dr. Narottam Mishra, presented the Budget for the state for the financial year
2020-21 on September 21, 2020.

Budget Highlights

The Gross State Domestic Product (GSDP) of Madhya Pradesh for 2020-21 (at
current prices) is projected to be ̀  9,49,103 crore. This is 4.7% higher than the
revised estimate of GSDP for 2019-20 (` 9,06,672 crore).

Total expenditure for 2020-21 is estimated to be ̀  2,00,343 crore, a 4.2%
increase over the revised estimates of 2019-20.  As per the revised estimate, the
total expenditure in 2019-20 is estimated to be ̀  1,92,301 crore, 16% lower than
the budget estimate of ̀  2,28,888 crore.

In 2020-21, the highest allocation has been made towards the Education,
Sports, Arts and Culture sector (` 33,408 crore).  The expenditure of this sector
is estimated to be 10% higher in 2020-21 as compared to the revised estimate of
2019-20.  Among the key sectors, the Energy sector is estimated to have highest
decrease in allocation in 2020-21 (27% decrease as compared to the revised
estimate of 2019-20).
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Total receipts (excluding borrowings) for 2020-21 are estimated to be
` 1,20,595 crore, a decrease of 17.6% as compared to the revised estimate of
2019-20.  In 2019-20, total receipts (excluding borrowings) are estimated to fall
short of the budget estimate by ̀  25,008 crore (decrease of 14.6%).

Revenue deficit for 2020-21 is targeted at ` 17,514 crore, 1.8% of the
GSDP.  In 2019-20, revenue deficit is estimated to be 0.3% of GSDP against a
budget target of 0.08% of GSDP.

Fiscal deficit for 2020-21 is targeted at ̀  47,360 crore (4.9% of GSDP).
As per the revised estimates, in 2019-20, fiscal deficit is expected to be 3.6% of
GSDP, higher than the budget estimate of 3.3% of GSDP.

State GST is estimated to be the largest source of own tax revenue in
2020-21. However, State GST collection is estimated to decrease by 16.6%
over the revised estimates of the previous year.

Madhya Pradesh’s Economy

GSDP:  The growth rate of Madhya Pradesh’s GSDP (at constant prices) was
7.6% in 2019-20.

Sectors:  In 2019-20, agriculture, manufacturing, and services sectors
contributed to 35%, 24% and 41% respectively of the economy.  These sectors
grew by 7.7%, 4.6%, and 8.1%, respectively.

Per capita GSDP:  The per capita GSDP of Madhya Pradesh in 2019-20
(at current prices) was ̀  1,09,372, 10% higher than the corresponding figure in
2018-19.

Unemployment: According to the Periodic Labour Force Survey (2018- 19),
the unemployment rate in Madhya Pradesh in 2018-19 was 3.5%, as compared
to 5.8% in the country.

Budget Estimates for 2020-21

Total expenditure in 2020-21 is targeted at ̀  2,00,343 crore.  This is 4.2% higher
than the revised estimates of 2019-20. This expenditure is proposed to be met
through receipts (other than borrowings) of ̀  1,20,595 crore and borrowings of
` 63,448 crore. Total receipts for 2020-21 (other than borrowings) are expected
to be 17.6% lower than the revised estimate of 2019-20.

As per the revised estimates for 2019-20, receipts (other than borrowings)
are estimated to reduce by 14.6% over the budget estimates. Total expenditure is
estimated to decrease by 16% from budget to revised stage in 2019-20.
Borrowings in 2019-20 are estimated to decrease by 19.3% from budget to revised
stage.

In 2019-20, revenue deficit is estimated to be ̀  2,698 crore at the revised
stage as compared to a revenue surplus of ̀  733 crore at the budget stage.  Revenue
deficit in 2020-21 is estimated to be ̀  17,514 crore.  In 2019-20, fiscal deficit in
estimated to be 3.6% of GSDP at revised stage against the 3.3% of GSDP at
budgeted stage.  Fiscal deficit for 2020-21 is estimated to be ̀  47,360 crore (5%
of GSDP).
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Table 5.1: Budget 2020-21 - Key Figures (in ` crore)

Items 2018-19 2019-20 2019-20 % change 2020-21 % change
Actuals BE RE from BE BE from RE

2019-20 to  2019-20 to
RE 2019-20   BE 2020-21

Total
 Expenditure 1,85,616 2,28,888      1,92,301 -16% 2,00,343 4.2%

A. Receipts
 (except
borrowings) 1,36,625 1,71,379 1,46,372 -14.6% 1,20,595 -17.6%

B. Borrowings 32,497 42,984 34,687 -19.3%         63,448 82.9%

Total Receipts

(A + B)              1,69,122        2,14,363 1,81,059 -15.5% 1,84,043 1.6%

Revenue

Surplus (+)/

Deficit (–)        8,815 733 -2,698 -468.2%         -17,514 549.2%

As % of GSDP 1.1% 0.1% -0.3% 1.8%

Fiscal Deficit 21,617          32,106          32,694 1.8% 47,360 44.9%

As % of GSDP 2.7% 3.3% 3.6% 5%

Primary Deficit    8,921          17,674          18,942 7.2%         30,899 63.1%

As % of GSDP 1.1% 1.8% 2.1% 3.3%

Expenditure in 2020-21

Capital expenditure for 2020-21 is proposed to be ` 29,887 crore, which is
0.5% less than the revised estimates of 2019-20. Capital expenditure includes
expenditure affecting the assets and liabilities of the state, such as: (i) capital outlay,
i.e. expenditure which leads to the creation of assets (such as bridges and hospitals),
and (ii) repayment and grant of loans by the state government.

Madhya Pradesh’s capital outlay for 2020-21 is estimated to be ̀  28,350
crore, which is 2.8% less than the revised estimates of 2019-20. The revised
estimate for capital outlay in 2019-20 is 12.9% lower as compared to the budget
estimate.

Revenue expenditure for 2020-21 is proposed to be ` 1,54,110 crore,
which is an increase of 1.9% over revised estimates of 2019-20.  This expenditure
includes the payment of salaries, pensions, and interest.  In 2019-20, the revised
estimate for revenue expenditure is 15.3% lower as compared to the budget
estimate.

Sector-wise expenditure in 2020-21

The sectors listed below account for 68% of the total expenditure by the state in
2020-21. Expenditure on these sectors is estimated to decrease by 4.8% in
2020-21 over the revised estimate of 2019-20.  The expenditure on these sectors
in 2019-20 is estimated to be 15.2% lower than the budget estimate.  A comparison
of Madhya Pradesh’s expenditure on the key sectors with that by other states can
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be found in  Education, Sports, Arts and Culture is estimated to have the highest
expenditure in 2020-21 (` 33,408 crore). The expenditure on this sector is
estimated to increase by 10% in 2020-21 as compared to the revised estimate of
2019-20.

Committed expenditure: Committed expenditure of a state typically includes
expenditure on payment of salaries, pensions, and interest. A larger proportion of
budget allocated for committed expenditure items limits the state’s flexibility to
decide on other expenditure priorities such as capital outlay.  In 2020-21, Madhya
Pradesh is estimated to spend ̀  71,565 crore on committed expenditure. This is
16.7% higher than the budget estimates of 2019-20.  In 2020-21, Madhya Pradesh
is estimated to spend 52.4% of its revenue receipts on committed expenditure
items. This comprises spending on salaries (14% of revenue receipts), pension
(11%), and interest payments (7%).  In 2020-21, interest payments are estimated
to increase by 19.7% over the revised estimates of 2019-20.

Receipts in 2020-21
Total revenue receipts for 2020-21 are estimated to be ̀  1,36,596 crore, a decrease
of 8.1% over the revised estimates of 2019-20.  Of this, ̀  57,661 crore (42.2%)
will be raised by the state through its own resources, and ̀  78,935 crore (57.8%)
will come from the centre.  Resources from the centre will be in the form of state’s
share in central taxes (33.7% of revenue receipts) and grants (24.1% of revenue
receipts).

Tax Revenue:  Total own tax revenue of Madhya Pradesh is estimated to be
` 48,801 crore in 2020-21, an increase of 10.7% over the revised estimates of
the previous year.  In 2019-20, as per the revised estimates, state’s own tax
revenue is estimated to be 16.3% less than the budget estimates.

Devolution:  In 2020-21, receipts from the state’s share in central taxes are
estimated to decrease by 7.1% over the revised estimates of 2019-20.  Moreover,
as per the revised estimates of 2019-20, receipts from the state’s share in central
taxes is estimated to decrease by 22.3% as compared to the budget stage.
This may be due to a 19% cut in the union budget for devolution to states,
from ` 8,09,133 crore at the budget stage to ` 6,56,046 crore at the revised
stage.  The state’s share in the centre’s tax revenue will increase from 3.17% in
2015-20 to 3.23% in 2020-21 (increase by 2%) as per the recommendations of
the 15th Finance Commission.

Deficits, Debts and FRBM Targets for 2020-21

The Madhya Pradesh Fiscal Responsibility and Budget Management (FRBM)
Act, 2005 provides annual targets to progressively reduce the outstanding liabilities,
revenue deficit and fiscal deficit of the state government.

Revenue Balance:  It is the difference of revenue expenditure and revenue
receipts.   A revenue deficit implies that the government needs to borrow to finance
its expenses which do not create capital assets.  A revenue surplus implies that the
revenue receipts of state are sufficient to meet the revenue expenditure requirements.
The 14th Finance Commission had recommended that states should eliminate
revenue deficit.  The budget estimates a revenue deficit of ` 17,514 crore (or
1.8% of GSDP) in 2020-21.
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Fiscal deficit:  It is the excess of total expenditure over total receipts.  This
gap is filled by borrowings by the government and leads to an increase in total
liabilities.  In 2020-21, the fiscal deficit is estimated to be ̀  47,360 crore (5% of
GSDP).  This is higher than the 3% limit as per the FRBM Act.  As per the revised
estimates, in 2019-20, the fiscal deficit of the state is expected to be 3.6% of
GSDP, higher than the budget estimate at 3.3%.

Given the situation due to COVID-19 pandemic, the central government
has permitted increasing the fiscal deficit limit for a state from 3% to 5% in
2020-21. This 5% includes an unconditional increase of the limit to 3.5% of GSDP.
One percentage point increase in limit, divided into four parts of 0.25 percentage
point is conditional on achievement of the following reforms: (i) universalisation of
‘one nation one ration card’, (ii) ease of doing business, (iii) power distribution
and (iv) urban local body revenues. An additional increase of 0.5 percentage point
will be permitted if three out of four reforms are achieved.

Outstanding liabilities: Outstanding liabilities is the accumulation of borrowings
over the years. In 2020-21, the outstanding liabilities are expected to be 28.8% of
the GSDP, higher than the revised estimate for 2019-20 (25% of GSDP). This is
higher than the average level of outstanding liabilities of 29 states in 2019-20
(24.6% of their GSDP).

Annexure 1:  Comparison of states’ expenditure on key sectors
The graphs below compare Madhya Pradesh’s expenditure on six key sectors as
a proportion of its total expenditure on all sectors. The average for a sector indicates
the average expenditure in that sector by 29 states as per their budget estimates of
2019-20.

Education: Madhya Pradesh has allocated 18.3% of its total expenditure
for education in 2020-21. This is higher than the average expenditure (15.9%)
allocated for education by states (using 2019-20 BE).

Health: Madhya Pradesh has allocated 5.6% of its total expenditure on
health, which is marginally higher than the average allocation for health by states
(5.3%).

Agriculture: The state has allocated 5.7% of its total expenditure towards
agriculture and allied activities. This is lower than the average allocated by states
(7.1%).

Rural development: Madhya Pradesh has allocated 7.6% of its expenditure
on rural development. This is higher than the average allocation for rural development
by states (6.2%).

Roads and bridges: Madhya Pradesh has allocated 3.5% of its total
expenditure on roads and bridges, which is lower than the average expenditure of
29 states (4.2%).

Police: Madhya Pradesh has allocated 4.1% of its total expenditure on
police, which is equal to the average allocation for police by states (4.1%).
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Annexure 2:  Recommendations of the 15th Finance Commission for
2020-21

The 15th Finance Commission’s (15th FC) report for the financial year 2020-21
was tabled in Parliament on February 1, 2020. The 15th FC recommended a
41% share for states in the central government’s tax revenue in 2020-21, a 1%
decrease from the 42% share recommended by the 14th FC (2015-20).  The 1%
decrease is to provide funds to the newly formed union territories of Jammu and
Kashmir, and Ladakh from the share of the central government. The 15th FC also
proposed revised criteria for determining the share of individual states.

In addition, the 15th FC has also recommended certain grants-in-aid for
various purposes for the year 2020-21. These include: (i) ` 90,000 crore as
grants to local bodies, of which Madhya Pradesh will receive ̀  5,902 crore, and
(ii) ̀  22,184 crore as the centre’s grants to disaster management, out of which
Madhya Pradesh will receive ̀  1,820 crore.

5.10 MAIN HEADS OF REVENUE AND
EXPENDITURE OF CENTRAL AND STATE
GOVERNMENT

Receipts

The structure of Receipts of a State Budget is slightly different from that of a
Union Budget. It consists of tax and non-tax revenues collected by the state, the
share of Central Taxes shared with the state as mandated by the Finance
Commission, Central Assistance State Annual Plans as well as Borrowings.

Revenue Receipts

Revenue Receipts consist of those sources of revenues which are recurring in
nature. Tax and Non-tax revenues, grants-in-aid from the Union Budget recur
annually.

Tax Revenue

The major sources of Kerala’s tax revenue apart from the Finance Commission-
mandated share from the Centre are Sales Tax/Value Added Tax (VAT), Stamps
and Registration Duty, Motor Vehicles Tax and State Excise Duty.

Sales Tax: It is generally charged at the point of purchase or exchange of
certain taxable goods, charged as a percentage of the total value of the product.
In India, Sales Tax used to be levied under the authority of both the Central
Legislation (Central Sales Tax) and State Governments’ Legislations (State Sales
Tax) before the introduction of VAT.

Value Added Tax (VAT): VAT, is a multistage tax, levied only on the ‘value
added’ at each stage of a supply chain and not on the entire value of sales. In VAT,
taxpayers receive credit for tax already paid on the inputs in earlier stages of the
supply chain.
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The proposed Goods and Services Tax (GST) is a version of VAT.
Stamps and Registration Duty: Duty charged on the sale and transfer of

property is referred to as Stamp Duty and is a major source of tax revenue for
most states.

State Excise Duty: Unlike the Union Excise Duty or CENVAT, the State
Excise Duty is charged on alcohol and related products, narcotics, etc.

Motor Vehicles Tax: It is a tax levied on every motor vehicle by the state
under the respective State Motor Vehicles Taxation Act. The state government
has the power to increase or decrease the rate of tax from time to time.

Non-Tax Revenue

Non-tax Revenue refers to sources of revenue which are outside the purview of
what is levied on wealth, income or property. States that are rich in natural
resources tend to raise revenues from non-tax sources like mining minerals and
metals, etc. Other main sources are Interest Receipts, Dividends and Profits from
State Public Sector Enterprises as well as returns from user charges on general,
social and economic services.

In Kerala’s case, non-tax revenue sources are comparatively small. It is not
rich in petroleum or petrol products or known for mining of precious metals, neither
are state Public Sector Units performing in terms of dividends and profits.

Majority of Non-Tax Revenues of Kerala comes from carrying out
Miscellaneous General Services like Police and Other Administrative Services.

Transfers from the Centre

Grants from the Central Finance Commission
The constitutional arrangements generally result in an asymmetry between

ability to raise resources and spending between the three tiers of government.
Hence, a Central Finance Commission is set up once in every five years to suggest
sharing of financial resources between the Centre and the States, a major part of
which pertains to the sharing of revenue collected through the Central Tax System.
At present, the total amount of revenue collected from all Central taxes – excluding
the amount collected from Cesses, Surcharges and taxes of Union Territories, and
an amount equivalent to the cost of collection of central taxes – is considered as
the shareable/divisible pool of Central tax revenue. It consists of taxes like
Corporation Tax, Income Tax, the erstwhile Wealth Tax, Customs, Union Excise
Duties, etc. In the recommendation period of the 14th Finance Commission (from
2015-16 to 2019-20), 42% of the shareable/divisible pool of Central tax revenue
is to be transferred to States every year and the Centre will retain the remaining
amount for the Union Budget.

The formula followed by the 14th Finance Commission for horizontal
distribution of resources from divisible pool of central taxes is based on the following
four criteria:

Population of 1971 [17.5 % weight]
Demographic Change [10 % weight]
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Area under forest cover [7.5 % weight]
Area [15 % weight]
Income Distance [50% weight]

The total Union Transfers consist of those determined by the Finance
Commission (i.e. states’ share in Central taxes and Finance Commission Grants, if
any), the Non-Plan Grants and Plan Grants (which include the funds for Centrally
Sponsored Schemes). Here, we take the case of Kerala to see how the fund
transfer takes place for the year 2016-17 Budget Estimates.

The ‘State’s Share of Central Taxes’ (devolution), as mentioned earlier, is
42% of the total taxes and duties collected by the Centre. Kerala’s share in the
devolution of central taxes is 2.5 % as per the recommendations of the 14th Finance
Commission, which accounts for around 55% of the total Union Government
transfers to the state.

The ‘Post-Devolution Revenue Deficit Grant’ is also determined by the
14th Finance Commission prior to the formulation of Union or state budgets, and
is awarded to states as per their projected fiscal positions. It is a grant given to
deal with the state’s burgeoning revenue deficit under the ‘Distribution of Revenues’
order. The third component, ‘Local Bodies Grant’ is determined under Article
275(1) of the Constitution and consists of grants to both urban and rural local
bodies. These three components together consist of the constitutionally determined
transfers from the Union to the State government. The rest are determined by the
Central government at its discretion.

In this context it should be noted that when allocations of funds are made
across Union Ministries/Departments from the Union Budget, the state’s share of
Central taxes is kept outside of the purview of expenditures in the Union Budget.
But the other two components mentioned above, are accounted for when making
these allocations.

As the diagram above shows, the second largest transfer from the Centre
to the states after the devolution of central taxes is the ‘Grants for Centrally
Sponsored Schemes’. The Centre determines the grants to the State Plans as a
part of the funding for Centrally Sponsored Schemes’ allocations.

Capital Receipts

As mentioned earlier, Capital Receipts of the government lead to either a reduction
in the assets or an increase in the liabilities of the government. Capital Receipts for
government need not come periodically in every Budget.

Almost 90% of capital receipts of Kerala come from borrowing and other
liabilities in the form of public debt. Receipts from the Public Account, Recoveries
of Loans and other sources are small in comparison.

Revenue Expenditure

Revenue Expenditure consists of those expenditures which are recurring in
nature.
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Travel Allowances, Motor Vehicles, Rent, Petroleum, Oil & Lubricant,
Maintenance, Materials & Supplies, Machinery & Equipment, Minor Works,
Major Works, Investment

Up to 75 % of expenditure of Kerala goes into Salaries, Interest Payments
and Pensions, which are recurring in nature and hence categorized under ‘Revenue
Expenditure’.

Capital Expenditure

The depicts the different heads of capital expenditure for Kerala in 2016-17.
56 % of Capital Expenditure of Kerala goes into discharging internal debt

and around 32 % is spent as part of the Capital Outlay on Plan spending.

5.11 NITI AAYOG
The NITI Aayog (Hindi for Policy Commission) (abbreviation for National Institution
for Transforming India) is a public policy think tank of the Government of India,
established with the aim to achieve sustainable development goals with cooperative
federalism by fostering the involvement of State Governments of India in the
economic policy-making process using a bottom-up approach. Its initiatives include
"15-year road map", "7-year vision, strategy, and action plan", AMRUT, Digital
India, Atal Innovation Mission, Medical Education Reform, agriculture reforms
(Model Land Leasing Law, Reforms of the Agricultural Produce Marketing
Committee Act, Agricultural Marketing and Farmer Friendly Reforms Index for
ranking states), Indices Measuring States’ Performance in Health, Education and
Water Management, Sub-Group of Chief Ministers on Rationalization of Centrally
Sponsored Schemes, Sub-Group of Chief Ministers on Swachh Bharat Abhiyan,
Sub-Group of Chief Ministers on Skill Development, Task Forces on Agriculture
and up of Poverty, and Transforming India Lecture Series.

It was established in 2015, by the NDA government, to replace the Planning
Commission which followed a top-down model. The NITI Aayog council
comprises all the state Chief Ministers, along with the Chief Ministers of Delhi and
Puducherry, Lieutenant Governors of all UTs, and a vice-chairman nominated by
the Prime Minister. In addition, temporary members are selected from leading
universities and research institutions. These members include a chief executive
officer, four ex-official members, and two part-time members.

5.12 HISTORY OF NITI AAYOG

29 May 2014, Independent Evaluation Office submitted an assessment report to
Prime Minister Narendra Modi with the recommendation to replace the Planning
Commission with a "control commission." On 13 August 2014, the Union Cabinet
scrapped the Planning Commission, to be replaced with a diluted version of the
National Advisory Council (NAC) of India. On 1 January 2015, a Cabinet
resolution was passed to replace the Planning Commission with the newly formed
NITI Aayog (National Institution for Transforming India). Union Government of
India announced the formation of NITI Aayog on 1 January 2015. The first meeting
of NITI Aayog was chaired by Narendra Modi on 8 February 2015.
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Finance Minister Arun Jaitley made the following observation on the necessity
of creating NITI Aayog, "The 65-year-old Planning Commission had become a
redundant organisation. It was relevant in a command economy structure, but not
any longer. India is a diversified country and its states are in various phases of
economic development along with their own strengths and weaknesses. In this
context, a ‘one size fits all’ approach to economic planning is obsolete. It cannot
make India competitive in today's global economy." It is a reformation scheme of
the day-to-day lifestyles of the people of India.

NITI Lectures

NITI Aayog has started a new initiative on the advice of Prime Minister Narendra
Modi called NITI Lectures: Transforming India. The aim of this initiative is to
invite globally reputed policy makers, experts, administrators to India to share
their knowledge, expertise, experience in policy making and good governance
with Indian counterparts. This initiative will be a series of lectures started with first
lecture delivered by Deputy Prime Minister of Singapore Mr. Tharman
Shanmugaratnam. He delivered lecture on subject called "India and the Global
Economy" at Vigyan Bhavan, New Delhi. The Prime Minister spoke about the
idea behind this lecture series and stated that his vision for India is rapid
transformation, not gradual evolution.

On 31 August 2017, NITI Aayog developed a State Statistics Handbook
that consolidates key statistics across sectors for every Indian State/UT. While
the State data on crucial indicators is currently fragmented across different sources,
this handbook provides a one-stop database of important State statistics.

Initiatives

NITI Aayog has taken initiative on Blockchain usages in E-governance and has
conceptualized the tech stack as 'India Chain'. India Chain is the name given to
Niti Aayog's ambitious project to develop a nation-wide blockchain network.

Artificial intelligence, machine learning, Internet of Things, blockchain and
big data hold potential to take India to new heights.

The vision is to link India Chain with India Stack, the digital infrastructure
that forms the backbone of the Aadhar project. The NITI Aayog initiative on the
blockchain system will enforce contracts quicker, prevent fraudulent transactions,
and help farmers through the efficient disbursement of subsidies. This project is
the first step to a larger system of record keeping and public good disbursement.

NITI Aayog is developing a job portal to connect employers with workers
who have returned to their home states due to nationwide lockdown.

Other initiatives
Student Entrepreneurship Programme

The Student Entrepreneurship Programme (SEP) 1.0 was launched in 2019
while the SEP 2.0 launched in 2020 aimed to convert the grassroot innovations of
Atal Tinkering Lab (ATL) students into end products.The SEP 2.0 which was
launched in 2020 provided the opportunity to the students of ATL to work with
Dell volunteers and to get mentor support, end user feedback, manufacturing
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support and launch support of their products in the market. The scheme would be
launched and run by "Atal Innovation Mission" (AIM) under NITI Aayog in
association with Dell technologies.

5.13 MEMBERS OF NITI AAYOG

The NITI Aayog comprises the following:

The Prime Minister as the Chairperson

A Governing Council composed of Chief Ministers of all the States and Union
territories with Legislatures and lieutenant governors of Union Territories (except
Delhi and Puducherry)

Regional Councils composed of Chief Ministers of States and Lt. Governors
of Union Territories in the region to address specific issues and contingencies
impacting more than one state or a region.

Full-time organizational framework composed of a Vice-Chairperson, four
full-time members, two part-time members (from leading universities, research
organizations and other relevant institutions in an ex-officio capacity), four ex-
officio members of the Union Council of Ministers, a Chief Executive Officer (with
the rank of Secretary to the Government of India) who looks after administration,
and a secretariat.

Experts and specialists in various fields
With the Prime Minister as the Chairperson, presently NITI Aayog consists of:

Vice Chairperson: Rajiv Kumar
Ex-Officio Members: Amit Shah, Rajnath Singh, Nirmala Sitharaman and

Narendra Singh Tomar.
Special Invitees: Nitin Gadkari, Piyush Goyal, Thawar Chand Gehlot and

Rao Inderjit Singh.
Full-time Members: V. K. Saraswat (former DRDO Chief), Ramesh Chand

(Agriculture Expert) and Dr. Vinod Paul (Public Health expert)
Chief Executive Officer (CEO): Amitabh Kant.
Governing Council: All Chief Ministers of States (and Delhi and Puducherry),

Lieutenant Governor of Andaman & Nicobar Islands, and Special Invites.

5.14 ESTABLISHMENT OF NITI AAYOG
(CONSTITUTION OF NITI AAYOG)

Chairperson:
Shri Narendra Modi, Hon'ble Prime Minister
Vice Chairperson:
Dr. Rajiv Kumar
Full-Time Members:
Shri V.K. Saraswat
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Prof. Ramesh Chand
Dr. V.K. Paul
Ex-officio Members:
Shri Raj Nath Singh, Minister of Defence
Shri Amit Shah, Minister of Home Affairs.
Smt. Nirmala Sitharaman, Minister of Finance and Minister of Corporate

Affairs.
Shri Narendra Singh Tomar, Minister of Agriculture and Farmers Welfare;

Minister of Rural Development; Minister of Panchayati Raj.
Special Invitees:
Shri Nitin Jairam Gadkari, Minister of Road Transport and Highways;

Minister of Micro, Small and Medium Enterprises.
ShriThaawar Chand Gehlot, Minister of Social Justice and Empowerment.
Shri Piyush Goyal, Minister of Railways; and Minister of Commerce and

Industry.
Shri Rao Inderjit Singh, Minister of State (Independent Charge) of the

Ministry of Statistics and Programme Implementation and Minister of
State(Independent Charge) of Ministry of Planning.

Chief Executive Officer:
Shri Amitabh Kant

5.15 OBJECTIVES OF NITI AAYOG

(a) To evolve a shared vision of national development priorities, sectors
and strategies with the active involvement of States.

(b) To foster cooperative federalism through structured support initiatives
and mechanisms with the States on a continuous basis, recognizing that
strong States make a strong nation.

(c) To develop mechanisms to formulate credible plans at the village level
and aggregate these progressively at higher levels of government.

(d) To ensure, on areas that are specifically referred to it, that the interests
of national security are incorporated in economic strategy and policy.

(e) To pay special attention to the sections of our society that may be at risk
of not benefiting adequately from economic progress.

(f) To design strategic and long term policy and programme frameworks
and initiatives, and monitor their progress and their efficacy. The lessons
learnt through monitoring and feedback will be used for making innovative
improvements, including necessary mid-course corrections.

(g) To provide advice and encourage partnerships between key
stakeholders and national and international like-minded Think Tanks,
as well as educational and policy research institutions.
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(h) To create a knowledge, innovation and entrepreneurial support system
through a collaborative community of national and international experts,
practitioners and other partners.

(i) To offer a platform for resolution of inter-sectoral and inter- departmental
issues in order to accelerate the implementation of the development
agenda.

(j) To maintain a state-of-the-art Resource Centre, be a repository of
research on good governance and best practices in sustainable and
equitable development as well as help their dissemination to stake-
holders.

(k) To actively monitor and evaluate the implementation of programmes
and initiatives, including the identification of the needed resources so as
to strengthen the probability of success and scope of delivery.

(l) To focus on technology upgradation and capacity building for
implementation of programmes and initiatives.

(m)To undertake other activities as may be necessary in order to further the
execution of the national development agenda, and the objectives
mentioned above.

5.16 FEATURES OF NITI AAYOG

NITI Aayog is developing itself as a State-of-the-art Resource Centre, with the
necessary resources, knowledge and skills, that will enable it to act with speed,
promote research and innovation, provide strategic policy vision for the government,
and deal with contingent issues.

NITI Aayog’s entire gamut of activities can be divided into four main heads:
(a) Design Policy & Programme Framework
(b) Foster Cooperative Federalism
(c) Monitoring & Evaluation
(d) Think Tank and Knowledge & Innovation Hub
The different verticals of NITI provide the requisite coordination and support

framework for NITI to carry out its mandate. The list of verticals is as below:
(a) Agriculture
(b) Health
(c) Women & Child Development
(d) Governance & Research
(e) HRD
(f) Skill Development & Employment
(g) Rural Development
(h) Sustainable Development Goals
(i) Energy
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(j) Managing Urbanization
(k) Industry
(l) Infrastructure
(m)Financial Resources
(n) Natural Resources & Environment
(o) Science & Tech
(p) State Coordination & Decentralized Planning (SC&DP)
(q) Social Justice  & Empowerment
(r) Land & Water Resources
(s) Data management & Analysis
(t) Public-Private Partnerships
(u) Project Appraisal and Management Division (PAMD)
(v) Development Monitoring and Evaluation Office
(w)National Institute of Labour Economics Research and Development

(NILERD)

Check Your Progress

3. Explain key features of Budget of Central Government 2020-21.
4. Discuss the key features of Budget of Madhya Pradesh (M.P.) 2020-21.
5. Explain the objective of NITI Aayog.
6. Discuss various features of NITI Aayog.
7. What is the title of this year’s report?

[a] 15th Finance Commission Report
[b] Recommendations in Covid Times
[c]  Finance Commission in COVID Times
[d] 15th Finance Commission Recommendations

8. The Volume III of the 15th Finance Commission Report addresses issues
related to:
[a]  State-specific Considerations
[b] Union Government
[c]  Main Report and Annexes.
[d]  Finances of Each State

9. Who is the Chairman of the 15th Finance Commission?
[a]  Dr. Y.V. Reddy [b] G.C. Murmu
[c]  Nand Kishore Singh [d]  Arvind Mehta
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10. When is the report submitted by the Finance Commission available in the
public domain?
[a]  After the submission of the report to the President.
[b] After the approval of the President
[c]  After it is presented to Prime Minister
[d]  After the report is tabled in the Parliament

11. Which of the following is not a member of the 15th Finance Commission?
[a]  Dr. Rajiv Kumar
[b] Dr. Ashok Lahiri
[c]  Ajay Narayan Jha
[d]  Dr. Ramesh Chand

12. When was NITI Aayog established?
[a]  1 January 2015 [b] 25 January 2016
[c]  14 May 2014 [d]  1 July 2015

13. NITI Aayog has a Memorandum of Understanding with which country for
building capacities in implementation of the Urban Rejuvenation Mission?
[a]  Sweden [b] USA
[c]  Singapore [d]  Australia

14. NITI Aayog is planning a new framework for
[a]  Five-Year Plans
[b] Finance Commission
[c]  Budget
[d]  All of the above

15. NITI Aayog is set to bring model act for which of the following
[a]  Farm Land Leasing
[b] Agricultural market
[c]  Crop Insurance and disaster relief
[d]  All of the above

16. Who of the following is the part of Governing Council of NITI Aayog?
[a]  All Chief Ministers of the states
[b] Chief Ministers of Delhi and Puducherry
[c]  Lieutenant Governor of Andaman & Nicobar Island
[d]  All of the above
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5.17 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. The Finance Commission makes recommendations to the President of India
on the following issues:
1. The net tax proceeds distribution to be divided between the Centre and

the states, and the allocation of the same between states.
2. The principles governing the grants-in-aid to the states by the Centre

out of the consolidated fund of India.
3. The steps required to extend the consolidated fund of a state to boost

the resources of the panchayats and the municipalities of the state on the
basis of the recommendations made by the state Finance Commission.

4. Any other matter referred to it by the president in the interests of sound
finance.

2. Vertical Devolution (Devolution of Taxes of the Union to States):
It has recommended maintaining the vertical devolution at 41% - the same
as in its interim report for 2020-21.
It is at the same level of 42% of the divisible pool as recommended by the
14th Finance Commission.
It has made the required adjustment of about 1% due to the changed status
of the erstwhile State of Jammu and Kashmir into the new Union Territories
of Ladakh and Jammu and Kashmir.
Horizontal Devolution (Allocation between the States):
For horizontal devolution, it has suggested 12.5% weightage to demographic
performance, 45% to income, 15% each to population and area, 10% to
forest and ecology and 2.5% to tax and fiscal efforts.

3. (a) Aspirational India - better standards of living with access to health,
education and better jobs for all sections of the society

 (b) Economic Development for all - “Sabka Saath, Sabka Vikas, Sabka
Vishwas”.

 (c) Caring Society - both humane and compassionate; Antyodaya as an
article of faith.

 (d) Three broad themes are held together by:
Corruption free, policy-driven Good Governance.
Clean and sound financial sector.
Ease of Living underlined by the three themes of Union Budget
2020-21.
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 (e) Three components of Aspirational India:
Agriculture, Irrigation, and Rural Development
Wellness, Water, and Sanitation
Education and Skills

4. (a) The Gross State Domestic Product (GSDP) of Madhya Pradesh for
2020-21 (at current prices) is projected to be ̀  9,49,103 crore. This
is 4.7% higher than the revised estimate of GSDP for 2019-20
(` 9,06,672 crore).

 (b) Total expenditure for 2020-21 is estimated to be ̀  2,00,343 crore,
a 4.2% increase over the revised estimates of 2019-20.  As per the
revised estimate, the total expenditure in 2019-20 is estimated to be
` 1,92,301 crore, 16% lower than the budget estimate of ̀  2,28,888
crore.

 (c) In 2020-21, the highest allocation has been made towards the Education,
Sports, Arts and Culture sector (` 33,408 crore).  The expenditure of
this sector is estimated to be 10% higher in 2020-21 as compared to
the revised estimate of 2019-20.  Among the key sectors, the Energy
sector is estimated to have highest decrease in allocation in 2020-21
(27% decrease as compared to the revised estimate of 2019-20).

 (d) Total receipts (excluding borrowings) for 2020-21 are estimated to be
` 1,20,595 crore, a decrease of 17.6% as compared to the revised
estimate of 2019-20.  In 2019-20, total receipts (excluding borrowings)
are estimated to fall short of the budget estimate by ̀  25,008 crore
(decrease of 14.6%).

5. (a) To evolve a shared vision of national development priorities, sectors
and strategies with the active involvement of States.

 (b) To foster cooperative federalism through structured support initiatives
and mechanisms with the States on a continuous basis, recognizing
that strong States make a strong nation.

 (c) To develop mechanisms to formulate credible plans at the village level
and aggregate these progressively at higher levels of government.

 (d) To ensure, on areas that are specifically referred to it, that the
interests of national security are incorporated in economic strategy
and policy.
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6. NITI Aayog’s entire gamut of activities can be divided into four main heads:
(a) Design Policy & Programme Framework

 (b) Foster Cooperative Federalism
(c) Monitoring & Evaluation

 (d) Think Tank and Knowledge & Innovation Hub
7. [c]
8. [b]
9. [c]

10. [d]
11. [a]
12. [a]
13. [c]
14. [a]
15. [a]
16. [d]

5.18 SUMMARY

Finance Commission is a constitutional body for the purpose of allocation
of certain revenue resources between the Union and the State Governments.
It was established under Article 280 of the Indian Constitution by the Indian
President. It was created to define the financial relations between the Centre
and the states. It was formed in 1951. The recommendations made by the
Finance Commission are of an advisory nature only and therefore, not binding
upon the government. It is up to the Government to implement its
recommendations on granting money to the states. To put it in other words,
‘It is nowhere laid down in the Constitution that the recommendations of
the commission shall be binding upon the Government of India or that it
would amount to a legal right favouring the recipient states to receive the
money recommended to be provided to them by the Commission.
The Constitution of Finance Commission includes Chairman; four members
qualified as High Court judges, or are knowledgeable in finance or
experienced in financial matters and are in administration, or possess
knowledge in economics.
The Fifteenth Finance Commission was constituted by the Government of
India, after the approval from the President of India, through a notification
in the Gazette of India in November 2017. Nand Kishore Singh was
appointed as the commission's chairman, with its full-time members being
Shaktikanta Das and Anoop Singh and its part-time members being Ramesh
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Chand and Ashok Lahiri. However Ajay Narayan Jha was appointed
replacing Shaktikanta Das who resigned from the commission to serve as
the governor of the Reserve Bank of India.
The commission was set up to give recommendations for five years
commencing on 1 April 2020. The main tasks of the commission were to
"strengthen cooperative federalism, improve the quality of public spending
and help protect fiscal stability". Some newspapers like The Hindu and The
Economic Times noted that commission's job was harder because of the
rollout of goods and service tax (GST), as, it had taken certain powers
related to taxation away from states and the Union and had given it to the
GST Council.
It has recommended maintaining the vertical devolution at 41% - the same
as in its interim report for 2020-21.
It is at the same level of 42% of the divisible pool as recommended by the
14th Finance Commission. It has made the required adjustment of about
1% due to the changed status of the erstwhile State of Jammu and Kashmir
into the new Union Territories of Ladakh and Jammu and Kashmir.
For horizontal devolution, it has suggested 12.5% weightage to demographic
performance, 45% to income, 15% each to population and area, 10% to
forest and ecology and 2.5% to tax and fiscal efforts.
Revenue deficit grants emanate from the requirement to meet the fiscal needs
of the States on their revenue accounts that remain to be met, even after
considering their own tax and non-tax resources and tax devolution to them.
Revenue Deficit is defined as the difference between revenue or current
expenditure and revenue receipts that includes tax and non-tax.
Corporatizing at least one major port and its listing on stock exchanges to
be considered. Governance framework keeping with global benchmarks
needed for more efficient sea-ports. Economic activity along river banks to
be energised as per Prime Minister’s Arth Ganga concept.
Customs duty raised on footwear to 35% from 25% and on furniture goods
to 25% from 20%. Basic customs duty on imports of news print and light-
weight coated paper reduced from 10% to 5%. Customs duty rates revised
on electric vehicles and parts of mobiles.
The Gross State Domestic Product (GSDP) of Madhya Pradesh for
2020-21 (at current prices) is projected to be ` 9,49,103 crore. This is
4.7% higher than the revised estimate of GSDP for 2019-20 (` 9,06,672
crore).
The growth rate of Madhya Pradesh’s GSDP (at constant prices) was 7.6%
in 2019-20. Sectors:  In 2019-20, agriculture, manufacturing, and services
sectors contributed to 35%, 24% and 41% of the economy.  These sectors
grew by 7.7%, 4.6%, and 8.1%, respectively.
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The major sources of Kerala’s tax revenue apart from the Finance
Commission-mandated share from the Centre are Sales Tax/Value Added
Tax (VAT), Stamps and Registration Duty, Motor Vehicles Tax and State
Excise Duty.
Non-tax Revenue refers to sources of revenue which are outside the purview
of what is levied on wealth, income or property. States that are rich in
natural resources tend to raise revenues from non-tax sources like mining
minerals and metals, etc. Other main sources are Interest Receipts, Dividends
and Profits from State Public Sector Enterprises as well as returns from
user charges on general, social and economic services.
The NITI Aayog (Hindi for Policy Commission) (abbreviation for National
Institution for Transforming India) is a public policy think tank of the
Government of India, established with the aim to achieve sustainable
development goals with cooperative federalism by fostering the involvement
of State Governments of India in the economic policy-making process using
a bottom-up approach. Its initiatives include "15-year road map", "7-year
vision, strategy, and action plan", AMRUT, Digital India, Atal Innovation
Mission, Medical Education Reform, agriculture reforms (Model Land
Leasing Law, Reforms of the Agricultural Produce Marketing Committee
Act, Agricultural Marketing and Farmer Friendly Reforms Index for ranking
states), Indices Measuring States’ Performance in Health, Education and
Water Management, Sub-Group of Chief Ministers on Rationalization of
Centrally Sponsored Schemes, Sub-Group of Chief Ministers on Swachh
Bharat Abhiyan, Sub-Group of Chief Ministers on Skill Development, Task
Forces on Agriculture and up of Poverty, and Transforming India Lecture
Series.
NITI Aayog has started a new initiative on the advice of Prime Minister
Narendra Modi called NITI Lectures: Transforming India. The aim of this
initiative is to invite globally reputed policy makers, experts, administrators
to India to share their knowledge, expertise, experience in policy making
and good governance with Indian counterparts. This initiative will be a series
of lectures started with first lecture delivered by Deputy Prime Minister of
Singapore Mr. Tharman Shanmugaratnam. He delivered lecture on subject
called "India and the Global Economy" at Vigyan Bhavan, New Delhi. The
Prime Minister spoke about the idea behind this lecture series and stated
that his vision for India is rapid transformation, not gradual evolution.
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5.19 KEY TERMS

Finance Commission: Finance Commission is a constitutional body for
the purpose of allocation of certain revenue resources between the Union
and the State Governments. It was established under Article 280 of the
Indian Constitution by the Indian President. It was created to define the
financial relations between the Centre and the states.
Vertical Devolution (Devolution of Taxes of the Union to States): It
has recommended maintaining the vertical devolution at 41% - the same as
in its interim report for 2020-21. It is at the same level of 42% of the divisible
pool as recommended by the 14th Finance Commission. It has made the
required adjustment of about 1% due to the changed status of the erstwhile
State of Jammu and Kashmir into the new Union Territories of Ladakh and
Jammu and Kashmir.
Horizontal Devolution (Allocation between the States): For horizontal
devolution, it has suggested 12.5% weightage to demographic performance,
45% to income, 15% each to population and area, 10% to forest and ecology
and 2.5% to tax and fiscal efforts.
Revenue Deficit Grants to States: Revenue deficit grants emanate from
the requirement to meet the fiscal needs of the States on their revenue
accounts that remain to be met, even after considering their own tax and
non-tax resources and tax devolution to them. Revenue Deficit is defined as
the difference between revenue or current expenditure and revenue receipts
that includes tax and non-tax.
Ports & Water-ways: Corporatizing at least one major port and its listing
on stock exchanges to be considered. Governance framework keeping with
global benchmarks needed for more efficient sea-ports. Economic activity
along river banks to be energised as per Prime Minister’s Arth Ganga
concept.
New Economy: To take advantage of new technologies: Policy to enable
private sector to build Data Centre parks throughout the country to be
brought out soon.
Governance: Clean, corruption-free, policy driven, good in intent and most
importantly trusting in faith. Taxpayer Charter to be enshrined in the Statute
will bring fairness and efficiency in tax administration. Companies Act to be
amended to build into statutes, criminal liability for certain acts that are civil
in nature.
Customs Duties: Customs duty raised on footwear to 35% from 25%
and on furniture goods to 25% from 20%. Basic customs duty on imports
of news print and light-weight coated paper reduced from 10% to 5%.
Customs duty rates revised on electric vehicles and parts of mobiles.
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Budget Highlights: The Gross State Domestic Product (GSDP) of
Madhya Pradesh for 2020-21 (at current prices) is projected to be
` 9,49,103 crore. This is 4.7% higher than the revised estimate of GSDP
for 2019-20 (` 9,06,672 crore).
Madhya Pradesh’s Economy: The growth rate of Madhya Pradesh’s
GSDP (at constant prices) was 7.6% in 2019-20. Sectors:  In 2019-20,
agriculture, manufacturing, and services sectors contributed to 35%, 24%
and 41% of the economy.  These sectors grew by 7.7%, 4.6%, and 8.1%,
respectively.
Expenditure in 2020-21: Capital expenditure for 2020-21 is proposed
to be ` 29,887 crore, which is 0.5% less than the revised estimates of
2019-20. Capital expenditure includes expenditure affecting the assets and
liabilities of the state, such as: (i) capital outlay, i.e. expenditure which leads
to the creation of assets (such as bridges and hospitals), and (ii) repayment
and grant of loans by the state government.
Receipts in 2020-21: Total revenue receipts for 2020-21 are estimated
to be ̀  1,36,596 crore, a decrease of 8.1% over the revised estimates of
2019-20. Of this, ̀  57,661 crore (42.2%) will be raised by the state through
its own resources, and ̀  78,935 crore (57.8%) will come from the centre.
Resources from the centre will be in the form of state’s share in central
taxes (33.7% of revenue receipts) and grants (24.1% of revenue receipts).
Tax Revenue: The major sources of Kerala’s tax revenue apart from the
Finance Commission-mandated share from the Centre are Sales Tax/Value
Added Tax (VAT), Stamps and Registration Duty, Motor Vehicles Tax and
State Excise Duty.
Non-Tax Revenue: Non-tax Revenue refers to sources of revenue which
are outside the purview of what is levied on wealth, income or property.
States that are rich in natural resources tend to raise revenues from non-tax
sources like mining minerals and metals, etc. Other main sources are Interest
Receipts, Dividends and Profits from State Public Sector Enterprises
as well as returns from user charges on general, social and economic
services.
NITI Lectures: NITI Aayog has started a new initiative on the advice of
Prime Minister Narendra Modi called NITI Lectures: Transforming India.
The aim of this initiative is to invite globally reputed policy makers, experts,
administrators to India to share their knowledge, expertise, experience in
policy making and good governance with Indian counterparts.
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5.20 SELF-ASSESSMENT QUESTIONS AND
EXERCISES

Short Answer Questions

1. What is Finance Commission?
2. What is the Constitution of Finance Commission?
3. Sate any two functions of Finance Commission.
4. Mention any four recommendations of latest finance commission.
5. What is NITI Aayog?

Long Answer Questions

1. Give a brief about Constitution of Finance Commission.
2. Discuss various functions of Finance Commission.
3. Explain about the Recommendation of latest finance commission.
4. Discuss the Grants recommended by the 15th Finance Commission.
5. Explain the key features of Budget of Central Government 2020-21.
6. Discuss about the Budget of Madhya Pradesh (M.P.) 2020-21.
7. Explain the main Heads of Revenue and Expenditure of Central and State

Government.
8. Discuss the establishment of NITI Aayog (Constitution of NITI Aayog).
9. Explain the objectives of NITI Aayog.

10. Discuss the features of NITI Aayog.
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