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BLOCK 3 TAXATION and public debt
This block discusses various aspects pertaining to taxation and public debt with special reference to Indian economy. Taxes consist of direct tax or indirect tax, and may be paid in money or as its labour equivalent (often but not always unpaid). A tax may be defined as a "pecuniary burden laid upon individuals or property owners to support the government a payment exacted by legislative authority. Similarly block reveals the concepts related to public debt. Public debt is, in effect, an extension of personal debt, since individuals make up the revenue stream of the government. Public debt accrues over time when the government spends more money than it collects in taxation.

Unit 1 focuses on theories and approaches to taxation. It describes tax incidence; alternative concepts of tax incidence; aspects of individual taxes; principles of taxation and the allocative and equity aspects; approaches to taxation; theory of optimal taxation and excess burden of taxation.

Unit 2 deals with the government revenue and tax reforms in India. Main concerns of this unit are non tax revenue and its distribution; revenue of Union, States and local bodies and tax reforms in India.

The last unit that is unit 3 three reveals the aspects of public debt in Indian context. Public debt in India will be discussed followed by compensatory aspect of debt policy. Other areas of discussion will remain burden of public debt and sources, debt through created money, public borrowings and price level objectives, interdependence of fiscal and monetary policy and budgetary deficits and their implications.
UNIT 1

THEORIES AND APPROACHES TO TAXATION
Objectives

After completing this unit, you should be able to:

· Understand the concept of taxation and its purpose
· Become aware of the theory of tax incidence and its alternative concepts
· Know the aspects of individual taxes
· Explain the principles of taxation and its various approaches

· Discuss the theory of optimal taxation 

· Describe the excess burden of taxation 

Structure

1.1 Introduction 

1.2 Tax incidence
1.3 Alternative concepts of tax incidence
1.4 Aspects of individual taxes
1.5 Principles of taxation and the allocative and equity aspects

1.6 Approaches to taxation

1.7 Theory of optimal taxation

1.8 Excess burden of taxation

1.9 Summary

1.10 Further reading

1.1 INTRODUCTION

To tax (from the Latin taxo; "I estimate", which in turn is from tangō; "I touch") is to impose a financial charge or other levy upon a taxpayer (an individual or legal entity) by a state or the functional equivalent of a state such that failure to pay is punishable by law.

Taxes are also imposed by many sub national entities. Taxes consist of direct tax or indirect tax, and may be paid in money or as its labour equivalent (often but not always unpaid). A tax may be defined as a "pecuniary burden laid upon individuals or property owners to support the government a payment exacted by legislative authority." A tax "is not a voluntary payment or donation, but an enforced contribution, exacted pursuant to legislative authority" and is "any contribution imposed by government whether under the name of toll, tribute, tallage, gabel, impost, duty, custom, excise, subsidy, aid, supply, or other name.”

In modern taxation systems, taxes are levied in money, but in-kind and corvée taxation is characteristic of traditional or pre-capitalist states and their functional equivalents. The method of taxation and the government expenditure of taxes raised is often highly debated in politics and economics. Tax collection is performed by a government agency such as Canada Revenue Agency, the Internal Revenue Service (IRS) in the United States, or Her Majesty's Revenue and Customs (HMRC) in the UK. When taxes are not fully paid, civil penalties (such as fines or forfeiture) or criminal penalties (such as incarceration) may be imposed on the non-paying entity or individual.

Taxes in India are levied by the Central Government and the State Governments. Some minor taxes are also levied by the local authorities such the Municipality or the Local Council.

The authority to levy a tax is derived from the Constitution of India which allocates the power to levy various taxes between the Centre and the State. An important restriction on this power is Article 265 of the Constitution which states that "No tax shall be levied or collected except by the authority of law." Therefore each tax levied or collected has to be backed by an accompanying law, passed either by the Parliament or the State Legislature.

1.1.1 Purposes and effects
Funds provided by taxation have been used by states and their functional equivalents throughout history to carry out many functions. Some of these include expenditures on war, the enforcement of law and public order, protection of property, economic infrastructure (roads, legal tender, enforcement of contracts, etc.), public works, social engineering, and the operation of government itself. Governments also use taxes to fund welfare and public services. These services can include education systems, health care systems, pensions for the elderly, unemployment benefits, and public transportation. Energy, water and waste management systems are also common public utilities. Colonial and modernizing states have also used cash taxes to draw or force reluctant subsistence producers into cash economies.

Governments use different kinds of taxes and vary the tax rates. This is done to distribute the tax burden among individuals or classes of the population involved in taxable activities, such as business, or to redistribute resources between individuals or classes in the population. Historically, the nobility were supported by taxes on the poor; modern social security systems are intended to support the poor, the disabled, or the retired by taxes on those who are still working. In addition, taxes are applied to fund foreign and military aid, to influence the macroeconomic performance of the economy (the government's strategy for doing this is called its fiscal policy - see also tax exemption), or to modify patterns of consumption or employment within an economy, by making some classes of transaction more or less attractive.

A nation's tax system is often a reflection of its communal values or the values of those in power. To create a system of taxation, a nation must make choices regarding the distribution of the tax burden—who will pay taxes and how much they will pay—and how the taxes collected will be spent. In democratic nations where the public elects those in charge of establishing the tax system, these choices reflect the type of community that the public wishes to create. In countries where the public does not have a significant amount of influence over the system of taxation, that system may be more of a reflection on the values of those in power.

The resource collected from the public through taxation is always greater than the amount which can be used by the government. The difference is called compliance cost, and includes for example the labour cost and other expenses incurred in complying with tax laws and rules. The collection of a tax in order to spend it on a specified purpose, for example collecting a tax on alcohol to pay directly for alcoholism rehabilitation centers, is called hypothecation. This practice is often disliked by finance ministers, since it reduces their freedom of action. Some economic theorists consider the concept to be intellectually dishonest since (in reality) money is fungible. Furthermore, it often happens that taxes or excises initially levied to fund some specific government programs are then later diverted to the government general fund. In some cases, such taxes are collected in fundamentally inefficient ways, for example highway tolls.

Some economists, especially neo-classical economists, argue that all taxation creates market distortion and results in economic inefficiency. They have therefore sought to identify the kind of tax system that would minimize this distortion. Also, one of every government's most fundamental duties is to administer possession and use of land in the geographic area over which it is sovereign, and it is considered economically efficient for government to recover for public purposes the additional value it creates by providing this unique service.

Since governments also resolve commercial disputes, especially in countries with common law, similar arguments are sometimes used to justify a sales tax or value added tax. Others (e.g. libertarians) argue that most or all forms of taxes are immoral due to their involuntary (and therefore eventually coercive/violent) nature. The most extreme anti-tax view is anarcho-capitalism, in which the provision of all social services should be voluntarily bought by the person(s) using them.

1.2 TAX INCIDENCE
Tax incidence is the analysis of the effect of a particular tax on the distribution of economic welfare. Tax incidence is said to "fall" upon the group that, at the end of the day, bears the burden of the tax. The key concept is that the tax incidence or tax burden does not depend on where the revenue is collected, but on the price elasticity of demand and price elasticity of supply. For example, a tax on apple farmers might actually be paid by owners of agricultural land or consumers of apples.

The theory of tax incidence has a number of practical results. For example, United States Social Security payroll taxes are paid half by the employee and half by the employer. However, economists think that the worker is bearing almost the entire burden of the tax because the employer passes the tax on in the form of lower wages. The tax incidence is thus said to fall on the employee.

1.2.1 Example of tax incidence
Imagine a $1 tax on every barrel of apples an apple farmer produces. If the product (apples) is price inelastic to the consumer (where if price rose, a small demand loss will be accounted for by the extra revenue), the farmer is able to pass the entire tax on to consumers of apples by raising the price by $1: consumers are bearing the entire burden of the tax; the tax incidence is falling on consumers. On the other hand, if the apple farmer can't raise prices, because the product is price elastic (if prices rise, more demand will be lost than the extra revenue made) the farmer will have to bear the burden of the tax of face decreased revenues: the tax incidence is falling on the farmer. If the apple farmer can raise prices only $0.50, then they are sharing the tax burden. When the tax incidence falls on the farmer, this burden will flow back to owners of the relevant factors of production, including agricultural land and employee wages.

Where the tax incidence falls depends on the price elasticity of demand and price elasticity of supply. Tax incidence falls mostly upon the group that responds least to price (the group that has the most inelastic price-quantity curve).

1.2.2 Analysis
Inelastic supply, elastic demand
Because the producer is inelastic, he will produce the same quantity no matter what the price. Because the consumer is elastic, the consumer is very sensitive to price. A small increase in price leads to a large drop in the quantity demanded. The imposition of the tax causes the market price to increase from P without tax to P with tax and the quantity demanded to fall from Q without tax to Q with tax. Because the producer is inelastic, the quantity doesn't change much. Because the consumer is elastic and the producer is inelastic, the price doesn't change much. The producer is unable to pass the tax onto the consumer and the tax incidence falls on the producer. In this example, the tax is collected from the producer and the producer bears the tax burden. This is known as back shifting.

Similarly-elastic supply and demand
Most markets fall between these two extremes, and ultimately the incidence of tax is shared between producers and consumers in varying proportions. In this example, the consumers pay more than the producers, but not all of the tax. The area paid by consumers is obvious as the change in equilibrium price (between P without tax to P with tax); the remainder, being the difference between the new price and the cost of production at that quantity, is paid by the producers.

Inelastic demand, elastic supply
Because the consumer is inelastic, he will demand the same quantity no matter what the price. Because the producer is elastic, the producer is very sensitive to price. A small drop in price leads to a large drop in the quantity produced. The imposition of the tax causes the market price to increase from P without tax to P with tax and the quantity demanded to fall from Q without tax to Q with tax. Because the consumer is inelastic, the quantity doesn't change much. Because the consumer is inelastic and the producer is elastic, the price changes dramatically. The change in price is very large. The producer is able to pass almost the entire value of the tax onto the consumer. Even though the tax is being collected from the producer the consumer is bearing the tax burden. The tax incidence is falling on the consumer, known as forward shifting.

1.2.3 Macroeconomic perspective
The supply and demand for a good is deeply intertwined with the markets for the factors of production and for alternate goods and services that might be produced or consumed. Although legislators might be seeking to tax the apple industry, in reality it could turn out to be truck drivers who are hardest hit, if apple companies shift toward shipping by rail in response to their new cost. Or perhaps orange manufacturers will be the group most affected, if consumers decide to forgo oranges to maintain their previous level of apples at the now higher price. Ultimately, the burden of the tax falls on people—the owners, customers, or workers. 
However, the true burden of the tax cannot be properly assessed without knowing the use of the tax revenues. If the tax proceeds are employed in a manner that benefits owners more than producers and consumers then the burden of the tax will fall on producers and consumers. If the proceeds of the tax are used in a way that benefits producers and consumers, then owners suffer the tax burden. These are class distinctions concerning the distribution of costs and are not addressed in current tax incidence models. The US military offers major benefit to owners who produce offshore. Yet the tax levie to support this effort falls primarily on American producers and consumers. Corporations simply move out of the tax jurisdiction but still receive the property rights enforcement that is the mainstay of their income.

Other Considerations of Tax Burden
Consider a 5% import tax applied equally to all imports (oil, autos, hula hoops, and brake rotors; steel, grain, everything) and a direct refund of every penny of collected revenue in the form of a direct egalitarian "Citizen's Dividend" to every person who files Income Tax returns. At the macro level (aggregate) the people as a whole will break even. But the people who consume foreign produced goods will bear more of the burden than the people who consume a mix of goods. The people who consume no foreign goods will bear none of the burden and actually receive an increase in utility. On the producer side, the tax burden distribution will depend on whether a firm produces its goods within the sovereignty or outside the sovereignty. Firms that produce goods inside the sovereignty will increase their market share and their profits when compared to firms who offshore their production. And if the current mix of firms is tilted toward offshore production then the owners of firms will be burdened more than the consumers while the workers/employees will benefit from greater employment opportunity.

Clarification
The burden from taxation is not just the quantity of tax paid (directly or indirectly), but the magnitude of the lost consumer surplus or producer surplus. The concepts are related but different. For example, imposing a $1000 per gallon of milk tax will raise no revenue (because legal milk production will stop), but this tax will cause substantial economic harm (lost consumer surplus and lost producer surplus). When examining tax incidence, it is the lost consumer and producer surplus that is important. See the tax article for more discussion.

1.2.4 Other practical results
The theory of tax incidence has a large number of practical results, although economists dispute the magnitude and significance of these results:

· Because businesses are more sensitive to wages than employees, payroll taxes, employer mandates, and other taxes collected from the employer end up being borne by the employee. The tax is passed onto the employee in the form of lower wages. 

· If the government requires employers to provide employees with health care, the burden of this is likely fall on the employee to a great degree because the employer may pass on the burden in the form of lower wages. 

· Taxes on easily substitutable goods, such as oranges and tangerines, may be borne mostly by the producer because the demand curve for easily substitutable goods is quite elastic. 

· Similarly, taxes on a business that can easily be relocated are likely be borne almost entirely by the residents of the taxing jurisdiction and not the owners of the business. 

· The burden of tariffs (import taxes) on imported cars might fall largely on the producers of the cars because the demand curve for foreign cars might be elastic if car consumers may substitute a domestic car purchase for a foreign car purchase. 

· If consumers drive the same number of miles regardless of gas prices, then a tax on gasoline will be paid for by consumers and not oil companies (this is assuming that the price elasticity of supply of oil is high, which is incorrect. In this case both the price elasticity of demand and supply are very low). Who actually bears the economic burden of the tax is not affected by whether government collects the tax at the pump or directly from oil companies. 

1.2.5 Assessment
Assessing tax incidence is a major economics subfield within the field of public finance.

Most public finance economists acknowledge that nominal tax incidence (i.e. who writes the check to pay a tax) is not necessarily identical to actual economic burden of the tax, but disagree greatly among themselves on the extent to which market forces disturb the nominal tax incidence of various types of taxes in various circumstances.

The effects of certain kinds of taxes, for example, the property tax, including their economic incidence, efficiency properties and distributional implications, have been the subject of a long and contentious debate among economists. 
The empirical evidence tends support different economic models under different circumstances. For example, empirical evidence on property tax incidents tends to support one economic model, known as the "benefit tax" view in suburban areas, while tending to support another economic model, known as the "capital tax" view in urban and rural areas. 
There is an inherent conflict in any model between considering many factors, which complicates the model and makes it hard to apply, and using a simple model, which may limit the circumstances in which its predictions are empirically useful.

1.3 ALTERNATIVE CONCEPTS OF TAX INCIDENCE
1.3.1 Modern View of Tax Incidence or Musgrave’s View
Suppose government imposes a new sales tax upon a spare part for a car. The seller shift that tax (by raising the selling price) to the shoulder of the buyer in the belief that he will bear the burden of the tax. But the buyer may decide not to purchase that spare part from a shop. Instead he may decide to buy a similar one from second hand market or from black market. Thus as a result of sales tax, production in black market increases while the production that spare part in the legitimate market falls. As a result more workers may loose their job while some other find employment in the productive activity carried out for black market. Several other effects are also present. Anyway, every tax results in wide ranging changes in the economy. All the changes are mutually interdependent and intertwined with each other.
Traditional school analyses the effect of taxes by dividing the entire after effect of tax into 2 parts. First one is incidence of tax. The other, is all other remaining effects and changes, other than incidence. That is why, they considered incidence of tax as the eventual distribution of burden of tax. But Richard A Musgrave – The Theory of Public Finance – criticizes the traditional view. According to him, it is arbitrary and hence not correct to make a division between the total effect (or consequence) of a tax into two different parts, namely:

(i) Direct incidence &

(ii) All other effects

The reason is that, all the various elements of the total change are mutually interdependent with each other. So it is not possible to divide the total effect into two parts. We have to consider all elements of the total effect in its wholeness. In this situation, Musgrave argues that, in order to examine and analyse the effects of taxation, we can follow a new approach. He says that, it is easy to identify different aspects of the total change rather than dividing the total change into two parts. He thus identifies three aspects to the total change. They are:

(i) Resource Transfer (RT) Aspect

(ii) Distributional Aspect or Incidence of Tax

(iii) Output Effect Aspect
(i) Resource Transfer (RT) means transfer of resources from private to public use by way of taxation.
(ii) Distributional aspect or incidence of taxation is the resulting change in the distribution of income available for private use as a result of a tax.
(iii) Output effect means, whenever there is a change in tax it will result in the level of output or real income.
Thus for the analysis of total consequence of a tax, instead of dividing the entire effect into two separate parts, Musgrave distinguishes three different aspects of the total change. Thus this approach recognizes the mutual interdependence between all elements of the total change. More specifically, the distributional aspect of the total economic consequence is considered as tax incidence by Musgrave. He says there are three different concepts of incidence of taxation. They are:

(i)-Specific Tax Incidence or Absolute Tax Incidence

When there is a change in a particular tax such as change in the personal income tax, it results in a change in the state of distribution of income. That change in the distribution of income is called as Specific tax incidence.
For example: Suppose government decides to cut income tax. Thus disposable income of the people increases and they began to demand more goods. As a result prices also began to rise and it in turn results in an inflationary process in the economy. Thus Specific tax incidence involves both the initial change in tax and distributional change in income due to this inflation. The major disadvantage of this concept is that it is very difficult to separate the distribution impact of initial change in tax and the inflationary process. Moreover, distribution effect of inflation / deflation makes the concept more complex to analysis.
(ii) Differential Tax Incidence
The distributional change that results as one tax is situated for another one is referred to as Differential tax incidence. For example: Suppose government replace income tax worth one billion US $ with a cigarette excise duty of same worth. This tax change does not involve any increase in revenue to public use. Instead, it merely involves a re – distribution among households (HH). HH whose income tax is reduced will gain while other with high cigarette purchases will loss. Tobacco growers and cigarette workers will also loose as demand for cigarette falls. As disposable income of these people, who were earlier paying income tax, increases, they demand for products. Thus producers who are selling such products will gain. Due these interdependent changes, the state of distribution of income in the economy undergoes vast changes. This resulting change in distribution of income compared to the initial distribution of income is referred as Differential incidence. 

(iii) Budget Incidence
To explain this concept we have to consider simultaneous change in Tax and Expenditure Policy of government. In the analysis of Specific tax incidence and Differential tax incidence we considered changes in tax alone and assumed that there is no change in the public expenditure. But here, we consider changes in both tax and public expenditure. Changes in tax will bring sufficient revenue to undertake the proposed change in public expenditure.
Thus Budget incidence is that change in the distribution of income results from a simultaneous change in tax and expenditure policy. A good example is the imposition of 2% surcharge upon personal and corporate income tax by government to raise adequate revenue to meet additional expenditure of rehabilitation works in earthquake-hit areas of Gujarat. The resulting changes, due to the change in tax and added expenditure of rehabilitation in the state of distribution of income is referred as Balanced Budget incidence.

1.4 ASPECTS OF INDIVIDUAL TAXES
The "tax net" refers to the types of payment that are taxed, which included personal earnings (wages), capital gains, and business income. The rates for different types of income may vary and some may not be taxed at all. Capital gains may be taxed when realized (e.g. when shares are sold) or when incurred (e.g. when shares appreciate in value). Business income may only be taxed if it is significant or based on the manner in which it is paid. Some types of income, such as interest on bank savings, may be considered as personal earnings (similar to wages) or as a realized property gain (similar to selling shares). In some tax systems, personal earnings may be strictly defined where labor, skill, or investment is required (e.g. wages); in others, they may be defined broadly to include windfalls (e.g. gambling wins).

Tax rates may be progressive, regressive, or proportional. A progressive tax taxes differentially according to how much has been earned. For example, the first $10,000 in earnings may be taxed at 5%, the next $10,000 at 10%, and any more income at 20%. Alternatively, a flat tax taxes all earnings at the same rate. A regressive income tax may tax income up to a certain amount, such as taxing only the first $90,000 earned. A tax system may use different taxation methods for different types of income. However, the idea of a progressive income tax has garnered support from economists and political scientists of many different ideologies, from Adam Smith in The Wealth of Nations[1] to Karl Marx in The Communist Manifesto.
Personal income tax is often collected on a pay-as-you-earn basis, with small corrections made soon after the end of the tax year. These corrections take one of two forms: payments to the government, for taxpayers who have not paid enough during the tax year; and tax refunds from the government for those who have overpaid. Income tax systems will often have deductions available that lessen the total tax liability by reducing total taxable income. They may allow losses from one type of income to be counted against another. For example, a loss on the stock market may be deducted against taxes paid on wages. Other tax systems may isolate the loss, such that business losses can only be deducted against business tax by carrying forward the loss to later tax years.

1.4.1 Types
Personal
A personal or individual income tax is levied on the total income of the individual (with some deductions permitted). It is often collected on a pay-as-you-earn basis, with small corrections made soon after the end of the tax year. These corrections take one of two forms: payments to the government, for taxpayers who have not paid enough during the tax year; and tax refunds from the government for those who have overpaid. Income tax systems will often have deductions available that lessen the total tax liability by reducing total taxable income. They may allow losses from one type of income to be counted against another. For example, a loss on the stock market may be deducted against taxes paid on wages.

Corporate
Corporate tax refers to a direct tax levied by various jurisdictions on the profits made by companies or associations and often includes capital gains of a company. Earnings are generally considered gross revenue minus expenses. Corporate expenses that relate to capital expenditures are usually deducted in full (for example, trucks are fully deductible in the Canadian tax system, while a corporate sports car is only partly deductible)over their useful lives by using % rates based on the class of asset they belong to.Notably, accounting rules about deductible expenses and tax rules about deductible expenses will differ at times, giving rise to book-tax differences. If the book-tax difference is carried over more than a year, it is referred to as a temporary difference, which then creates deferred tax or future assets and liabilities for the corporation, which are carried on the balance sheet.

Payroll
A payroll tax generally refers to two kinds of taxes. Taxes which employers are required to withhold from employees' pay, also known as withholding, pay-as-you-earn (PAYE) or pay-as-you-go (PAYG) tax. These withholdings contribute to the payment of an employee's personal income tax obligation; if the payments exceed this obligation, the employee may be eligible for a tax refund or carryforward to future periods.

Other group of payroll taxes is paid from the employer's own funds, either as a fixed charge per employee or as a percentage of each employee's pay. Payroll taxes often cover government social insurance programs such as social security, health care, unemployment, and disability. These payments do not count towards income taxes of employees and employers, but are normally deductible by the employer.

Inheritance
The inheritance tax, estate tax and death duty are the names given to various taxes which arise on the death of an individual. In international tax law, there is a distinction between an estate tax and an inheritance tax: the former taxes the personal representatives of the deceased, while the latter taxes the beneficiaries of the estate. However this distinction is not always respected. For example, the "inheritance tax" in the UK is a tax on personal representatives, and is therefore, strictly speaking, an estate tax.

Capital gains tax
A capital gains tax is the tax levied on the profit released upon the sale of a capital asset. In many cases, the amount of a capital gain is treated as income and subject to the marginal rate of income tax. However, in an inflationary environment, capital gains may be to some extent illusory: if prices in general have doubled in five years, then selling an asset for twice the price it was purchased for five years earlier represents no gain at all. Partly to compensate for such changes in the value of money over time, some jurisdictions, such as the United States, give a favorable capital gains tax rate based on the length of holding. European jurisdictions have a similar rate reduction to nil on certain property transactions that qualify for the participation exemption. In Canada, 20–50% of the gain is taxable income. In India, Short Term Capital Gains Tax (arising before 1 year) is 10% [15 % from F.Y 2008-09 as per Finance Act 2008] flat rate of the gains and Long Term Capital Gains Tax is nil for stocks & mutual fund units held 1 year or more, provided the sale of shares involved payment of Securities Transaction Tax and 20% for any other assets held 3 years or more.

1.5 PRINCIPLES OF TAXATION AND THE ALLOCATIVE AND EQUITY ASPECTS 
The Central Government shoulders the primary responsibility of discharging the key functions of stabilisation and growth in the arena of public finance. Maintaining a stable macroeconomic and fiscal environment, fostering increased rates of savings and investment, ensuring current account stability and maximizing growth are, thus, the main policy objectives. In addition, to ensure inclusive growth, the State must mobilise and allocate resources in a manner that allows the poor, vulnerable and disadvantaged sections of the population access to the benefits of growth. In practice, this enlarges the equity or allocative aspect in the public finances of the Central Government.

1.5.1 Equity (Fairness) and allocative efficiency
Equity is in the eye of the beholder. Definitions and concepts of equity are numerous, and attitudes about it diverse. But it is clear that policymakers care about equity. Because equity debates are often emotionally charged and personalized, they provide more political drama than the more arcane notions of allocative efficiency.

Broadly defined, equity relates to the distribution of income and people's ability to buy things, especially necessities, in the marketplace.

In tax policy, there are two competing notions of equity, (1) benefits-received, and (2) ability to pay. The first of these forms the basis of many fees, but also can pay a role in the design of taxes. When benefits are less direct and more difficult to define, the case for more general taxation is strengthened.
In the evaluation of taxes, the ability-to-pay notion of equity takes on two dimensions, (1) horizontal equity, and (2) vertical equity. A tax is said to be horizontally equitable if the tax paid by two or more entities in the same economic circumstances (income, consumption, or wealth, depending on the tax) pay identical tax amounts. The Minnesota Department of Revenue, in its 1992 report entitled Model Revenue System for Minneso~ asserts that horizontal equity is achieved when tax bases are broad; deductions, exclusions and exemptions are minimized; and differential tax rates on essentially similar activities or tax bases are avoided. This particular notion of fairness is related to efficiency because when equals are treated equally, it's more likely that the tax will be economical1y neutral and hence less likely to disrupt private economic decisions.

Vertical equity looks at the other dimension of fairness-how tax burdens compare across people with different amounts of tax base (usually income). A tax is said to be progressive, regressive, or proportional if the tax burden as a percentage of income rises, falls, or stays constant, respectively, as income rises. Whether taxes should be progressive, regressive, or proportional requires a value judgement. Generally, some amount of tax progressivity is widely accepted, particularly as it relates to the extremes of the income distribution. Regressivity can be a policy outcome, but it's rarely, if ever, a policy goal. It is important to note that while some taxes, like the gas tax and cigarette tax, have flat rates, their "incidence" with respect to income is progressive or regressive depending on how consumption (and hence taxes paid) varies by income class.
The Department of Revenue's Tax Incidence Study 1999 estimates that the incidence of Minnesota's state and local tax system is barely proportional-the personal income tax largely offsets the regressivity of the property, sales and excise taxes.26 A 50-state study of tax system incidence prepared for the Citizens for Tax Justice shows that most other state tax systems are markedly regressive.

1.5.2 Efficiency

The principle of efficiency relates directly to the condition of "economic efficiency" discussed at the beginning of this section. It is important that tax policy not distort private market decisions, unless distortion is an explicit goal (as might be the case with a cigarette tax increase enacted to reduce smoking, for example).

Market distortion can occur when taxes change the price of some products or inputs, relatively more than others, causing private decisions about production and consumption to change. Tax induced distortion (economic inefficiency) occurs when, for example, an employer elects to self –insure in order to avoid the increasing burden of MCHA assessments and state insurance regulation. To promote economic efficiency, the Department of Revenue generally recommends broad-based taxes with low rates, as opposed to narrow ones with high rates.

Taxes should also be administratively efficient, meaning they should be designed to minimize the cost of collection. Lower collection costs reduce government spending and taxes. Taxes should be designed to maximize voluntary compliance, and minimize taxpayer compliance costs.

1.5.3 Visibility

The important principle of visibility is often overlooked, particularly in legislative settings. The reasons are clear. Taxpayers rarely complain about hidden taxes. But if taxpayers don't know they're paying taxes they can't provide the important citizen oversight presumed by our founding fathers. Taxpayers need to be able to make informed judgements about the cost of government and how their tax burden will change as a result of personal and policy decisions. This principle is fundamental to the notion of accountability.
Because the principle of visibility is often overlooked, many taxpayers suffer from what can be called a ''fiscal illusion." They're convinced that a tax diverted to business, health care providers, or insurance companies, is a tax avoided. l' In reality, taxes are paid by people, not entities. Through a process of "tax shifting", taxes on businesses or other organizations are eventually paid by people in the form of higher prices, lower wages or lower investment returns.
Hidden taxes mask the true cost of government and facilitate its growth beyond what taxpayers might knowingly support. Economic efficiency, accountability, and the health of democracy are ·improved when taxes are made more visible.

1.5.4 Simplicity

A good tax is also a simple tax. Taxpayers should know why the tax is'being levied, who's responsible for the tax, and how it's calculated and paid. Tax administrators should know the same. Besides reducing administrative and compliance costs, simplicity breeds an increased sense of fairness, better compliance and more accountability.

If over exercised, the simplicity principle can produce inequities. Equity and simplicity are two tax principles most in conflict. Blind pursuit of either can lead to too little of the other.
To further the goal of simplicity, the Department of Revenue recommends that tax systems minimize the use of deductions, exclusions, and exemptions. Simplicity is particularly important for taxes in which taxpayers must initially determine their own tax assessment or when they are responsible for recognizing what constitutes a taxable transaction.

1.5.5 Stability and Adequacy

Taxes are assessed to meet public funding needs. As such, they should raise the required amount of revenue. This is usually no problem in the short run, since tax bases can generally be forecasted a short time ahead with sufficient accuracy.
The issues here are long run. The public finance literature generally says the demand for public services rises when incomes rise. Though the cost of income support and human service programs tend to fall in good times, public support for enhancing program benefits and enacting new spending commitments increases when the economy is strong. Consequently, tax collections that grow proportionately with income will more likely provide adequate revenues over time. Tax revenues dedicated to specific programs, like health care or transportation, must likewise grow as program expenditures grow.
The principle favoring stable and adequate taxes is understandable. No one likes disruption. Government employees like· to get paid, the state has near contract-like arrangements with local governments and human service and health care providers, and businesses and other taxpayers hate the sudden, unexpected changes in the tax code that often accompany budget crises.

1.5.6 Competitiveness

New information technologies and other advances are reducing the significance of "place" in the conduct of economic activity. No state can afford to ignore this. John Shannon, a veteran public finance practitioner, compares the states to a convoy of ships. When the seas get rough, they stay closer together times of rapid change and uncertainty; he advises states not to fall too far behind in providing quality education and important public infrastructure like roads and telecommunications facilities. He' also warns states not to get too far ahead of the convoy in assessing new or unusually high tax burdens.

The Department of Revenue's Model Revenue report advises that Minnesota should "make the general tax structure competitive for all types of businesses and their employees, rather than to devise special targeted tax breaks for particular businesses or business expansions.
1.6 APPROACHES TO TAXATION
1.6.1 BENEFIT PRINCIPLE
A taxation principle stating that taxes should be based on the benefits received. The benefit principle works from the proposition that those who receive the greatest benefits should pay the most taxes. The benefit principle is commonly used for near-public goods such as highways, libraries, college, and national parks. This is one of two taxation principles. The other is the ability-to-pay principle, which states taxes should be based on income or the ability to pay taxes. 

The benefit principle states that taxes should be based on the benefits received, that is, those who receive the greatest benefits should pay the most taxes. On the surface, this principle is quite logical and easily justified. The people who benefit from public goods are logically the ones who should pay for their provision. Drivers should pay for highways, library patrons should pay for libraries, students should pay tuition, camping enthusiasts should pay for national parks, and the list goes on. 

However, the benefit principle does not work well for the efficient provision of public (and near-public) goods. Due to nonrival consumption, such goods are efficiently allocated with a zero price. If those who benefit directly from a public or near-public good pay a price equal to the value derived, as would be the case for private goods, then the "quantity demanded" declines and so too does the overall level of benefit generated. This is not efficient. 

From the Market Side

The benefit principle is consistent with the market side of resource allocation, and is thus quite appealing to both economists and the general public. If Duncan Thurly never uses the Shady Valley Municipal swimming pool, then why should he pay for it? 

This principle of tax fairness is most often applied to near-public goods that are characterized by nonrival consumption and the ability to exclude nonpayers, such as turnpikes, college education, and public parks. Because nonpayers can be excluded from consuming near-public goods, tax payments (entrance fees, tuition, etc.) can be based on the benefits received. It seems reasonable and fair that if nonpayers CAN be excluded from consumption, then they SHOULD be excluded. It seems reasonable and fair that those who benefit most from government services, those who are willing to pay for government services, should be the primary source of paying for these services. 
What about Efficiency?

There is, however, a major problem with the benefit principle. It does not work well for the efficient provision of either public or near-public goods. Due to nonrival consumption, both public and near-public goods are efficiently provided at zero cost, at zero prices, to members of society. Just because governments CAN charge for near-public goods, doesn't mean they should. If those who benefit directly from a public or near-public good pay a price equal to the value derived, as would be the case for private goods, then according to the law of demand the "quantity demanded" declines and so too does the overall level of benefit generated. This is not an efficient outcome. 

While the benefit principle is commonly used for near-public goods, taking this approach for public goods is exceedingly difficult. Due to the inability to exclude nonpayers from consuming public goods, identifying the benefits received, which would then be the basis for setting the amount of the tax, is virtually impossible. While everyone benefits from national defense, does everyone benefit equally? If not, then who benefits more? And can this be translated into different tax payments?
1.6.2 ABILITY-TO-PAY PRINCIPLE
A taxation principle stating that taxes should be based on the ability to pay taxes, is called as ability to pay principle. The ability-to-pay principle works from the proposition that those who have the greatest income should pay the most taxes. The ability-to-pay principle is the only reasonable way to finance the provision of public goods such as national defense, public health, and environmental quality. This is one of two taxation principles. The other is the benefit principle, which states taxes should be based on the benefits received. 
The ability-to-pay principle states that taxes should be based on the ability to pay taxes, that is, those who have more income should pay more taxes. This principle also makes a great deal of sense, especially for the provision of public goods that are consumed by all. If everyone benefits from public goods, without exclusion, then everyone should pay. However, not everyone CAN pay, so those who CAN afford to pay, need to bear the burden. 

Fair and equitable application of the ability-to-pay principle also entails that those with the same income pay the same taxes and those with different incomes pay different taxes. These are termed horizontal equity and vertical equity, respectively. 

A Transfer of Income

Taxes are a means of transferring the purchasing power of income from members of society to governments. Government is able to provide public goods and undertake government operations if it has command over resources. This command is achieved with taxes, with the transfer of income from members of society. Income can only be transferred from those who have income. This is the basis for the ability-to-pay principle. 

Taking this notion a step further, those who have more income can afford to pay more taxes, that is, they have a greater ability to pay. In addition, even though taxes are imposed on a wide range of tax bases (sales, property, wealth), all taxes are ultimately paid with income. The ability-to-pay principle then implies that the best generate the revenue needed for government operations is collect taxes on income, ALL income without exclusion. All income should be included, not just wage earnings, or corporate profits, or income used for consumption, or just the income remaining after a myriad of special deductions or exemptions. 

A Matter of Efficiency

In fact, the only efficient way to provide public goods, goods that are nonrival in consumption, is through the ability-to-pay principle. Because efficiency requires that public goods be provided at a zero price to members of society, tax payments cannot be in any way attached to who benefits. If tax payments are perceived as a price based on benefits received, then efficiency is not achieved. The revenue generated to finance the provision of public goods must be based on some other criterion. The ability that members of society have to pay taxes is as good as any and better than most. 

Equity: Horizontal and Vertical

The ability-to-pay principle has two additional criteria. It also seems "fair" and equitable that those with the same ability to pay should pay the same taxes and those with different abilities should pay different taxes. More specifically these are termed horizontal equity and vertical equity. 

· Horizontal Equity: This tax equity principle states that people with the same ability to pay taxes should pay the same amount of taxes. Suppose, for example, that Jonathan McJohnson earns $50,000 of income as a junior executive at Omni Conglomerate, Inc. and pays $5,000 income taxes, a rate of 10%. Horizontal equity results if Manny Mustard, the proprietor of Manny Mustard's House of Sandwich, pays a like $5,000 of taxes on a like $50,000 of income earned from his sandwich-making business. 

· Vertical Equity: This tax equity principle states that people with a different ability to pay taxes should pay a different amount of taxes. Once again, let's say that Jonathan McJohnson earns $50,000 of income as a junior executive at Omni Conglomerate, Inc. and pays $5,000 income taxes, a rate of 10%. Vertical equity results if Lisa Quirkenstone, a clerk at the Mega Mart Discount Warehouse Supercenter, pays $500 of taxes on $5,000 of income earned from her job, also 10%. Jonathan has greater ability and pays more taxes.

1.7 THEORY OF OPTIMAL TAXATION
Optimal tax theory is the study of how best to design a tax to minimize distortion and inefficiency subject to raising set revenues through distortionary taxation. A neutral tax is a theoretical tax which avoids distortion and inefficiency completely. Other things being equal, if a tax-payer must choose between two mutually exclusive economic projects (say investments) that face the same pre-tax risk and returns, the one with the lower tax or with a tax break would be chosen by the rational actor. With that insight, economists argue that generally taxes distort behavior. For example, since only economic actors who engage in market activity of "entering the labor market" get an income tax liability on their wages, people who are able to consume leisure or engage in household production outside the market by say providing housewife services in lieu of hiring a maid are taxed more lightly. With the "Married filing jointly" tax unit in American income tax law, the second earner's income is placed on top of the first wage earner's taxable income and thus gets the highest marginal rate. This type of tax creates a large distortion disfavoring women from the labor force during years when the couple has great child care needs.

The incidence of sales taxes on commodities also leads to distortion if say food prepared in restaurants are taxed but supermarket bought food prepared at home are not taxed at purchase. If the taxpayer needs to buy food at fast food restaurants because he/she is not wealthy enough to purchase extra leisure time (by working less) he/she pays the tax although a more prosperous person who say enjoys playing at being a home chef is more lightly taxed. This differential taxation of commodities may cause inefficiency (by discouraging work in the market in favor of work in the household).

Ramsey (1927) developed a theory for optimal commodity sales taxes. The intersection on downward sloping demand curve and upward sloping supply curves implies that there is producer surplus and consumer surplus. Any sales tax reduces output and imposes a deadweight loss (DWL). If we assume nonvarying demand and supply elasticities, then a single uniform rate of tax on all commodities would seem to minimize the sum area of all such DWL triangles. Ramsey proposed that we assume suppliers were all perfectly elastic in their responses to price changes from tax and then concluded that taxes on goods with more inelastic consumer demand response would have smaller DWL distortions. Thus, we would tax MILK more heavily than PAPAYA JUICE if consumers were more inelastic in their demand for cow’s milk. The DWL triangles are now called Harberger triangles (after Arnold Harberger).

Modern theory of optimal taxation looks for marginal deadweight losses, and can be used to evaluate the efficiency of tax reforms (Mayshar 1990, Slemrod & Yitzhaki 1996).

The standard theory of optimal taxation posits that a tax system should be chosen to maximize a social welfare function subject to a set of constraints. The literature on optimal taxation typically treats the social planner as a utilitarian: that is, the social welfare function is based on the utilities of individuals in the society. In its most general analyses, this literature uses a social welfare function that is a nonlinear function of individual utilities. Nonlinearity allows for a social planner who prefers, for example, more equal distributions of utility. However, some studies in this literature assume that the social planner cares solely about average utility, implying a social welfare function that is linear in individual utilities. For our purposes in this essay, these differences are of secondary importance, and one would not go far wrong in thinking of the social planner as a classic “linear” utilitarian.
To simplify the problem facing the social planner, it is often assumed that everyone in society has the same preferences over, say, consumption and leisure. Sometimes this homogeneity assumption is taken one step further by assuming the economy is populated by completely identical individuals. The social planner’s goal is to choose the tax system that maximizes the representative consumer’s welfare, knowing that the consumer will respond to whatever incentives the tax system provides. In some studies of taxation, assuming a representative consumer may be a useful simplification. However, as we will see, drawing policy conclusions from a model with a representative consumer can also in some cases lead to trouble.
After determining an objective function, the next step is to specify the constraints that the social planner faces in setting up a tax system. In a major early contribution, Frank Ramsey (1927) suggested one line of attack: suppose the planner must raise a given amount of tax revenue through taxes on commodities only. Ramsey showed that such taxes should be imposed in inverse proportion to the representative consumer’s elasticity of demand for the good, so that commodities which experience inelastic demand are taxed more heavily. Ramsey’s efforts have had a profound impact on tax theory as well as other fields such as public goods pricing and regulation. However, from the standpoint of the optimal taxation literature, in which the goal is to derive the best tax system, it is obviously problematic to rule out some conceivable tax systems by assumption. Why not allow the social planner to consider all possible tax schemes, including nonlinear and interdependent taxes on goods, income from various sources, and even non-economic personal characteristics?
But if the social planner is allowed to be unconstrained in choosing a tax system, then the problem of optimal taxation becomes too easy: the optimal tax is simply a lump-sum tax. After all, if the economy is described by a representative consumer, that consumer is going to pay the entire tax bill of the government in one form or another. Absent any market imperfection such as a preexisting externality, it is best not to distort the choices of that consumer at all. A lump-sum tax accomplishes exactly what the social planner wants. In the world, there are good reasons why lump-sum taxes are rarely used. Most important, this tax falls equally on the rich and poor, placing a greater relative burden on the latter. When Margaret Thatcher, during her time as the Prime Minister of the United Kingdom, successfully pushed through a lump-sum tax levied at the local level (a “community charge”) beginning in 1989, the tax was deeply unpopular. As the New York Times reported in 1990, “Widespread anger over the tax threatens Mrs. Thatcher's political life, if not her physical safety. And it may prove to be the last hurrah for her philosophy of public finance, in which the goals of efficiency and accountability take precedence over the values of the welfare state” (Passell, 1990). The tax was quickly revoked, and not coincidentally, Thatcher’s term of office ended not long after.
As this episode suggests, the social planner has to come to grips with heterogeneity in taxpayers’ ability to pay. If the planner could observe differences among taxpayers in inherent ability, the planner could again rely on lump-sum taxes, but now those lump-sum taxes would be contingent on ability. These taxes would not depend on any choice an individual makes, so it would not distort incentives, and the planner could achieve equality with no efficiency costs. Actual governments, however, cannot directly observe ability, so the model still fails to deliver useful and realistic prescriptions.

Practice

Despite the ambiguity of economic theory, public policy over the last three decades has steadily moved toward lower marginal tax rates on high earners. Figure 2 shows the top marginal tax wedge, which combines the top marginal income tax rate with the rate of value-added tax (or general sales tax) for OECD countries from 1983 to 2007. The average top marginal tax wedge in OECD countries has fallen steadily over this period, from nearly 80 percent to just above 60 percent. Most of this decline is due to a decline in top marginal income tax rates assessed by the central government, which has fallen to just above 50 percent over this period. Sub-central and payroll tax rates have remained essentially flat, while value-added and general sales taxes have increased somewhat.
The very top marginal rate shown in Figure 2, however, may be misleading because it tells us nothing about the range of incomes over which it applies. For instance, in 2006 the top marginal rate in the United Kingdom applied to a worker earning 134 percent of the average employee compensation, while in the United States the corresponding cutoff was 653 percent. If the minimum income to which top rates apply has fallen over time, then a wider range of high income workers are being taxed at a high marginal rate. 
1.8 Excess burden of taxation

In economics, the excess burden of taxation, also known as the distortionary cost or deadweight loss of taxation, is the economic loss that society suffers as the result of a tax, over and above the revenue it collects. It is assumed that distortions occur because people or firms change their behaviour in order to reduce the amount of tax they must pay. Excess burdens can be measured using the average cost of funds or the marginal cost of funds (MCF). Excess burdens were first discussed by Adam Smith.

An equivalent kind of inefficiency can also be caused by subsidies (that are actually taxes with negative rates).

Economic losses due to taxes were evaluated to be as low as 2.5 cents per dollar of revenue, and as high as 30 cents per dollar of revenue (on average), and even much higher at the margins. See Martin Feldstein, Tax Avoidance and the Deadweight Loss of the Income Tax, 81(4), Review of Economics and Statistics (1999), at p. 674; Charles L. Ballard, John B. Shoven and John Whalley, The Welfare Cost of Distortions in the United States Tax System: A General Equilibrium Approach, National Bureau of Economic Research Working Paper No. 1043. For a review of literature arguing that moving to a uniform taxation of investment will lead to 0.1% to 0.3% increase in GNP, see Lawrence H. Summers, Should Tax Reform Level the Playing Field?, National Bureau of Economic Research Working Paper No. 2132, Cambridge, MA, January 1987.

1.8.1 Measures of the excess burden
The cost of a distortion is usually measured as the amount that would have to be paid to the people affected by it, in order to make them indifferent to its presence. The excess burden of a tax depends upon two things. The first is the compensated demand or supply elasticity of the good being taxed: the more elastic the demand or supply, the greater the excess burden. The second is the tax rate: as a general rule, the excess burden of a tax increases with the square of the tax rate.

The average cost of funds is the total cost of distortions divided by the total revenue collected by a government. In contrast, the marginal cost of funds (MCF) is the size of the distortion that accompanied the last unit of revenue raised (ie, the rate of change of distortion with respect to revenue). In most cases, the MCF increases as the amount of tax collected increases.

The standard position in economics is that the costs in a cost-benefit analysis for any tax-funded project should be increased according to the marginal cost of funds, because that is close to the deadweight loss that will be experienced if the project is added to the budget, or to the deadweight loss removed if the project is removed from the budget.

1.8.2 Distortion and redistribution
In the case of progressive taxes, the distortionary effects of a tax may be accompanied by other benefits: the redistribution of dollars from wealthier people to poorer people who obtain more benefit from them.

In fact almost any tax measure will distort the economy from the path or process that would have prevailed in its absence (land value taxes are a notable exception). For example a sales tax applied to all goods will tend to discourage consumption of all the taxed items, and an income tax will tend to discourage people from earning money in the category of income that is taxed (unless they can manage to avoid being taxed). Some people may move out of the work force (to avoid income tax); some may move into the cash or black economies (where incomes are not revealed to the tax authorities).

For example, in Western nations the incomes of the relatively affluent are taxed partly to provide the money used to assist the relatively poor. As a result of the taxes (and associated subsidies to the poor), incentives are changed for both groups. The relatively rich are discouraged from declaring income and from earning marginal (extra) income, because they know that any additional money that they earn and declare will be taxed at their highest marginal tax rates. At the same time the poor have an incentive to conceal their own taxable income (and usually their assets) so as to increase the likelihood of their receiving state assistance. It can be argued that the distortion of incentives (the move away from a fiscally neutral stance that does not affect incentives) does more harm than good.

One of the main distortions sometimes said to have arisen in the USA and the UK as a result of tax policy is the creation of a permanent underclass, dependent on welfare and discouraged (by the tax system) from seeking work and betterment. In some countries the tax system can be badly designed to deal with such issues, e.g. sometimes the marginal tax rate that applies to earned income (as someone takes work attempting to escape from unemployment and welfare) is so high that the person's take-home income (post-tax and after taking account of any benefits or welfare receipts) does not increase as a result of taking work. This is known as the welfare trap.

There was an example of distortion of the economy by tax policy some years ago in the UK when cars supplied by employers to their employees were taxed at advantageous rates (e.g. encouraging the growth of company car fleets). Over several years the distortion grew to the point that the majority of cars used by working families were company cars and the dealership structures, and even the types of cars used, altered to adjust to the tax regime.

1.8.3 Deliberate distortion
Not all distortions are bad: Pigovian taxes create distortions that correct for externalities and therefore have a negative MCF.

Here, the fiscal distortion is deliberate, so as to compensate for externalities. "Sin taxes" on alcohol, tobacco, pornography, etc. may be levied so as to discourage their consumption. Such an approach is often preferable to outright prohibition, since prohibition incites trafficking, often resulting in crime and other social costs, but no revenue. Similarly, taxes such as a carbon tax, may be levied on emission of pollutants, in order to encourage corporations to adopt cleaner methods of production.

Activity 1
1. Discuss the theory of tax incidence. What are the implications of tax incidence in practice?

2. Explain the aspects and principles of taxation.

3. What are various approaches to taxation? Discuss the theory of optimal taxation.

4. Give a brief account of excess burden of taxation.

1.9 summary

Funds provided by taxation have been used by states and their functional equivalents throughout history to carry out many functions. Some of these include expenditures on war, the enforcement of law and public order, protection of property, economic infrastructure (roads, legal tender, enforcement of contracts, etc.), public works, social engineering, and the operation of government itself. Governments also use taxes to fund welfare and public services and hence taxation is an important part of economic development. Further in the unit the theory of tax incidence and alternative concepts of tax incidence have been discussed. Aspects of individual taxes had been focused and principles of taxation are revealed. Approaches of taxation were dealt in detail followed by theory of optimal taxation. Finally excess burden of taxation is discussed in a detailed manner.
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UNIT 2

GOVERNMENT REVENUE AND TAX REFORMS
Objectives

After reading this unit, you should be able to:

· Understand  the concept of non tax revenue and its distribution among union, state and local governments
· Know various policy initiatives regarding distribution of revenues in India in the light of commission reports
· Identify the reforms related to taxation in India
Structure

2.1 Introduction 

2.2 Non tax revenue and its distribution
2.3 Revenue of Union, States and local bodies
2.4 Tax reforms in India
2.5 Summary

2.6 Further readings

2.1 INTRODUCTION

Tax revenue is the income that is gained by governments because of taxation of the people.

Just as there are different types of tax, the form in which tax revenue is collected also differs; furthermore, the agency that collects the tax may not be part of central government, but may be an alternative third-party licensed to collect tax which they themselves will use. 

Tax revenues on purchases can come from two forms: 'tax' itself is a percentage of the price added to the purchase (such as sales tax in US states, or VAT in the UK), while 'duty' is a fixed amount added to the purchase price (such as is commonly found on cigarettes). In order to calculate the total tax raised from these sales, we must work out the effective tax rate multiplied by the quantity supplied.

2.1.1 Changes in taxation level
The effect of a change in taxation level on total tax revenue depends on the good being investigated, and in particular on its price elasticity of demand. Where goods have a low elasticity of demand (they are price inelastic), an increase in tax or duty will lead to a small decrease in demand - not enough to offset the higher tax raised from each unit. Overall tax revenue will therefore rise. Conversely, for goods which are price elastic, an increase in tax rate or duty would lead to a fall in tax revenue.

Laffer curve
The Laffer curve theorises that, even price inelastic goods (such as addictive necessary items), there will be a tax revenue maximising point, beyond which total tax revenue will fall as taxes increase. This may be due to a number of causes:

· A cost limit on what can actually be afforded 

· The existence of expensive substitutes (which become less expensive) 

· An increase in tax avoidance (through the black market or similar) 

Revenue Administration

Public Sector: A limiting factor in determining the size of a budget in the public sector is the capacity to tax. Per capita personal income is the most often used measure of relative fiscal capacity. But this measure fails to base tax capacity computation on other important tax bases like the sales and property tax and corporate income taxes. A representative tax system should assess the level of personal income, the value of retail sales and the value of property to compute fiscal capacity. To do so the average tax rate for each base is computed by dividing the total revenue derived by the total value of the base. Thus, as an example, income taxes collected would be divided by total income to yield a rate of taxation.

Personal Income Tax     Sales Tax       Property Tax    Corporate Tax
Total revenue         total revenue   total revenue   total revenue

The averages of each tax base can be used in comparison to other states or communities, that is, the average of other states or communities, to determine whether or not a government compares favorably regionally or nationally. A state or community's standing on these various bases may affect its ability to attract new industry. The resulting rates, high or low in comparison, can become targets for change. The mission of revenue administration is to provide prudent and innovative revenue, investment and risk management and to regulate the use of government capital.

There are four core responsibilities for the revenue administrator: 1. Manage and invest financial assets prudently. 2. Administer tax and revenue programs fairly and efficiently. 3. Manage risk associated with loss of public assets. 4. Regulate capital expenditures. Example of Balance: The Conflict of Economic Development and the Tax Base

New real estate development may not only enhance the economic base of a state or community, and it may also expand the tax base. It is not always the case, however, that new developments, especially if not properly planned, can in the aggregate, have a negative impact on the tax base. Economic development traditionally focuses on such things as job generation, the provision of affordable housing, and the creation of retail centers. Tax base expansion focuses primarily on maintaining and enhancing real estate values within the municipality. Municipalities tend to pursue economic development with almost a religious fervor, and often do not think strategically about the overall real estate impacts of their economic development initiatives. Yet the existing tax base in almost every municipality throughout the United States is an important source of revenue for funding municipal and school expenditures.

For public sector officials it is important to recognize the potential for a conflict between these two distinct, yet overlapping areas of public policy, and to establish procedures to achieve the proper balance in this regard. For real estate investors it is important to recognize when public policy is not fully cognizant of the impact of its actions on the real estate market, because of the potential negative impact on property values.

In summary, the concept of tax base management is really one of asset management and is particularly important in States where municipalities derive much of their revenue from their real estate assessments. City officials in Concord, New Hampshire found that a five percent overall increase in the assessed value of existing property would have the same impact on the tax rate as the addition of 2,000,000 square feet (190,000 m2) of new industrial property or 1,000,000 square feet (93,000 m2) of new office/R&D development, both of which are likely to take fifteen or more years to realize.

In addition to being responsible for managing the tax base, a community should also be responsible for helping to ensure economic prosperity for its citizens. These two goals can be in conflict unless a long-term view is taken regarding public policy actions, and unless the impact of alternate development actions and programs and priorities are not carefully evaluated. Good tax base management may lead to even better economic development, because investors and businesses will want to be in a community. Instead of offering incentives to attract business, they may be willing to pay to come to a community because it’s a good place to live, work, shop and play.
2.2 Non tax revenue and distribution

A. Interest Receipts
(a) Interest on loans to States
In pursuance of the recommendations of the Ninth Finance Commission (Second Report for the period 1990-95) as accepted by the Government, the State Plan loans advanced to States during 1984-89 and outstanding as at the end of 1989-90 have been consolidated for 15 years with 9% rate of interest. The Ninth/Tenth/Eleventh Finance Commission has not recommended any change in respect of the pre-1979 consolidated loans. 
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(b) Interest on loans to Union Territory Governments
The interest receipts are estimated at Rs. 698.92 crore in Revised Estimate 2001-2002 and at Rs. 677.03 crore in Budget Estimate 2002-2003.
(c) Interest payable by Railways
The estimates of dividend for the year 2001-2002 have been framed on the basis of the Second Report of RCC (1999), which was adopted by the Lok Sabha on 23.2.2001. In absence of subsequent recommendations of the RCC, the estimates for the year 2002-2003 have been framed on the basis of the arrangements adopted for 2001-2002. These arrangements are:
(i) Except for the Capital cost of residential buildings which bears dividend at 3.5 per cent, Railways pay dividend at 7% on entire dividend-paying capital irrespective of the year of investment (inclusive of 1.5% on dividend bearing capital less subsidy capital invested upto 31.3.1964, for payment to States in lieu of Passenger fares tax).

(ii) The Railways do not pay dividend on capital in respect of:
(1) Strategic Lines - the annual loss in respect of working of such lines is borne by General Revenues and surplus, if any, in their working is transferred to General Revenue’s upto the level of normal dividend.
(2) Unremunerative branch lines - the exemption of a particular branch line from payment of dividend on capital is based on annual review of the un-remunerativeness of the line, the remunerativeness being determined on the basis of the 'marginal cost' principle.
(3) Ferries, welfare buildings (hospitals, dispensaries, health units, clubs, institutes, schools and colleges, hostels and other welfare centres) and non-strategic portion of the Northeast Frontier Railway.

(4) Ore lines (Kiriburu-Bimlagarh and Sambhalpur-Titlagarh lines, which involve concessional rates of freight for the carriage of ore) provided that they are not remunerative, the remunerativeness being determined on the basis of the marginal cost' principle.
(5) 28 'new lines' taken up on or after 1st April, 1955 on 'other than financial' considerations, except those which become remunerative during the year adopting the 'marginal cost' principle; this arrangement applies also to Jammu-Kathua and Tirunelvelli - Trivandrum - Kanyakumari lines, which are known as 'national investments'.

On the 'new lines' other than those referred to above, dividend on capital invested is deferred during the period of construction as well as for the first five years after their opening. The deferred dividend is recoverable from the sixth year, provided the net income of the new lines leaves a surplus after payment of the current dividend. The account of the unliquidated deferred dividend on these lines is closed after a period of 20 years from the date of their opening, extinguishing any liability for deferred dividend not liquidated within that period.
(iii) 50 per cent of the outlay in a year on capital works-in-progress (which would otherwise be liable to payment of dividend) is exempted from payment of dividend for a period of three years. 

(iv) The above dividend concessions (except losses in the working of strategic lines) are provided to Railways in the form of subsidy from General Revenues.
(v) In years in which the net revenue of the Railways is not adequate to meet the current dividend liability, the shortfall in the payment of the current dividend is treated as deferred dividend liability (on which no interest is charged) to be discharged by Railways from surplus in future years.
Based on the principles mentioned above, the estimates of dividend payable by Railways for Revised Estimates 2001-2002 and Budget Estimates 2002-2003 work out as follows:-
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Out of the 1.5 per cent dividend paid by the Railways on the pre-1964-65 capital, an amount of Rs.23.12 crores is contributed by the Railways for being passed on to the States as grant in lieu of the repealed tax on railway passenger fares and the balance, which hitherto was contributed to the Railway Safety works fund, is from 2001-2002, credited to the newly created 'Railway Safety Works Fund' directly by the Railways with the approval of Ministry of Finance and the RCC (1999).
(d) Other Interest Receipts
The estimates under 'Other Interest Receipts' are in respect of interest on loans advanced to Public Sector Enterprises, Port Trusts and other Statutory Bodies, Cooperatives, Government servants, etc. and capital outlay on Departmental Commercial Undertakings.

The receipts also include interest from Railways against loans advanced to the Railway Development Fund.
B. Dividends and Profits:

The details are as follows:–
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(a) Currency, Coinage and Mint:- Profits from circulation of coins represents the difference between the face value of coins and their metal value. The receipts under 'Mints' relate mainly to refining and assaying charges. Receipts under 'Silver Refinery' mainly relate to sale proceeds of material auctioned.
(b) Other Fiscal Services:- The receipts mainly relate to contributions by Reserve Bank of India towards EFF charges payable to the International Monetary Fund, remunerations etc. received from IMF and penalties etc. realised against economic offences.
The receipts from the above commercial departments have been taken in reduction of expenditure and are dealt with in the Expenditure Budget.
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The Commercial Department receipts relate to Defence Services Canteen Stores Department (CSD) which are dealt with under net expenditure of Commercial Departments in the Expenditure Budget. The receipts of ‘Public Service Commission’ mainly represent examination fees, etc. of the Union Public Service Commission and Staff Selection Commission. The receipts of ‘Police’ are on account of Central Police Forces supplied to State Governments and other parties. 
These receipts also include the receipts of Delhi Police. The receipts under 'Supplies and Disposals' mainly relate to the fees for purchase and inspection of stores; and sale proceeds of surplus and obsolete stores disposed off through Directorate General of Supplies and Disposals. The receipts under ‘Stationery and Printing’ relate to government printing presses, sale of stationery, gazettes and government publications etc.
'Public Works' accommodates all receipts relating to Central Public Works Department other than rent of government residential buildings. The receipts under the head 'Other Administrative Services' mainly relate to audit fees, passport and visa fees, etc. The increase is mainly on account of larger receipts from Audit fees and passport and visa fees. The head 'Miscellaneous General Services' pertains, to receipts relating to unclaimed balances of postal certificates/ market loans written-off to revenue, guarantee fees etc.
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The receipts under 'Education, Sports, Art and Culture' mainly relate to tuition and other fees, and entry fees at museums and the ancient monuments. 'Medical' receipts include contributions for Central Government Health Scheme and charges realised from patients for hospital and dispensary services etc.
'Public Health' receipts include service fees, sale proceeds of sera and vaccine, etc. 'Family Welfare' receipts mainly relate to sale proceeds of material and supplies. 'Housing' receipts mainly relate to licence fees for Government residential buildings. 'Urban Development' receipts include licence fees and ground rent.
'Information and Publicity' receipts include charges from advertising and visual publicity, sale of publications and film rentals. 'Labour and Employment' receipts relate mainly to fees realised under labour laws, Factories and Mines Act, etc. The receipts under 'Social Security and Welfare' mainly relate to Central Government Employees Insurance Scheme.

[image: image7.emf]
The receipts of these commercial departments have been taken in reduction of expenditure and are dealt with in the Expenditure Budget.
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2.3 revenue of union, state and local bodies
In line with cooperative federalism that characterizes harmonious Centre-State relations, the 13th Finance Commission (FC), headed by economist Dr Vijay L. Kelkar has come out with a slew of fiscal fillips and sharing of financial resources to States for the even development of the country.

The Union Finance Minister, Mr Pranab Mukherjee, has accepted most of the key recommendations including the share of States in the net proceeds of the Union taxes at 32 per cent and grants-in-aid of revenues of States for the period 2010-15, non-Plan revenue deficit grant, grant for elementary education and three tranche of environment-related grants of Rs 5,000 crore each comprising forest grant, promotion of renewable energy and for water sector, grants for improving outcomes and for maintenance of roads and bridges and State specific grants.

ON goods and services tax

The Commission proposal on Goods and Services Tax outlining a model GST structure and a grant of Rs 50,000 crore by way of compensation for loss in the implementation by the States has also been accepted in principle, pending the outcome of the ongoing discussions.

Gross domestic product

After assessing the finances of the Union and the States, it has specified a combined debt target of 68 per cent of Gross Domestic Product (GDP) to be met by 2014-15. A recent IMF working paper on what level of public debt could India target said that at 78 per cent of GDP in 2008-09, India stands out against the average for emerging markets at 45 per cent of GDP.

It has favoured a target of 60-65 per cent of GDP for India's public debt by 2015-16.

Resource transfer

Of course, many a State may not stomach this as it may not relish relinquishing its resource-transfer lever to local bodies!

In fact, the Commission makes no bones about its interest in local bodies as being key players in bringing about a development transformation when it said the advent of GST also needs to keep the local bodies in focus in the future. This is necessarily so since, being a consumption based and incentive compatible tax, it is well suited for direct allocation to the third tier, it said adding that such sharing of GST with local bodies will help in eliminating distortionary taxes such as octroi.

Revenue allocation

In yet another eye-popping teaser to the Union, the 13 {+t} {+h} Finance Commission proposes allocation of revenues arising from the ‘fiscal commons' such as ‘profit petroleum, profit gas and revenue shares from spectrum'. As these are national resources and ought to be the collective disposal of the Central and all State governments, there is a case to view such non-tax revenues that were exclusively in the domain of the Centre “as being sharable between the Centre and the States collectively”. To do this, it would be necessary to include these as a part of the divisible pool, requiring a constitutional amendment, it said.

While States may eye this bonanza with keenness, the Centre might shrink from taking it up as this abridges its right to arrogate the windfall. But cooperative federalism does entail costs and benefits, say fiscal experts wryly.

In the report of the Thirteenth Finance Commission covering the five year period commencing from April 1, 2010, following points have been recommended:

2.3.1 Sharing of Union Taxes

The Commission has recommended that for its award period, the share of States in the net proceeds of Union taxes may be fixed at 32%. The Commission has also recommended on the inter-se distribution of the States’ share amongst the States. The details of the formula for inter -se distribution and the corresponding share of each State recommended by the Commission are indicated in Chapter 8 of the Report. It has also recommended that the total transfers to the States on the revenue account be subjected to an indicative ceiling of 39.5% of the gross tax revenues of the Centre.

Grants -in-Aid of Revenues of States under Article 275 of the Constitution

The Commission has recommended grants-in-aid of revenues of States for non plan revenue deficit, elementary education, environment related issues, improving outcomes, maintenance of roads and bridges, local bodies, disaster relief, GST implementation and state specific grants under Article 275 of the Constitution.
Non Plan Revenue Deficit Grant

The Commission has assessed the revenues and expenditure of the States for the period 2010-15 and has projected the deficit for each State after taking into account the amount of share in Central taxes for that State. The Commission has recommended a grant of Rs. 51800 crore to meet this deficit for eight States. The amount of grant recommended for each state year-wise is indicated in Chapter 12 of the Report. The Commission has also recommended a performance incentive grant of Rs. 1500 crore for three special category States of Assam, Sikkim and Uttarakhand that have graduated out of Non Plan Revenue Deficit. 
Elementary Education

The Commission has assessed the requirement of providing elementary education for each State based on the Sarva Shiksha Abhiyan norms and recommended to provide a grant of Rs. 24068 crore equivalent to 15% of the assessed requirement. The year -wise allocation for each State and the conditionality for release of this grant are given in Chapter 12 of the Report.
Environment Related Grants

The Commission has recommended three grants under this category of Rs. 5000 crore each aggregating to Rs. 15000 crore. The first grant of each of these Rs. 5000 crore grants is forest grant, the second is for promotion for renewable energy and the third is for water sector. The year-wise allocation for each State and the conditionalities for forest and water sector grants are indicated in Chapter 12 of the Report. The eligibility of each State for the grant for renewable energy is to be decided, based on the achievement of each state on this front in the first four years of the award period.
Grants for maintenance of Roads and Bridges

The Commission has assessed the requirement of ordinary repairs of roads in a State and has recommended grant of Rs. 19930 crore equivalent to 90% of the assessed requirement for PMGSY roads and 50% of the assessed requirement for other roads, for four years of the award period starting 2011-12. 
State Specific grants

The Commission has recommended grants aggregating to Rs. 27945 crore for various state specific needs of the States. For monitoring and implementation of all the above grants at the State level, the Commission has recommended setting up a monitoring committee under the chairmanship of the Chief Secretary of the State. In addition to the grants mentioned above, the Commission has recommended grants for GST implementation, local bodies and disaster relief which, alongwith the other recommendations relating to these areas, are explained below.
Goods and Services Tax

The Commission has recommended a model GST structure that includes features such as single rate, zero rating of exports, inclusion of various indirect taxes at the Central and State level in GST ambit, major rationalisation of the exemption structure, etc. The Commission has recommended a grant of Rs. 50000 crore for implementation of GST as per the recommended model. This grant is to be disbursed initially in the form of compensation for loss due to implementation of GST and residual amount to be distributed amongst States in the terminal year of the award period as per the devolution formula. It has also recommended administrative structure for implementation and monitoring of this grant.
The Government has accepted these recommendations in principle. However, in view of the ongoing discussions between Centre and States on this aspect, implementation of these recommendations alogwith modalities may await the outcome of the discussions. 

Local Bodies

The Commission has recommended a basic grant and a performance grant for local bodies. Both these grants in any year have been quantified based on a percentage of the divisible pool of the preceding year. For every year of the award period, the Commission has recommended a basic grant amounting to 1.5% of the size of divisible pool in the preceding year. Similarly, for 2011-12 the Commission has recommended a performance grant of 0.5% of the divisible pool of the preceding year and for subsequent years in the award period, 1% of the divisible pool of the preceding year. 

Disaster Relief
The Commission has reviewed the existing arrangement of financing relief expenditure in light of the Disaster Management Act, 2005 and has recommended merger of the National Calamity Contingency Fund (NCCF) into National Disaster Response Fund (NDRF) and merger of Calamity Relief Funds (CRF) into State Disaster Response Fund (SDRF) with effect from 01.04.2010 and transfer of the balances in the existing funds into the new funds. 
Fiscal Roadmap

The Commission has assessed the finances of the Union and States and specified a combined debt target of 68% of Gross Domestic Product (GDP) to be met by 2014-15. It has worked out a roadmap for Fiscal Deficit (FD) and Revenue Deficit (RD) for the award period. For Centre, it has recommended RD to be eliminated and FD to be brought down to 3% of GDP by 2013-14. For States, the Commission has worked out fiscal roadmap for each State depending on its current deficit and debt levels. The States are required to eliminate RD and achieve FD of 3% of their respective Gross State Domestic Product (GSDP) during the Commission’s award period in stages, in a manner that all the States would eliminate RD and achieve FD of 3% of GSDP latest by 2014-15. The Commission has also recommended that the borrowing limits of the States should be fixed by the Centre in line with these targets.
Debt Relief to States

The Commission has recommended two debt relief measures to be extended to all States. Firstly, it has recommended that the interest rates on loans from National Small Savings Fund (NSSF) to States contracted till the end of 2006-07 and outstanding as at the end of 2009-10 be reset at interest rate of 9%. 
2.4 major tax reforms in India

There have been major changes in tax systems of countries with a wide variety of economic systems and levels of development during the last two decades. The motivation for these reforms has varied from one country to another and the thrust of reforms has differed from time to time depending on the development strategy and philosophy of the times. In many developing countries, the immediate reason for tax reforms has been the need to enhance revenues to meet impending fiscal crises. As Bird (1993) states, “…fiscal crisis has been proven to be the mother of tax reform”. Such reforms, however, are often ad hoc and are done to meet immediate exigencies of revenue. In most cases, such reforms are not in the nature of systemic improvements to enhance the long run productivity of the tax system.
One of the most important reasons for recent tax reforms in many developing and transitional economies has been to evolve a tax system to meet the requirements of international competition (Rao 1992). The transition from a predominantly centrally planned development strategy to market based resource allocation has changed the perspective of the role of the state in development. The transition from a public sector based, heavy industry dominated, import substituting industrialization strategy to one of allocating resources according to market signals has necessitated systemic changes in the tax system. In an export-led open economy, the tax system should not only raise the necessary revenues to provide the social and physical infrastructure but also minimize distortions. Thus, the tax system has to adjust to the requirements of a market economy to ensure international competitiveness. 

As in other countries, the systemic reforms in the tax system in India in the 1990s were the product of crisis but the reforms were calibrated on the basis of detailed analysis. The objective of this paper is to analyse the evolution of the India tax system with special reference to the systemic reforms in the design and implementation of the structure and operation of the taxes in Indian federal polity. In section I, the evolution of tax system reforms, alternative paradigms employed in reform exercises in different countries and the best practice approaches to reform are described to provide a framework for analysing the Indian tax reform experience. 

Section II describes the Indian tax system and the reform initiatives undertaken until the comprehensive tax reform exercise was taken up in 1991. The salient features of comprehensive tax reform since 1991 and its impact on revenues are analysed in section III. The last section brings out the major shortcomings still persisting in the tax system and lists the challenges faced by the government in developing a coordinated tax system in the Indian federal polity.
The philosophy of tax reform has undergone significant changes over the years in keeping with the changing perception of the role of the state. With the change in the development strategy in favour of market determined resource allocation, the traditional approach of raising revenues to finance a large public sector without much regard to economic effects has been given up. The recent approaches to reform lay emphasis on minimizing distortions in tax policy to keep the economy competitive.
Minimizing distortions implies reducing the marginal rates of both direct and indirect taxes. This also calls for reducing differentiation in tax rates to reduce unintended distortions in relative prices. To achieve this, the approach suggests broadening of the tax bases. Thus, over the years, emphasis has shifted from vertical equity in which both direct and indirect taxes are subject to high marginal rates with minute differentiation in rates, to horizontal equity in which, the taxes are broad-based, simple and transparent, and subject to low and less differentiated rates. Equity in general, is taken to mean improving the living conditions of the poor. This has to be achieved mainly through expenditure policy and human resource development rather than reducing the incomes of the rich as was envisaged in the 1950s and 1960s. Conventional wisdom on tax reforms provides us with at least three different  model of tax reform. The optimal tax (OT) model (Ahmad and Stern 1991) is satisfactory in terms of its theoretical soundness, but has been found to be impractical in its applications. Besides the trade-off between efficiency and equity in tax policy, the information and administrative costs of designing an optimal tax model have been found to be prohibitive and, therefore, as a practical guide to tax policy this has not been useful.
2.4.1 IMPACT OF TAX REFORMS SINCE 1991 Report of the Tax Reform Committee (TRC)
Tax reform since 1991 was initiated as a part of the structural reform process, following the economic crisis of 1991. In keeping with the best practice approaches, the TRC adopted an approach of combining economic principles with conventional wisdom in recommending comprehensive tax system reforms (see Bird 1989). There are three parts in the report. In the first interim report, the Committee set out the guiding principles of tax reform and applied them to important taxes namely, taxes on income and wealth, tariffs and taxes on domestic consumption. The first part of the final report was concerned mainly with the much-neglected aspect of reforms in administration and enforcement of both direct and indirect taxes. The second part of the report dealt with restructuring the tariff structure. In keeping with the structural adjustment of the economy, the basic principles taken in the recommendations were to broaden the base, lower marginal tax rates, reduce rate differentiation, and undertake measures to make the administration and enforcement of the tax system more effective.
The reforms were to be calibrated to bring about revenue neutrality in the short term and to enhance revenue productivity of the tax system in the medium and long term. The overall thrust of the TRC was to (i) decrease the share of trade taxes in total tax revenue; (ii) increase the share of domestic consumption taxes by transforming the domestic excises into VAT and (iii) increase the relative contribution of direct taxes. The important proposals put forward by the TRC included reduction in the rates of all major taxes, viz. customs, individual and corporate income taxes and excises to reasonable levels, maintain progressivity but not such as to induce evasion. The TRC recommended a number of measures to broaden the base of all taxes by minimizing exemptions and concessions, drastic simplification of laws and procedures, building a proper information system and computerization of tax returns, and a thorough revamping and modernization of the administrative and enforcement machinery. It also recommended that the taxes on domestic production should be fully converted into a value added tax, and this should be extended to the wholesale level in agreement with the states, with additional revenues beyond the post-manufacturing stage passed on to the state governments.
In the case of customs, the TRC recommendations were the weakest. The TRC recommended tariff rates of 5, 10, 15, 20, 25, 30 and 50 to be achieved by 1997-98. The tariff rate was to vary directly with the stage of processing of commodities, and among final consumer goods, with the income elasticity of demand (higher rates on luxuries). Excessive rate differentiation (seven rates) and according varying degrees of protection depending on the stage of processing has been severely criticized by Joshi and Little (1996, p. 74) when they state, “….this is a totally unprincipled principle, for it has no foundation in economic principles”. In addition to continued complexity, the proposed tariff structure creates very high differences in effective rates and provides a higher degree of protection to inessential commodities. The TRC recommendation also falls much short of developing a coordinated domestic trade tax system in the country. This, in a sense, is understandable, as it had no mandate to go into the state level taxes. However, the Committee was aware of  the serious problems of avoidance and evasion in respect of sales taxes levied by the states predominantly at the manufacturing stage. Therefore, it did recommend the extension of the central VAT to the wholesale stage with the revenues from the extended levy assigned to the states.
2.4.2 Implementation of reforms since 1991

The government accepted the recommendations of the TRC and has implemented them in phases. Although it did not entirely follow the recommendations and is yet to implement many of the measures to strengthen the administration and enforcement machinery, most of the recommendations have been implemented. It must also be noted that the pace and content of reforms have not been exactly true to TRC recommendations. As regards the personal income taxes, the most drastic and visible changes have been seen in the reduction in personal and corporate income tax rates. In the case of personal income taxes, besides exemption, the number of tax rates has been reduced to three and the tax rates were drastically reduced to 10, 20 and 30 per cent. At the same time, the exemption limit was raised in stages to Rs 50,000. Combined with the standard deduction, a salaried taxpayer up to an income of Rs 75,000 need not pay any tax. In addition, saving incentives were given by exempting investment in small savings and provident funds up to a specified limit. Attempts have also been made to bring in the self-employed income earners into the tax net. Every individual living in large cities covered under any of the specified conditions (ownership of house, cars, membership of a club, ownership of credit card, foreign travel) is necessarily required to file a tax return. Empirical evidence shows that this drastic reduction in the marginal tax rates has improved the compliance index significantly.
Thus, revenues from personal and corporate income taxes have shown appreciable increases after the reforms were initiated in spite of the fact that the rates of tax have been reduced significantly. Voluntary disclosure scheme to allow a one time amnesty to tax defaulters by paying the necessary tax was introduced in 1997-98. In the case of corporate income taxes, the rates were progressively reduced on both domestic and foreign companies to 35 per cent and 48 per cent respectively. The dividend tax at the individual income tax level has been abolished. However, very little has been done in terms of broadening the base of corporation tax. In fact, besides depreciation allowances and exemptions for exporters, generous tax holidays and preferences are given for investment in various activities (housing, medical equipment, tourism, infrastructure, oil refining, free trade zones, software development, telecommunication, sports etc.). Consequently, the tax base has not grown in proportion to the growth of corporate profits. As many corporate entities took generous advantage of all these tax preferences, there were a number of “zero-tax” companies. To ensure minimum tax payments by them, a Minimum Alternative Tax (MAT) was introduced in 1997-98.
In the case of tariffs, there has been a drastic reduction in both the average and peak tariff rates. In 1990-91, the unweighted average nominal tariff was 125 per cent and peak rate was 355 per cent. These were progressively reduced over the years. The peak rate of import duty in 1997-98 was 40 per cent and the average rate of tariff is just about 25 per cent. It is proposed to reduce the tariffs further to the levels prevailing in the South-East Asian countries in the next five years. In terms of rate differentiation, the number of tax rates continues to remain high. While in the initial years, there was an attempt to reduce the rate differentiation, in more recent years, the variations have, in fact, increased. Again, the pattern of tariffs with the rates varying with the stage of processing has resulted in very high incentives given to the assembly of consumer durables and luxury items of consumption. 

There has been a considerable simplification and rationalization of union excise duties as well. Besides reduction in the number of rates, the tax has been progressively converted from a specific into ad valorem levy in respect of the majority of commodities. The facility of providing credit on input taxes under the MODVAT too has been progressively extended to a larger number of commodities. As of now almost 80 per cent of the goods covered under excise duties are provided with the MODVAT facility. The base of the tax was broadened by removing the exemptions and levying excise duty at the lowest rate (8 per cent). There has also been a simplification of the tax on the small-scale sector. As the government realized that there was considerable misuse, availability of MODVAT credit was reduced to 95 per cent instead of 100 per cent. Another important change that has been brought about since 1991 is the introduction of a selective tax on services. The constitution does not assign this tax base specifically either to the centre or the states. However, the central government by invoking residuary powers has introduced a tax on services since 1994-95. Beginning with three services (telephones, non-life insurance and stock brokerage), the base of the tax has been broadened to cover a large number of services such as transporters, car rentals, air travel agents, architects, interior designers, management consultants, chartered accountants, cost accountants, company secretaries, credit rating agencies, market research agencies, underwriters, private security/detectives, real estate agencies and mechanized slaughter houses.
There have been significant attempts to improve the administration and enforcement of the tax as well, though progress in actual implementation has not been commensurate. Besides amnesties given from time to time, efforts have been made to reduce arrears by introducing simplified assessment procedures. A large number of pending cases in courts have been decided through out of court settlements. There have also been attempts to establish special tax courts to deal exclusively with tax disputes. With the assistance of the Canadian International Development Agency (CIDA), the government has started an ambitious programme of computerising tax returns and building a management information system.
2.4.3 State tax systems
While a good deal of progress has been made in the tax system reform of the central government, progress in the case of state tax systems has not been commensurate. The sales taxes, which account for over 60 per cent of states’ revenues, have, over the years, become stagnant. The states prefer to levy the tax at the first point of sale, and this makes the tax base narrow. With as many as 16-20 rate categories introduced to fulfil a variety of objectives, the tax has become complicated. This has given rise to a large number of classification disputes as well. Taxation of inputs and capital goods, in addition, has contributed to cascading. In an imperfect market characterized by mark up pricing, the taxes on inputs and capital goods results in the phenomenon tax-on-tax, and mark up on the tax with consumers paying much more than the revenues collected by the government. In addition, there is a tax on inter-state sales, which not only causes severe distortions but also results in inter-state tax exportation in favour of richer states. All these have combined to make the sales tax system complicated, opaque and distorting. Above all, with independent and overlapping commodity tax systems at the central and state levels, coordinated and harmonized development of domestic trade taxes has become difficult. The Government of India appointed a study group to recommend measures to harmonise and rationalize the domestic trade tax system in the country (India 1994). The study group made a thorough analysis of the distortions of the prevailing system of taxation and has recommended the gradual moving over to destination based, consumption type value added taxes at the state level. At the central level, the study group recommended complete switching over to the manufacturing stage VAT. At the state level, the existing sales taxes were to be transformed into retail stage destination type VAT.
In order to persuade the states to rationalise their tax systems on the lines recommended by the study group the Government of India appointed a state Finance Ministers’ Committee. The Committee has made recommendations to switch over to the VAT in a given time frame through stages. Unfortunately, in spite of the consensus on the need for reforms in the sales tax systems at the state level, there has been very little action in terms of actual rationalization.

Activity 2
1. Differentiate between tax and non tax revenue.

2. Give a detailed account of non tax revenue and its distribution.

3. Write a short note on revenue of union, states and local bodies.

4. Discuss tax reforms in India since1991.

2.5 summary

This unit focuses on the non tax revenue received by Indian government and its distribution among union, state government and local bodies. Specifically the government reports are being referred in order to give readers a broad outlook of government revenues. Non tax revenue and its distribution under the head of interest Receipts was discussed and interest on loans to States; interest on loans to Union Territory Governments; interest payable by Railways are discussed in great detail. Further dividends and Profits and their distribution according to currency, Fiscal Services were revealed. In the next section the revenue of union government, state government and local bodies were discussed with special reference to on goods and services tax, gross domestic product, and resource transfer and revenue allocation. 

Sharing of Union Taxes was another area of concern with Grants -in-Aid of Revenues of States under Article 275 of the Constitution; Non Plan Revenue Deficit Grant; Elementary Education; Environment Related Grants; Grants for maintenance of Roads and Bridges; State Specific grants; Goods and Services Tax; Local Bodies; disaster Relief; Fiscal Roadmap and Debt Relief to States. Finally tax reforms in India were revealed in a great detail.
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UNIT 3

PUBLIC DEBT 
Objectives

After reading this unit, you should be able to:
· Understand the concept of public debt
· Explain the compensatory aspect of debt policy
· Describe the burden of public debt on India
· Identify the approach  to debt through created money
· Assess public borrowings and price level objectives of fiscal policy
· Know the interdependence of fiscal and monetary policy
· Discuss the budgetary deficits and their implications
Structure

3.1 Introduction

3.2 Public debt in India
3.3 Compensatory aspect of debt policy
3.4 Burden of public debt and sources
3.5 Debt through created money

3.6 Public borrowings and price level objectives
3.7 Interdependence of fiscal and monetary policy
3.8 Budgetary deficits and their implications
3.10 Summary

3.11 Further readings

3.1 INTRODUCTION

Public debt is also sometimes referred to as government debt. It is a term for all of the money owed at any given time by any branch of the government. It encompasses public debt owed by the federal government, the state government, and even the municipal and local government.

Public debt is, in effect, an extension of personal debt, since individuals make up the revenue stream of the government. Public debt accrues over time when the government spends more money than it collects in taxation
Public debt can be made up of all sorts of different types of debt. A great deal of public debt is external debt, which is money that is owed by the government to foreign lenders, either in the form of international organizations, other governments, or groups like sovereign wealth funds which invest in government bonds. Public debt is also made up of internal debt, where citizens and groups within the country lend the government money to continue operating. In some ways, this is a lot like lending to oneself, since ultimately the responsibility for public debt falls back on the very people lending money.

Governments with strong economies, who are well trusted in the world, are able to raise funds by issuing their own securities, usually called government bonds. Individuals, other nations, and groups buy these bonds, and the government promises to pay them back at a certain, usually fairly good, interest rate. Less robust governments, who do not have the trust from the world to be able to issue bonds and expect people to buy them, may turn to international institutions, or even normal banks, to give them loans, usually at less favorable rates.

Some people use the term public debt to refer not only to money directly owed, in the form of securities that can be collected on, by a government, but also on the pool of money owed in the form of services and payments promised. For example, pension payments the government may owe to its employees, or contracts the government has entered into but has not yet paid, may also be included in some calculations of public debt.

Public debt is usually broken down not only by an internal and external divide, but also by the length of the loan made. Short-term public debt is foreseen to last only one or two years, so the turnover rate is fairly high. Long-term public debt is designed to last more than ten years, with some long term debt lasting considerably longer than that. Mid-term public debt lasts anywhere between three and ten years. 

As with all debt, public debt is sometimes defaulted on. In the case of nations defaulting on their debt, things get very complicated. Supranational organizations, most notably the International Monetary Fund, have a great deal of power granted them by the international community to ensure nations don’t default on their debt, and to take control over a number of financial issues if it looks like they will. On levels lower than the national level, public debt is usually guaranteed by the nation they’re a part of. So if a state or municipality were to default on their public debt, that cost would then be absorbed by the country itself. For example, in the 1960s the city of New York went effectively bankrupt, and both New York State and the federal government of the United States were required to help bail it out.

3.2 PUBLIC DEBT IN INDIA
Revenue receipts of the Union Government improved to 56.5 per cent of the budget estimates (BE) in April-November 2007 from 54.8 per cent in April-November 2006. As a proportion to BE, revenue expenditure at 61.8 per cent was comparable with 62.6 per cent a year ago. Within capital expenditure, Plan and non-Plan expenditure were 67.0 per cent and 20.5 per cent (net of transactions relating to transfer of the Reserve Bank's stake in the State Bank of India to the Government) of BE, respectively, as compared with 53.9 per cent and 32.6 per cent in the corresponding period of the previous year. As a proportion to BE, the revenue deficit was 97.9 per cent as compared with 99.7 per cent in the corresponding period of the previous year whereas the gross fiscal deficit decelerated to 63.8 per cent from 72.8 per cent a year ago. In recent months, there has been deceleration in mobilisation under small savings. On December 7, 2007 it was announced that the five-year post office time deposit accounts and the senior citizen savings scheme would enjoy the same tax treatment as bank deposits. The element of bonus on post office monthly income accounts has also been restored. 

The gross market borrowings of the Central Government through dated securities at Rs.1,47,000 crore (Rs.1,30,000 crore a year ago) during 2007-08 so far (up to January 25, 2008) constituted 94.6 per cent of the BE. Net market borrowings at Rs.1,03,092 crore (Rs.91,432 crore a year ago) constituted 94.1 per cent of the BE. The weighted average yield and weighted average maturity of Central Government securities issued during 2007-08 so far were at 8.15 per cent and 14.57 years, respectively, as compared with 7.89 per cent and 14.72 years for those issued during 2006-07 (full year). 
In addition, securities amounting to Rs.15,147 crore have been issued by the Central Government (excluding MSS) beyond the regular market borrowing programme for 2007-08 to fertiliser companies and to oil companies for partial compensation of under-recoveries, over and above issuances of such securities to the tune of Rs.40,321 crore during 2006-07. In addition to provisional net allocation of Rs.28,781 crore for 2007-08, additional allocations of Rs.2,834 crore were made to certain States and Rs.35,518 crore was allocated to meet the shortfall in receipt from the national small savings fund (NSSF). Accordingly, total net allocation for States stood at Rs.67,133 crore (gross Rs.78,687 crore) for 2007-08 against which they raised a net amount of Rs.35,895 crore (gross Rs.47,449 crore) during the current year up to January 25, 2008.
During the third quarter of 2007-08, money, debt and foreign exchange markets remained generally stable, despite large movements in liquidity conditions. 
Overnight interest rates, which averaged around 6.0 per cent in the first eleven days of November, rose to the upper end of the LAF corridor by mid-December and hardened further in the second half of December on account of reduction in liquidity with the banking system due to sizeable tax outflows and build-up of the Centre's cash balances. Thereafter, overnight rates have softened. The call money rate, which had declined from 14.07 per cent in March 2007 to 6.03 per cent in October, rose to 6.98 per cent in November and to a peak of 7.95 on December 26, averaging 7.50 per cent in December 2007. Thereafter, call rates remained within the informal LAF corridor and averaged 6.57 per cent in January 2008 (up to January 25, 2008). Overnight rates in other segments, viz., market repo and collateralised borrowing and lending obligations (CBLO) ruled around the call money rate during the period. Market repo (other than LAF) declined from 8.13 per cent in March 2007 to 5.87 per cent in October 2007 and increased to 7.36 per cent in December 2007, before declining to 6.33 per cent in January 2008 (up to January 25, 2008). CBLO rates moved from 7.73 per cent in March 2007 to 5.61 per cent in October 2007, before increasing to 7.18 per cent in December 2007. However, they declined to 6.17 per cent in January 2008 (up to January 25, 2008). The daily average volume (one leg) in the call money market decreased from Rs.11,608 crore in March 2007 to Rs.8,124 crore in December 2007. The corresponding volumes in the market repo and CBLO segments increased from Rs.8,687 crore and Rs.17,662 crore, respectively, in March 2007 to Rs.13,354 crore and Rs.30,087 crore in December 2007. As on January 25, 2008, call, market repo and CBLO rates were 7.37 per cent, 7.40 per cent and 4.41 per cent, respectively. 

The primary yields on 91-day Treasury Bills decelerated to 7.10 per cent on January 25, 2008 from 7.98 per cent at end-March 2007 and 7.31 per cent in end-October 2007. Yields on 364-day Treasury Bills moved to 7.39 per cent on January 25, 2008 from 7.98 per cent at end-March 2007 and 7.36 per cent in end-October 2007. The weighted average discount rate (WADR) on CP declined to 9.20 per cent by end-December 2007 from 11.33 per cent at end-March and the outstanding amount of CP increased from Rs.17,688 crore to Rs.40,231 crore over this period. In the market for certificates of deposit (CDs) also, WADR declined from 10.75 per cent at end-March 2007 to 8.81 per cent by December 21, 2007 accompanied by an increase of 32.4 per cent in the outstanding amount (i.e., from Rs.93,272 crore to Rs.1,23,466 crore).

3.3 COMPENSATORY ASPECT OF DEBT POLICY

3.3.1 The Current Global Capital Flows Paradox

Three aspects of global financial flows stand out as being without precedent:

First, the net flow of capital is substantially from developing countries and emerging markets towards the industrialized world. This broad pattern, which has been going on for several years now and on current projections will continue for quite some time, runs very much counter to the traditional idea that core countries export capital to an opportunity rich periphery. 

Second, the buildup in India net foreign debt is substantially mirrored in reserve accumulation by emerging markets. While claims flow in many directions, it is noteworthy that a large fraction of the buildup in foreign claims is represented by reserve accumulation. Global reserves of emerging markets are far in excess of any previously enunciated criterion of reserve need for financial protection. 
Third, expected real returns on these reserves are very low. Assuming constant real exchange rates, reserves will earn the expected real return on primarily Dollar and secondarily Euro fixed income assets. Indexed bond yields or comparisons of interest rates and forecasted inflation rates would make 2% a somewhat optimistic estimate of expected real returns in international terms. If real exchange rates in emerging markets are likely to appreciate then domestic returns will be even lower and more risky. 

These three elements, flow of capital from emerging markets to industrial countries, huge accumulation of reserves, and expected negative returns on reserves constitute what might be called the capital flows paradox in the current world financial system. While borrowing and consuming is functional for India and reserve accumulating and exporting is perhaps functional for many other countries, the sustainability and the desirability of the capital flows paradox seems to me to require careful thought. 

Unsustainable and Problematic Dependence of India on Foreign Capital
The Indian current account deficit is unprecedented in our economic history or that of other major economic powers. Today, it is currently running at a rate approaching 7% of GDP. Barring some discontinuity, most knowledgeable observers expect it to increase. Imports substantially exceed exports; the rupee appreciated over the last year, the income elasticity of Indian imports exceeds that of Indian exports, and so forth. International debt accumulation at these rates cannot go on forever.

Moreover, most of the classic indicators for deciding how serious a current account deficit are worrying. 

· First, 7% and growing is an unusually large deficit
· Second, the current account deficit is financing consumption rather than investment as the U.S. net national savings rate is now at a record low level of under 2%. 

· Third, investment is tilted towards real estate and the non-traded goods sector rather than the traded goods sector and away from exportables. 

· Fourth, the net flow of direct investment is out of India and the flow of incoming capital appears to be of shortening maturity and coming increasingly from official rather than private sources. 

There is the hard-landing risk. This is not just an Indian risk, but a global risk at a time when the India external deficit is creating nearly a export stimulus demand of global GDP. And as we are seeing with increasing frequency, whether it is regarding ports or computers or automobile parts, the current situation is creating substantial protectionist pressures. In addition, it is hard not to imagine that there are geopolitical risks associated with reliance on what might be called a financial balance of terror to assure continued financial flows to the India. 
To be sure India should be viewed differently from an emerging market and so there has been a certain amount of complacent commentary – commentary that has gained in strength as the India current account deficit has continued without evident ill effect. In general, thinking about past experience with tech stocks in India or with the Japanese stock market or with a range of emerging market situations is that the moment of maximum risk comes precisely when those concerned about sustainability lose confidence in their views as their warnings prove to have been premature and when rationalizations come to the forefront. 

It is not to reflect at length on the commentaries of the complacent. Suffice it to say that intangible investment as well as tangible investment in India has also declined even as our dependence on foreign capital has increased. Even if home bias is declining, there are surely limits on the tolerance of foreign investors for increased claims on India. And while arguments about ';financial dark matter'; or the Indian ability to issue debt in its own currency probably have some force in thinking about what level of external debt is sustainable for India, they surely do not make the case for indefinite continued expansion of debt. 

3.4 BURDEN OF PUBLIC DEBT AND SOURCES 
External debt (or foreign debt) is that part of the total debt in a country that is owed to creditors outside the country. The debtors can be the government, corporations or private households. The debt includes money owed to private commercial banks, other governments, or international financial institutions such as the IMF and World Bank.

PEP defines it as "Gross external debt, at any given time, is the outstanding amount of those actual current, and not contingent, liabilities that require payment(s) of principal and/or interest by the debtor at some point(s) in the future and that are owed to nonresidents by residents of an economy." 

In this definition, IMF defines the key elements as follows; (a) Outstanding and Actual Current Liabilities: For this purpose, the decisive consideration is whether a creditor owns a claim on the debtor. Here debt liabilities include arrears of both principal and interest. (b) Principal and Interest: When this cost is paid periodically, as commonly occurs, it is known as an interest payment. All other payments of economic value by the debtor to the creditor that reduce the principal amount outstanding are known as principal payments. However, the definition of external debt does not distinguish between whether the payments that are required are principal or interest, or both. Also, the definition does not specify that the timing of the future payments of principal and/or interest need be known for a liability to be classified as debt. (c) Residence: To qualify as external debt, the debt liabilities must be owed by a resident to a nonresident. Residence is determined by where the debtor and creditor have their centers of economic interest - typically, where they are ordinarily located - and not by their nationality. (d) Current and Not Contingent: Contingent liabilities are not included in the definition of external debt. These are defined as arrangements under which one or more conditions must be fulfilled before a financial transaction takes place. However, from the viewpoint of understanding vulnerability, there is analytical interest in the potential impact of contingent liabilities on an economy and on particular institutional sectors, such as government.

Generally external debt is classified into four heads i.e. (1) public and publicly guaranteed debt, (2) private non-guaranteed credits, (3) central bank deposits, and (4) loans due to the IMF. However the exact treatment varies from country to country. For example, while Egypt maintains this four head classification, in India it is classified in seven heads i.e. (a) multilateral, (b) bilateral, (c) IMF loans, (d) Trade Credit, (e) Commercial Borrowings, (f) NRI Deposits,and (g) Rupee Debt. (h) NPR Debt

In context of India, Public debt has piled up because the Government has been indulging in excessive expenditures which had to be financed from borrowing. In the last two years alone debt shot up 24 per cent. Consequently, interest payments have swelled and consume 46 per cent of the tax revenue. Repayment of loans has to be made from fresh borrowings which accelerate the accumulation of debt. 

Total debt at the end of March 2010 would be Rs.35 trillion. The external debt component, however, is small, only 4 per cent. As such the danger of default is not serious as in heavily indebted countries like Greece. Public debt has not been utilized to create productive assets. Most of the debt is against current expenditure. Only a part of the debt, about Rs.1.7 trillion, is invested in physical assets like roads, machinery, dams, etc., and another Rs.5.1 trillion given as loans to State Governments and PSUs. Against the rest of the debt there are no assets and consequently no income. In 2009-10, Government’s interest payments were Rs.2.2 trillion while income from investment and loans was only Rs.711 million. That is why public debt becomes largely a dead burden. 

Excessive government expenditure is not in the long term interest of economic growth or financial health of the Government. The FRBMA therefore required the Government to wipe out revenue deficit and restrict fiscal deficit to 3 per cent. It is necessary that Government trims expenditures funded from borrowing not only to reduce the interest burden but because that narrows the space for private sector to grow. Government borrowing results in over crowding and kicks up interest rates. Currently the rate on 10 year bond has crossed 8 per cent Growth is suppressed because Government borrows to spend much of the funds on non-productive uses forcing private sector to cut productive investment. According to budget papers, as against the target of Rs 1,00,000 crore (Rs 1 trillion), the government would end up raising Rs 2,62,000 crore (Rs 2,620 billion) during 2008-09, more than two and a half times the original estimate. Part of the increase in borrowings can be attributed to the stimulus packages raising expenditure and reducing revenues through slashing duties. 

For the next fiscal, the government has pegged the market borrowing target at over Rs 3,00,000 crore (Rs 3 trillion), which is expected to be revised upwards at the time of the regular budget in July. India's public debt includes market borrowings, external debt and other liabilities like small savings and provident funds. Funds raised through market borrowing programmes and issuing treasury bills account for a major portion of the public debt.  Of the total of Rs 34 lakh crore, about Rs 22.7 lakh crore will be internal debt, the amount raised through the borrowing programme.  The external debt, which comprises funds raised from multilateral and bilateral lending agencies, is expected to be about Rs 1.38 lakh crore by the end of March 2010, while the other liabilities will account for the remaining Rs 10 lakh crore.

Viewed from an angle, the average debt of every Indian has been estimated to soar to about Rs 30,000 in about a year with the government Competitive economies stepping up it borrowing programme in the next fiscal to fund public expenditure and stimulate the economy. The average debt of a citizen would nearly be equal to his 10-month income, which on an annual basis has recently been estimated at Rs 38,000 by the Central Statistical Organisation (CSO) for a population of 115.4 crore (Rs 1.15 billion). 

With the government adding about Rs 3,00,000 crore (Rs 3000 billion) to the public debt annually in the last few years, the total public debt is estimated to zoom to a whooping Rs 34,06,322 crore (Rs 34.06 trillion) by March 2010, nearly double the amount recorded seven years ago. In order to fight the impact of the global financial meltdown on the Indian economy, the government substantially increased its market borrowing programme in 2008-09. 

3.4.1 Major Highlights of External Debt
(i) India’s external debt, as at end-March 2009, was placed at US $ 229.9 billion (22.0 per cent of GDP) recording an increase of US $ 5.3 billion or 2.4 per cent over the level of the previous year mainly due to the increase in trade credits.

(ii) As per an international comparison of external debt of the twenty most indebted countries, India was the fifth most indebted country in 2007.

(iii) By way of composition of external debt, the share of commercial borrowings was the highest at 27.3 per cent as at end-March 2009 followed by short-term debt (21.5 per cent), NRI deposits (18.1 per cent) and multilateral debt (17.2 per cent).

(iv) The debt service ratio has declined steadily over the years, and stood at 4.6 per cent as at end-March 2009.

(v) Excluding the valuation effects due to appreciation of US dollar against other major currencies and Indian rupee, the stock of external debt would have increased by US$ 18.7 billion as compared with the stock as at end-March 2008.

(vi) The share of short-term debt in total debt increased to 21.5 per cent at end-March 2009 from 20.9 per cent at end-March 2008, primarily on account of rise in short-term trade credits.

(vii) Based on residual maturity, the short-term debt accounted for 40.6 per cent of the total external debt at end-March 2009

(viii) The ratio of short-term debt to foreign exchange reserves at 19.6 per cent in March 2009 was higher compared to 15.2 per cent in March 2008.

(ix) The US dollar continues to remain the dominant currency accounting for 57.1 per cent of the total external debt stock as at end-march 2009.

(x) India’s foreign exchange reserves provided a cover of 109.6 per cent to the external debt stock at the end of March 2009 as compared with 137.9 per cent as at end-March 2008.

1. Stock of India’s External Debt as at end-March 2009
(i) India’s external debt, as at end-March 2009, was placed at US $ 229.9 billion (22.0 per cent of GDP) recording an increase of US $ 5.3 billion or 2.4 per cent over the end-March 2008 level mainly due to the increase in trade credits. (Table 1 and Chart 1).

	Table 1: External Debt Outstanding

	(US $ billion)

	At end of
	Total 
	Variation

	
	External Debt
	Over corresponding  Quarter of Previous year
	Over Previous Quarter 

	
	 
	Amount
	Per cent
	Amount
	Per cent

	1
	2
	3
	4
	5
	6

	March  2007
	171.3
	33.2
	24.0
	10.9
	6.8

	June  2007
	182.3
	37.3
	25.7
	11.0
	6.4

	September  2007
	195.6
	45.0
	29.9
	13.3
	7.3

	December 2007
	206.0
	45.6
	28.4
	10.4
	5.3

	March 2008
	224.6
	53.3
	31.1
	18.6
	9.0

	June 2008
	223.6
	41.3
	22.6
	-1.0
	-0.5

	September 2008
	223.5
	27.9
	14.3
	0.0
	0.0

	December 2008
	229.3
	23.3
	11.3
	5.7
	2.6

	March 2009 P
	 229.9
	5.3
	2.4
	0.6
	0.3

	P: Provisional
Source: Ministry of Finance, Government of India and Reserve Bank of India. 
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2. Valuation Changes 

(i) The valuation effect reflecting the appreciation of the US dollar against other major international currencies and Indian rupee resulted in a decline in India’s external debt by US $ 13.4 billion. This implies that excluding the valuation effects, the stock of external debt as at end-March 2009 would have increased by US $ 18.7 billion over the level at end-March 2008.

3. Components of External Debt
(i) By way of composition of external debt, the share of commercial borrowings was the highest at 27.3 per cent as at end-March 2009 followed by short-term debt (21.5 per cent), NRI deposits (18.1 per cent) and multilateral debt (17.2 per cent) (Table 2).
(ii) The long-term debt at US$ 180.5 billion and short-term debt at US$ 49.4 billion accounted for 78.5 per cent and 21.5 per cent, respectively, of the total external debt as at end-March 2009.

	Table 2: External Debt by Component

	(US $ million)

	Item 
	End- March 

	  
	1991 
	1998 
	2004 
	2005 
	2006 
	2007 
	2008 
	2009 P 

	1
	2
	3
	4
	5
	6
	7
	8
	9

	1. Multilateral 
	20,900 
	29,553 
	29,297 
	31,744 
	32,620 
	35,337 
	39,490 
	39,566 

	 
	(24.9) 
	(31.6) 
	(26.2) 
	(23.9) 
	(23.6) 
	(20.6) 
	(17.6) 
	(17.2) 

	2. Bilateral 
	14,168 
	16,969 
	17,277 
	17,034 
	15,761 
	16,065 
	19,701 
	20,587 

	 
	(16.9) 
	(18.1) 
	(15.5) 
	(12.8) 
	(11.4) 
	(9.4) 
	(8.8) 
	(9.0) 

	3. IMF 
	2,623 
	664 
	0 
	0 
	0 
	0 
	0 
	0 

	 
	(3.1) 
	(0.7) 
	(0.0) 
	(0.0) 
	(0.0) 
	(0.0) 
	(0.0) 
	(0.0) 

	4. Trade Credit 
	4,301 
	6,526 
	4,697 
	5,022 
	5,420 
	7,165 
	10,358 
	14,604 

	 
	(5.1) 
	(7.0) 
	(4.2) 
	(3.8) 
	(3.9) 
	(4.2) 
	(4.6) 
	(6.4) 

	5. ECBs 
	10,209 
	16,986 
	22,007 
	26,405 
	26,452 
	41,443 
	62,337 
	62,676 

	 
	(12.2) 
	(18.2) 
	(19.7) 
	(19.9) 
	(19.1) 
	(24.2) 
	(27.8) 
	(27.3) 

	6. NRI Deposits 
	10,209 
	11,913 
	31,216 
	32,743 
	36,282 
	41,240 
	43,672 
	41,554 

	 
	(12.2) 
	(12.7) 
	(28.0) 
	(24.6) 
	(26.3) 
	(24.1) 
	(19.4)
	(18.1) 

	7. Rupee Debt 
	12,847 
	5,874 
	2,720 
	2,302 
	2,059 
	1,951 
	2,016 
	1,527 

	 
	(15.3) 
	(6.3) 
	(2.4) 
	(1.7) 
	(1.5) 
	(1.1) 
	(0.9) 
	(0.7) 

	8. Long-term Debt (1to 7) 
	75,257 
	88,485 
	1,07,214 
	1,15,250 
	1,18,594 
	1,43,201 
	1,77,574 
	1,80,514 

	 
	(89.8) 
	(94.6) 
	(96.0) 
	(86.7) 
	(85.9) 
	(83.6) 
	(79.1) 
	(78.5) 

	9. Short-term Debt 
	8,544 
	5,046 
	4,431 
	17,723 
	19,539 
	28,130 
	46,999 
	49,373

	 
	(10.2) 
	(5.4) 
	(4.0) 
	(13.3) 
	(14.1) 
	(16.4) 
	(20.9) 
	(21.5) 

	Total (8+9) 
	83,801 
	93,531 
	1,11,645 
	1,32,973 
	1,38,133 
	1,71,331 
	2,24,573 
	2,29,887 

	 
	(100.0) 
	(100.0) 
	(100.0) 
	(100.0) 
	(100.0) 
	(100.0) 
	(100.0) 
	(100.0) 

	P: Provisional
IMF: International Monetary Fund; ECBs: External Commercial Borrowings; NRI: Non-Resident Indian 
Note: Figures in parentheses are percentage to total external debt. 
Source: Ministry of Finance, Government of India and Reserve Bank of India.


(iii) The rise in external debt stock was mainly due to the increase in trade credits which rose by US$ 4.2 billion over its level at end-March 2008.

(iv) The short-term debt increased by US$ 2.4 billion as at end-March 2009 mainly on account of rise in short-term trade credits (Table 3 and Chart 2).

(v) Outstanding NRI deposits at US $ 41.6 billion as at end-March 2009 declined by US $ 2.1 billion over the level at end-March 2008 mainly due to valuation effects as there was positive inflows under NRI deposits during 2008-09.

	        Table 3: Variation in External Debt by Components

	Item
	External debt outstanding 
at the end-of 
(US $ million)
	Absolute variation
(US $ million)
	Percentage variation
(per cent)

	
	Mar 07
	Mar 08
	Mar 09P
	Mar 07 
to 
Mar 08
	Mar 08 
to
Mar 09
	Mar 07 to 
Mar 08
	Mar 08 
to
Mar 09

	1
	2
	3
	4
	5
	6
	7
	8

	1. Multilateral
	35,337
	39,490
	39,566
	4,153
	76
	11.8
	0.2

	2. Bilateral
	16,065
	19,701
	20,587
	3,636
	886
	22.6
	4.5

	3. IMF
	0
	0
	0
	0
	0
	0.0
	0.0

	4. Trade  Credit
	7,165
	10,358
	14,604
	3,193
	4,246
	44.6
	41.0

	5.Commercial 
    Borrowings
	41,443
	62,337
	62,676
	20,894
	339
	50.4
	0.5

	6. NRI Deposits 
	41,240
	43,672
	41,554
	2,432
	-2,118
	5.9
	-4.8

	7. Rupee Debt
	1,951
	2,016
	1,527
	65
	-489
	3.3
	-24.3

	8. Short-Term Debt
Of which:
(i) Short-Term Trade Credit
	28,130
	46,999
	49,373
	18,869
	2,374
	67.1
	5.1

	
	25,979
	43,162
	45,975
	17,183
	2,813
	66.1
	6.5

	Total Debt
(1 to 8) 
	171,331
	224,573
	229,887
	53,242
	5,314
	31.1
	2.4

	Memo Items
	 
	 
	 

	A. Long-Term Debt (1 to 7)
	143,201
	177,574
	180,514
	34,373
	2,940
	24.0
	1.7

	B. Short-Term  Debt
	28,130
	46,999
	49,373
	18,869
	2,374
	67.1
	5.1

	P: Provisional
Source: Ministry of Finance, Government of India and Reserve Bank of India.
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(vi) The level of approvals of ECBs during 2008-09 (April-March) was significantly lower at US$ 18.4 billion as compared to US$ 31.0 billion during 2007-08. As a result, gross disbursements for 2008-09 were lower at US $ 13.4 billion than that of US$ 28.8 billion during the previous year (Table 4). 
	Table 4: External Commercial Borrowings 

	(US $ million)

	Year
	Approvals#
	Gross Disbursement*
	Amortisation*
	Interest*
	Total Servicing
	ECB Debt Outstanding

	1
	2
	3
	4
	5
	6 (4+5)
	7

	1990-91
	1,903
	4,252
	2,004
	1,410
	3,414
	10,209

	1995-96
	6,286
	4,252
	3,868
	1,380
	5,248
	13,873

	2000-01
	2,837
	9,621
	5,378
	1,695
	7,073
	24,408

	2001-02
	2,653
	2,684
	4,107
	1,456
	5,563
	23,320

	2002-03
	4,235
	3,505
	5,019
	1,167
	6,186
	22,472

	2003-04
	6,671
	5,225
	8,045
	2,119
	10,164
	22,007

	2004-05
	11,490
	9,084
	3,571
	959
	4,530
	26,405

	2005-06
	17,175
	14,343
	11,584
	3,015
	14,599
	26,452

	2006-07
	24,492
	20,257
	3,814
	2,583
	6,397
	41,443

	2007-08 PR
	30,954
	28,784
	6,119
	3,652
	9,771
	62,337

	2008-09 QE
	18,364
	13,377
	6,439
	3,962
	10,401
	62,676

	PR : Partially Revised ;  QE: Quick Estimates.
    *: Revised; based on Balance of Payments data.
   # :   Based on date of agreement of the loan which may differ from the date of granting the loan registration number by the RBI.  Ceiling on ECB approvals is fixed on the basis of the latter, which may either be after or before the date of agreement of the loan.  Hence, there may be some difference between the amount shown under approvals in the table and the amount of ceiling fixed for a particular year.
Note: Disbursements during 1998-99 and 2000-01 include RIBs (US$ 4.2 billion) and IMDs (US $ 5.5 billion), respectively.  Debt service payments during 2003-04 and 2005-06 include redemption of RIBs and IMDs, respectively.


4. Currency Composition
(i) The currency composition of India’s external debt is generally disseminated in terms of major foreign currencies such as US dollar, Japanese Yen, Euro, Pound Sterling, Special Drawing Rights (SDR) and the domestic currency i.e., Indian Rupee.

(ii) The US dollar continues to be the dominant currency accounting for 57.1 per cent of the total external debt stock as at end-March 2009, followed by the Japanese yen (14.2  per cent), Indian rupee (13.2 per cent) and SDR (9.2 per cent) (Table 5 and Chart 3). The share of Euro has been at around 4 per cent in the recent years.

	Table 5: Currency Composition of External Debt
(Percentage share in total external debt) 

	 
	As at end March

	        Currency
	    2004
	2005
	2006
	2007
	2008
	2009 P

	1
	2
	3
	4
	5
	6
	7

	US Dollar
	40.5
	48.0
	49.2
	51.4
	54.4
	57.1

	SDR
	15.5
	14.2
	13.7
	11.9
	10.0
	9.2

	Indian Rupee
	22.7
	19.6
	18.9
	18.6
	17.5
	13.2

	Japanese Yen
	11.6
	10.5
	10.9
	11.5
	12.0
	14.2

	Euro
	5.8
	4.6
	4.4
	3.9
	3.6
	4.1

	Pound Sterling
	3.4
	2.6
	2.6
	2.4
	2.2
	1.9

	Others
	0.5
	0.5
	0.3
	0.3
	0.3
	0.3

	Total
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0

	P: Provisional
Source: Ministry of Finance, Government of India and Reserve Bank of India. 
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5. Instrument-wise Classification of External Debt
(i) The instrument-wise classification of India’s external debt as at end-March 2009 reveals that ‘loans’ accounted for 51.8 per cent of total debt outstanding as compared to 49.5 per cent as at end-March 2008 (Table 6).

(ii)The group ‘currency and deposits’ and ‘trade credits’ together accounted for 50.6 per cent of the total non-Government debt as at end-March 2009 as against 52.6 per cent as at end-March 2008. 

	Table 6: Instrument-wise Classification of External Debt Outstanding

	(US$ million)

	Sr. No.
	Borrower
	End-March 2008
	End-March 2009

	1
	2
	3
	4

	A.
	Government (1+2)
	56,947
	54,856

	1.
	Short-Term
	615
	939

	 
	(i) Money Market Instruments
	615
	939

	2.
	Long-term {(i)+(ii)+(iii)}
	56,332
	53,917

	 
	(i)  Bonds and Notes
	2,300
	963

	 
	(ii)  Loans
	52,740
	51,680

	 
	(iii) Trade Credits
	1,292
	1,274

	B.
	Monetary Authority
	1,115
	764

	 1.
	Short-term 
	1,115
	764

	 
	(i) Currency and Deposits
	1,115
	764

	C.
	Non-Government (1+2)
	1,66,511
	1,74,267

	1.
	Short-Term {(i)+(ii)}
	45,269
	47,670

	 
	(i)  Money Market Instruments
	2,107
	1,695

	 
	(ii)  Trade Credits 
	43,162
	45,975

	2.
	Long-term {(i)+(ii)+(iii)+(iv)}
	1,21,242
	1,26,597

	 
	(i)  Bonds and Notes
	18,302
	17,018

	 
	(ii)  Loans
	58,484
	67,310

	 
	(iii)  Currency and Deposits
	43,672
	41,554

	 
	(iv) Trade Credits 
	784
	715

	 
	Total External Debt (A+B+C)
	2,24,573
	2,29,887

	Source: Ministry of Finance, Government of India and Reserve Bank of India.


6. Short-term Debt 
(i) The short-term debt has become an important component for measuring the liquidity and refinancing risks. In the recent years, efforts have been taken to expand the coverage of short-term external debt. The data on short-term debt now includes suppliers’ credit up to and above 180 days, FII investments in Government debt, investment by foreign central banks and international institutions in Treasury Bills and external liabilities of central banks and commercial banks.

(ii) Short-term debt by original maturity has increased over the period mainly because of the increase in trade related credits due to growing imports. The share of trade related credits in total short-term debt increased from 91.8 per cent as at end-March 2008 to 93.1 per cent as at end-March 2009 (Table 7). 
	Table 7: Short-Term Debt by Original Maturity

	(US $ million)

	Components
	 End-March

	
	1991
	2001
	2005
	2006
	2007
	2008
	2009

	1
	2
	3
	4
	5
	6
	7
	8

	A
	Short-Term Debt
	8,544
	3,628
	17,723
	19,539
	28,130
	46,999
	49,373

	 
	a) NRI Deposits  (up to 1 year maturity) @
	3,577
	957
	0
	0
	0
	0
	0

	 
	b) FC (B&O) Deposits  (up  to 1 year maturity)
	167
	0
	0
	0
	0
	0
	0

	 
	c) Trade Related Credits #
	4,800
	2,671
	16,271
	19,399
	25,979
	43,162
	45,975

	 
	         (i)  Above 6 months and 
               upto 1year
	2,267
	2,671
	7,529
	8,696
	11,971
	22,884
	23,346

	 
	        (ii) Upto 6 months
	2,533
	0
	8,742
	10,703
	14,008
	20,278
	22,629

	 
	d)  FII Investments in 
    Government Treasury  Bills
    & other instruments
	0
	0
	1,452
	140
	397
	651
	2,065

	 
	e)  Investment in Treasury 
    Bills by foreign central 
    banks and international
    institutions etc.
	-
	-
	-
	-
	164
	155
	105

	 
	f)  External Debt Liabilities of:
	-
	-
	-
	-
	1,590
	3,031
	1,228

	 
	        (i)  Central Bank
	-
	-
	-
	-
	501
	1,115
	764

	 
	       (ii)  Commercial Bank
	-
	-
	-
	-
	1,089
	1,916
	464

	B
	Imports   (during the year)*
	27,915
	57,912
	1,18,908
	1,57,056
	1,90,670
	2,57,789
	2,94,587

	C
	Trade Credits to Imports (%)
	17.2
	4.6
	13.7
	12.4
	13.6
	16.7
	15.6

	@: Short-term deposits of less than one-year maturity under FCNR(A) were withdrawn with effect from May 15, 1993, 
such deposits under FCNR(B) and NR(E)RA were withdrawn effective October 1999 and April 2003, respectively.
 #: Data on short-term Trade Credits of less than six months in respect of suppliers’ 
credit and FII investment in debt papers are included since end-March 2005.
*: On balance of payments basis.
Source: Ministry of Finance, Government of India and Reserve Bank of India


7. External Debt by Residual Maturity
(i) While external debt is generally compiled in terms of original maturity, analysing the external debt, in particular short term debt in terms of residual maturity is important from the point of view of foreign exchange liquidity management and to ascertain the total foreign exchange outgo on account of debt service payments in the immediate future.

(ii) The ‘short-term debt by residual maturity’ comprises the repayments due under medium and long-term debt by original maturity during one year reference period along with the short-term debt with original maturity. The balance constitutes the long-term debt by residual maturity. Based on residual maturity, the short-term debt accounted for 40.6 per cent of total external debt as at end-March 2009. The ratio of short-term debt by residual maturity to foreign exchange reserves worked out to 37.0 per cent at end-March 2009 (Table 8). 

	Table 8: Residual Maturity of External Debt Outstanding as at End-March 2009

	(US $ million)

	 
	Short-term
	Long-term
	Total 
(2) to (5) 

	Components
	Up to one year
	1 to 2 years
	2 to 3 years
	More than 3 years
	

	1
	2
	3
	4
	5
	6

	1. Sovereign Debt (long-term)
	2,603
	2,924
	3,015
	45,376
	53,917

	2.  External Commercial Borrowings
	9,189
	10,839
	14,521
	50,494
	85,043

	    (including trade credit)
	 
	 
	 
	 
	 

	3.  NRI deposits {(i)+(ii)+(iii)}
	32,108
	4,465
	3,757
	1,224
	41,554

	      (i)  FCNR(B)
	9,944
	2,085
	1,075
	107
	13,211

	      (ii) NR(E)RA
	18,649
	2,015
	2,041
	865
	23,570

	     (iii) NRO
	3,516
	365
	641
	252
	4,773

	4.  Short-term Debt*
	49,373
	-
	-
	-
	49,373 

	    (Original maturity)
	 
	 
	 
	 
	 

	 Total (1 to 4)
	93,273
	18,228
	21,293
	97,093
	229,887

	Memo Items 
	 
	 
	 
	 
	 

	     Short-term debt 
         (Residual maturity as
         per cent of total debt
	40.6
	 
	 
	 
	 

	     Short-term debt 
        (Residual maturity as
         per cent of Reserves)
	37.0
	 
	 
	 
	 

	* Also includes short-term component of sovereign debt amounting to US$ 939 million.
Note: Residual Maturity of NRI Deposits is estimated on the basis of the Survey conducted by the Reserve 
          Bank on NRI deposits outstanding as on March 31, 2009.
Source:  Ministry of Finance, Government of India and Reserve Bank of India. 


8. Government and Non-Government External Debt
(i) Government (Sovereign) external debt stood at US$ 54.9 billion as at end-March 2009 while non-Government debt amounted to US $ 175.0 billion.

(ii) The share of non-Government debt in total external debt has increased steadily since March 2003. This trend continued during 2008-09 as the share of non-Government debt in total external debt increased further to 76.1 per cent as at end-March 2009 as against 74.6 per cent as at end-March 2008 (Table 9 and Chart 4).

	Table 9: Government and Non-Government External Debt

	(US $ million) 

	Sr. No.
	Components
	End-March

	
	
	2003
	2004
	2005
	2006
	2007
	2008
	2009

	1
	2
	3
	4
	5
	6
	7
	8
	9

	A.
	Sovereign Debt (I+II)
	43,612
	44,674
	46,668
	45,346
	48,330
	56,947
	 54,856

	 
	(As a percentage of GDP)
	8.4
	7.2
	6.5
	5.6
	5.1
	4.8
	 5.3

	I.
	External Debt on Government Account under External Assistance
	41,216
	41,142
	43,686
	43,510
	46,155
	52,538
	 51,816

	II.
	Other Government External Debt @
	2,396
	3,532
	2,982
	1,768
	2,175
	4,409
	 3,040

	B.
	Non-Government Debt #
	61,302
	66,971
	86,305
	92,787
	1,23,001
	1,67,626
	 1,75,031

	 
	(As a percentage of GDP)
	11.9
	10.6
	12.0
	11.5
	13.0
	14.2
	16.8

	C.
	Total External Debt (A+B)
	1,04,914
	1,11,645
	1,32,973
	1,38,133
	1,71,331
	2,24,573
	 2,29,887

	 
	(As a percentage of GDP)
	20.3
	17.8
	18.5
	17.2
	18.1
	19.0
	22.0

	 @: Other Government external debt includes defence debt, investment in Treasury Bills/ Government securities by FIIs, 
          foreign central banks and international institutions.
#: Includes external debt of Monetary Authority. 
Source: Ministry of Finance, Government of India and Reserve Bank of India
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9. Debt Service Payments
(i) India’s debt service payments amounted to US $ 15.4 billion during 2008-09 (April-March) as compared to US $14.9 billion during 2007-08 (April-March) (Table 10).

(ii) India’s debt service ratio1 has improved progressively over the years owing to the combined effect of moderation in debt service payments and growth in external current receipts. The debt service ratio had declined from a peak of 35.3 per cent in 1990-91 to 5.9 per cent in 2004-05 but increased to 10.1 per cent during 2005-06 due to repayments relating to the India Millennium Deposits. The debt service ratio declined to 4.6 per cent during 2008-09.

(iii) Servicing of External Commercial Borrowings (including principal and interest payments) accounted for 67.4 per cent of the total debt service during 2008-09.

	Table 10: India’s External Debt Service Payments

	(US $ million)

	Sr. No.
	Item
	1990-91
	2000-01
	2003-04
	2004-05
	2005-06
	2006-07
	2007-08
	2008-09

	1
	2
	3
	4
	5
	6
	7
	8
	9
	10

	1
	External Assistance 
	2,315
	3,444
	6,983
	2,855
	2,652
	2,942
	3,241
	3,381

	 
	     Repayment 
	1,187
	2,338
	6,193
	2,129
	1,945
	1,960
	2,099
	2,372

	 
	     Interest
	1,128
	1,106
	790
	726
	707
	982
	1,142
	1,009

	2
	External Commercial Borrowings 
	3,414
	7,073
	10,164
	4,530
	14,839
	6,331
	9,771
	10,401

	 
	     Repayment
	2,004
	5,378
	8,045
	3,571
	11,824
	3,814
	6,119
	6,439

	 
	     Interest
	1,410
	1,695
	2,119
	959
	3,015
	2,517
	3,652
	3,962

	3
	I.M.F.
	778
	26
	0
	0
	0
	0
	0
	0

	 
	     Repayment
	644
	26
	0
	0
	0
	0
	0
	0

	 
	     Interest
	134
	0
	0
	0
	0
	0
	0
	0

	4
	NRI Deposits 
      Interest
	1,282
	1,661
	1,642
	1,353
	1,497
	1,969
	1,813
	1,547

	5
	Rupee Debt Service 
     Repayments
	1,193
	617
	376
	417
	572
	162
	121
	101

	6
	Total Debt Service (1 to 5)
	8,982
	12,821
	19,165
	9,155
	19,560
	11,404
	14,946
	15,430

	 
	     Repayment
	5,028
	8,359
	14,614
	6,117
	14,341
	5,936
	8,339
	8,912

	 
	     Interest
	3,954
	4,462
	4,551
	3,038
	5,219
	5,468
	6,607
	6,518

	7
	Current Receipts #
	25,479
	77,467
	1,19,239
	1,54,123
	1,94,170
	2,42,811
	3,14,014
	3,37,095

	 
	Debt Service Ratio (6/7) (%)
	35.3
	16.6
	16.1
	5.9
	10.1
	4.7
	4.8
	4.6

	#: Current Receipts minus Official Transfers.
Source: Ministry of Finance, Government of India and Reserve Bank of India 


(vi) At end-March 2009, the projected debt service payments for External Commercial Borrowings (ECBs) and Foreign Currency Convertible Bonds (FCCBs) revealed that the principal repayments between 2011-12 and 2012-13 would be higher (Table 11). Despite consolidation of high cost loans and lower interest rates on the current borrowings, interest payments would also increase during these years due to higher disbursement. The projections do not include future debt service obligations arising out of fresh borrowings. 

	Table 11: Projected Debt Service Payments for ECBs and FCCBs

	(US $ million)

	Year
	Principal 
	Interest 
	Total

	1
	2
	3
	4

	2009-10
	8,633
	2,057
	10,690

	2010-11
	10,239
	1,996
	12,235

	2011-12
	13,877
	2,367
	16,244

	2012-13
	15,823
	2,141
	17,964

	2013-14
	10,256
	961
	11,217

	2014-15
	5,608
	627
	6,235

	2015-16
	3,786
	465
	4,251

	2016-17
	3,602
	331
	3,933

	2017-18
	2,285
	212
	2,497

	2018-19
	1,655
	135
	1,790

	Note:  Projections on debt servicing are based on the end-March 2009 debt outstanding position. 
The projections exclude NRI deposits and FII investment in government debt securities.


10. Sustainability of India’s External Debt
(i) An assessment of sustainability of external debt is generally undertaken based on the trends in certain key ratios such as debt to GDP ratio, debt service ratio, short-term debt to total debt and total debt to foreign exchange reserves. India has managed its external debt successfully as reflected in the perceptible improvement in various external debt sustainability indicators (Table 12).

(ii)  The ratio of external debt to GDP increased to 22.0 per cent as at end-March 2009 from 19.0 per cent as at end-March 2008.

(iii) The debt service ratio has declined steadily over the years, and stood at 4.6 percent as at end-March 2009.

(iv) India’s foreign exchange reserves provided a cover of 109.6 per cent to the external debt stock at the end of March 2009 as compared to 137.9 per cent as at end-March 2008 (Chart 5). 

(v) The share of concessional debt in total external debt declined to 18.2 per cent as at end-March 2009 from 19.7 per cent at end-March 2008 reflecting the continuing increase in non-concessional private debt in India's external debt stock.

(vi) The ratio of short-term debt to foreign exchange reserves at 19.6 per cent as at end-March 2009 was higher than that of 15.2 per cent in the previous year.

(vii) The share of short-term debt in total debt increased to 21.5 per cent at end-March 2009 from 20.9 per cent at end-March 2008. 

	Table 12: India’s Key External Debt Indicators

	Year
	External Debt
(US $ billion)
	Ratio of External Debt to GDP
(per cent)
	Debt Service Ratio
(per cent)
	Ratio of Foreign Exchange Reserves to Total Debt
(per cent)
	Ratio of Concessional Debt to Total Debt
(per cent)
	Ratio of Short-Term Debt to Foreign Exchange Reserves
(per cent)
	Ratio of Short- Term Debt to Total Debt
(per cent)

	1
	2
	3
	4
	5
	6
	7
	8

	1990-91
	83.8
	28.7
	35.3
	7.0
	45.9
	146.5
	10.2

	1995-96
	93.7
	27.0
	26.2
	23.1
	44.7
	23.2
	5.4

	2000-01
	101.3
	22.5
	16.6
	41.7
	35.4
	8.6
	3.6

	2001-02
	98.8
	21.1
	13.7
	54.7
	35.9
	5.1
	2.8

	2002-03
	104.9
	20.3
	16.0*
	72.5
	36.8
	6.1
	4.5

	2003-04
	111.6
	17.8
	16.1**
	101.2
	36.1
	3.9
	4.0

	2004-05
	133.0
	18.5
	5.9^
	106.4
	30.9
	12.5
	13.3

	2005-06
	138.1
	17.2
	10.1#
	109.8
	28.6
	12.9
	14.1

	2006-07
	171.3
	18.1
	4.7
	116.2
	23.1
	14.1
	16.4

	2007-08
	224.6
	19.0
	4.8
	137.9
	19.7
	15.2
	20.9

	2008-09P
	229.9
	22.0
	4.6
	109.6
	18.2
	19.6
	21.5

	P: Provisional
*  Works out to 12.4 per cent, with the exclusion of prepayment of external debt of US $ 3,430 million.
** Works out to 8.2 per cent with the exclusion of pre payment of external debt of US $ 3,797 million. 
      and redemption of Resurgent India Bonds (RIBs) of US $ 5,549 million.
^ works out to 5.7 per cent with the exclusion of pre payment of external debt of US $ 381 million.
# works out to 6.3 per cent with the exclusion of India Millennium Deposits (IMDs) repayments of US $ 7.1 billion and pre payment of external debt of US $ 23.5 million.
Source: Ministry of Finance, Government of India and Reserve Bank of India


	[image: image14.png]US§billion

3500
300.0
250.0
2000
1500
1000
50.0
00

Chart 5: Reserve Cover for External Debt

1997

1998

1999

(End-March)

2007

2008







11. Cross Country Comparison
(i) According to the latest data available on Global Development Finance Online Database, World Bank, the international comparison of external debt of the twenty most indebted countries indicates that India was the fifth most indebted country in 2007  as compared with third position in 1990 (Table 13).

(ii) The element of concessionality in India’s external debt portfolio was the third highest after Indonesia and Philippines.

(iii) India’s debt service ratio was third lowest with China and Malaysia having first and second lowest debt service ratio, respectively.

(iv) In terms of ratio of external debt to Gross National Income (GNI), India’s position was sixth lowest, with China having the lowest ratio of external debt to GNP.

(v) India’s position with respect to short-term debt to total external debt was eighth lowest with Mexico having the lowest ratio of short-term debt to total external debt.

(vi) In terms of reserves to total debt, India’s position was fourth as China, Malaysia and Thailand had higher reserves to debt ratio than India. 

	Table  13: International Comparison of Top Twenty Debtor Countries, 2007 

	 
	External debt stocks, total
(US $ billion)
	Concessional debt/Total debt
(EDT)
(per cent)
	Debt service ratio 
(per cent)
	External Debt to GNI 
(per cent)
	Short-term debt/Total debt (EDT) (per cent)
	Forex Reserves to 
Total Debt 
(per cent)

	1
	2
	3
	4
	5
	6
	7

	China 
	373.6
	10.1
	2.2
	11.6
	54.5
	413.9

	Russian Federation 
	370.2
	0.4
	9.1
	29.4
	21.4
	129.1

	Turkey 
	251.5
	2.1
	32.1
	38.8
	16.6
	30.4

	Brazil 
	237.5
	1.0
	27.8
	18.7
	16.5
	75.9

	India 
	224.6
	19.7
	4.8
	19.0
	20.9
	137.9

	Poland 
	195.4
	0.4
	25.6
	47.7
	30.9
	33.6

	Mexico 
	178.1
	0.6
	12.5
	17.7
	5.1
	49.0

	Indonesia 
	140.8
	26.2
	10.5
	33.9
	24.8
	40.4

	Argentina 
	127.8
	1.3
	13.0
	49.7
	29.8
	36.1

	Kazakhstan 
	96.1
	1.0
	49.6
	103.7
	12.2
	18.4

	Romania 
	85.4
	1.6
	19.1
	51.5
	35.7
	46.8

	Ukraine 
	73.6
	2.2
	16.9
	52.9
	31.1
	44.1

	Philippines 
	65.8
	20.0
	13.7
	41.9
	10.8
	51.2

	Thailand 
	63.1
	9.6
	8.1
	26.5
	34.3
	138.7

	Chile 
	58.6
	0.4
	14.2
	40.3
	22.7
	28.7

	Malaysia 
	53.7
	6.1
	4.6
	29.4
	28.4
	189.9

	Croatia 
	48.6
	2.1
	33.0
	97.7
	10.5
	28.1

	Colombia 
	45.0
	2.1
	22.0
	22.5
	11.9
	46.6

	South Africa 
	43.4
	0.0
	5.9
	15.8
	38.2
	75.9

	Venezuela, RB
	43.1
	0.5
	7.4
	18.7
	27.1
	78.2

	Source: Data for India as published by national authorities for 2007-08 and those for other countries as at 
end-December 2007 as available in World Bank’s Global Development Finance Online Database. 


(vii) The Quarterly External Debt (QEDS) database, jointly developed by the World Bank and the International Monetary Fund, brings out detailed external debt data of countries that are subscribing to IMF’s Special Data Dissemination Standard/ General Data Dissemination System. The position in respect of the reporting countries for the third and fourth quarters of the calendar year 2008, which has been published by the World Bank is given at Annex I. 
	Annex I: Gross External Debt Position of QEDS Reporting 
Countries for End-September and End-December 2008

	(US$ million)

	Sr. No.
	 

Countries 
	2008 Q3
	2008 Q4

	
	
	Short-term
	Long-term
	Total
	Short-term
	Long-term
	Total

	1
	2
	3
	4
	5
	6
	7
	8

	1
	Argentina
	53,660
	75,277
	1,28,937
	56,253
	71,859
	1,28,112

	2
	Armenia
	429
	2,748
	3,177
	465
	2,962
	3,427

	3
	Australia
	2,73,741
	5,65,950
	8,39,691
	2,28,190
	5,35,482
	7,63,671

	4
	Austria
	3,03,048
	5,61,405
	8,64,453
	2,65,533
	5,61,961
	8,27,494

	5
	Belarus
	8,755
	5,802
	14,557
	7,253
	7,565
	14,818

	6
	Belgium
	12,02,725
	4,20,123
	16,22,848
	9,64,129
	3,82,388
	13,46,517

	7
	Bolivia
	317
	5,484
	5,801
	267
	5,656
	5,923

	8
	Brazil
	47,507
	2,25,459
	2,72,966
	36,466
	2,26,466
	2,62,931

	9
	Bulgaria
	18,913
	32,909
	51,822
	18,493
	32,624
	51,117

	10
	Canada
	2,99,552
	5,10,854
	8,10,406
	3,01,712
	4,49,599
	7,51,311

	11
	Chile
	18,616
	50,426
	69,042
	14,251
	50,517
	64,768

	12
	Colombia
	5,616
	39,793
	45,409
	5,684
	40,708
	46,392

	13
	Costa Rica
	3,509
	5,297
	8,805
	3,864
	5,218
	9,082

	14
	Croatia
	4,123
	47,721
	51,843
	6,620
	47,830
	54,450

	15
	Czech Republic
	28,553
	61,187
	89,740
	25,941
	54,487
	80,428

	16
	Denmark
	2,88,064
	3,00,587
	5,88,651
	2,99,226
	2,84,127
	5,83,353

	17
	Ecuador
	0
	0
	0
	0
	0
	0

	18
	Egypt
	2,651
	29,831
	32,481
	2,842
	29,281
	32,123

	19
	El Salvador
	1,497
	8,873
	10,369
	1,542
	9,149
	10,691

	20
	Estonia
	9,982
	17,077
	27,059
	10,623
	16,778
	27,401

	21
	Finland
	1,17,488
	2,26,735
	3,44,223
	1,09,624
	2,18,935
	3,28,559

	22
	France
	22,47,510
	28,90,585
	51,38,095
	21,38,532
	28,63,164
	50,01,696

	23
	Georgia
	1,062
	6,081
	7,143
	972
	6,330
	7,302

	24
	Germany
	19,78,058
	34,50,105
	54,28,163
	17,23,723
	35,26,777
	52,50,499

	25
	Greece
	1,29,621
	3,70,543
	5,00,164
	1,56,216
	3,48,397
	5,04,612

	26
	Hong Kong, China
	5,10,248
	1,67,531
	6,77,779
	4,83,877
	1,76,053
	6,59,931

	27
	Hungary
	26,422
	1,83,990
	2,10,412
	26,111
	1,83,523
	2,09,634

	28
	India
	50,675
	1,72,856
	2,23,531
	46,625
	1,82,646
	2,29,271

	29
	Indonesia
	20,264
	1,31,475
	1,51,739
	20,488
	1,34,578
	1,55,067

	30
	Ireland
	10,81,982
	13,08,683
	23,90,665
	11,10,636
	12,01,087
	23,11,724

	31
	Israel
	35,512
	53,423
	88,935
	32,956
	52,312
	85,268

	32
	Italy
	9,44,407
	16,07,011
	25,51,418
	8,09,594
	15,49,516
	23,59,110

	33
	Japan
	12,51,745
	8,02,838
	20,54,583
	14,66,347
	8,78,336
	23,44,683

	34
	Kazakhstan
	10,946
	95,117
	1,06,064
	10,174
	97,639
	1,07,813

	35
	Korea
	1,89,598
	2,35,918
	4,25,516
	1,51,056
	2,29,439
	3,80,495

	36
	Kyrgyz  Republic
	292
	3,060
	3,352
	385
	3,082
	3,467

	37
	Latvia
	15,014
	27,452
	42,466
	14,091
	27,963
	42,054

	38
	Lithuania
	9,066
	24,426
	33,492
	8,169
	24,299
	32,469

	39
	Malaysia
	38,796
	43,355
	82,151
	30,892
	44,399
	75,292

	40
	Mexico
	28,679
	1,83,493
	2,12,172
	24,218
	1,76,175
	2,00,393

	41
	Moldova
	1,299
	2,596
	3,895
	1,429
	2,696
	4,125

	42
	Netherlands
	12,57,438
	14,31,377
	26,88,815
	10,68,222
	13,71,643
	24,39,864

	43
	Norway
	3,02,466
	2,56,742
	5,59,208
	2,74,891
	2,76,705
	5,51,596

	44
	Paraguay
	710
	2,653
	3,363
	735
	2,772
	3,507

	45
	Peru
	8,934
	26,931
	35,865
	6,148
	28,440
	34,587

	46
	Poland
	62,275
	2,03,832
	2,66,107
	50,809
	1,91,248
	2,42,057

	47
	Portugal
	1,95,715
	3,08,391
	5,04,106
	1,80,351
	3,04,359
	4,84,710

	48
	Russian 
Federation
	1,15,759
	4,26,322
	5,42,082
	79,779
	4,04,948
	4,84,726

	49
	Slovak Republic
	20,255
	32,791
	53,045
	20,102
	32,424
	52,527

	50
	Slovenia
	17,842
	39,257
	57,100
	16,170
	38,240
	54,409

	51
	South Africa
	27,978
	49,547
	77,525
	25,462
	46,349
	71,811

	52
	Spain
	7,12,137
	16,93,443
	24,05,580
	6,91,557
	16,22,086
	23,13,643

	53
	Sweden
	0
	0
	0
	0
	0
	0

	54
	Switzerland
	9,99,466
	4,31,423
	14,30,890
	9,12,796
	3,92,161
	13,04,956

	55
	Thailand
	21,201
	44,023
	65,224
	20,317
	44,529
	64,846

	56
	Tunisia
	4,602
	16,010
	20,612
	4,330
	16,442
	20,773

	57
	Turkey
	57,804
	2,32,911
	2,90,715
	50,714
	2,26,120
	2,76,834

	58
	Ukraine
	29,345
	75,494
	1,04,839
	21,983
	81,253
	1,03,236

	59
	United  Kingdom
	80,71,790
	26,77,095
	1,07,48,884
	69,80,002
	24,08,010
	93,88,012

	60
	United States
	53,47,436
	82,80,023
	1,36,27,459
	54,14,396
	82,27,411
	1,36,41,807

	61
	Uruguay
	351
	10,863
	11,214
	115
	10,626
	10,742


1 Debt service ratio is defined as total repayments of principal and interest on debt as a ratio of current receipts.

3.5 DEBT THROUGH CREATED MONEY
Modern central banking allows multiple banks to practice fractional reserve banking with inter-bank business transactions without risking bankruptcy. The process of fractional-reserve banking has a cumulative effect of money creation by banks, essentially expanding the money supply of the economy. 
There are two types of money in a fractional-reserve banking system operating with a central bank: 
1. central bank money (money created or adopted by the central bank regardless of its form (precious metals, commodity certificates, banknotes, coins, electronic money loaned to commercial banks, or anything else the central bank chooses as its form of money)

2. commercial bank money (demand deposits in the commercial banking system) - sometimes referred to as chequebook money

When a deposit of central bank money is made at a commercial bank, the central bank money is removed from circulation and added to the commercial banks reserves (it is no longer counted as part of m1 money supply). Simultaneously, an equal amount of new commercial bank money is created in the form of bank deposits. When a loan is made by the commercial bank (which keeps only a fraction of the central bank money as reserves), using the central bank money from the commercial bank's reserves, the m1 money supply expands by the size of the loan. This process is called deposit multiplication.

3.6 PUBLIC BORROWINGS AND PRICE LEVEL OBJECTIVES OF FISCAL POLICY
Governments use fiscal policy to influence the level of aggregate demand in the economy, in an effort to achieve economic objectives of price stability, full employment, and economic growth. Keynesian economics suggests that adjusting government spending and tax rates are the best ways to stimulate aggregate demand. This can be used in times of recession or low economic activity as an essential tool for building the framework for strong economic growth and working towards full employment. The government can implement these deficit-spending policies to stimulate trade due to its size and prestige. In theory, these deficits would be paid for by an expanded economy during the boom that would follow; this was the reasoning behind the New Deal.

Governments can use budget surplus to do two things: to slow the pace of strong economic growth and to stabilize prices when inflation is too high. Keynesian theory posits that removing funds from the economy will reduce levels of aggregate demand and contract the economy, thus stabilizing prices.

3.6.1 Fiscal Policy Overview 

The Union Budget 2008-09 was presented in the backdrop of impressive growth in the Indian economy which clocked about 9 per cent of average growth in the last four years. 

This striking performance coupled with significant improvement in fiscal indicators, during the Fiscal Responsibility and Budget Management (FRBM) Act, 2003 regime definitely put the country on a higher growth trajectory inspiring confidence in the medium to long term prospects of the economy. The process of fiscal consolidation during these years has resulted in improvement in fiscal deficit from 5.9 per cent of GDP in 2002-03 to 2.7 per cent of GDP in 2007-08. During the same period, revenue deficit has declined from 4.4 per cent to 1.1 per cent of GDP. 

In tune with the philosophy of equitable growth, the process of fiscal consolidation was taken forward without constricting the much-required social sector and infrastructure related expenditure. This improvement in the state of public finances was achieved through higher revenue buoyancy, driven by efficient tax administration and improved compliance which is evident from increase in the tax to GDP ratio from 8.8 per cent in 2002-03 to 12.5 per cent in 2007-08. Riding on the path of fiscal consolidation, the Union Budget 2008-09 was presented with fiscal deficit estimated at 2.5 per cent of GDP and revenue deficit at 1 per cent of GDP. 

However after the presentation of the Union Budget in February 2008, the world economy was hit by three unprecedented crises -- first, the petroleum price rise; second, rise in prices of other commodities; and third, the breakdown of the financial system. The combined effect of these crises of these orders is bound to affect emerging market economies and India was no exception. The first two crises resulted in serious inflationary pressure in the first half of 2008-09. The focus of the monetary as well as fiscal policy shifted from fuelling growth to containing inflation, which had reached 12.9 per cent in August, 2008. 

Series of fiscal measures both on tax revenue and expenditure side were undertaken with the objective of easing supply side constraints. These measures were supplemented by monetary initiatives through policy rate changes by the Reserve Bank of India, and contributed to the softening of domestic prices. Headline inflation fell to 4.39 per cent in January, 2009. However, the fiscal measures undertaken through tax concessions and increased expenditure on food, fertiliser and petroleum subsidies along with increased wage bill for implementing the Sixth Central Pay Commission recommendations significantly altered the deficit position of the Government. 
3.6.2 Fiscal Policy for the ensuing financial year. 

The Interim Budget 2009-2010 is being presented in the backdrop of uncertainties prevailing in the world economy. The impact of this is seen in the moderation of the recent trend in growth of the Indian economy in 2008-09 which at 7.1 per cent still however makes India the second fastest growing economy in the World. 

The measures taken by Government to counter the effects of the global meltdown on the Indian economy, have resulted in a short fall in revenues and substantial increases in government expenditures, leading to a temporary deviation from the fiscal consolidation path mandated under the FRBM Act during 2008-09 and 2009-2010. 

The revenue deficit and fiscal deficit for R.E.2008-09 and B.E.2009-2010 are, as a result, higher than the targets set under the FRBM Act and Rules. 

The grounds due to which this temporary deviation has taken place, are detailed in the Fiscal Policy Overview above and also in the Macro-economic Framework Statement being presented in the Parliament. The fiscal policy for the year 2009-2010 will continue to be guided by the objectives of keeping the economy on the higher growth trajectory amidst global slowdown by creating demand through increased public expenditure in identified sectors. 

However, the medium term objective will be to revert to the path of fiscal consolidation at the earliest, with improvement in the economic situation. 

3.6.3 Tax Policy 

Indirect Taxes 

During the first half of the fiscal year, the global spurt in commodity prices (crude petroleum, food items and metals) led to increases in domestic prices of essential items and industrial inputs, putting a severe inflationary pressure on the economy. 

Hence, the Government took several measures after the presentation of the Union Budget 2008-09, particularly on the Customs side, to contain the rising inflation, as detailed below:- 

Customs 

· On 21.3.2008, to curb the inflationary trends in the economy arising out of a rise in prices of food items, a sharp reduction was effected in the import duty rates on various food items such as semi-milled or wholly milled rice (70% to nil) and crude and refined edible oils (from 40%-75% to 20%-27.5%). On 01.04.2008, a further reduction was effected in the import duty rate- on all crude edible oils duty was reduced to nil, and on refined edible oils duty was reduced to 7.5%. 
· Export duty of Rs 8,000 PMT was imposed on exports of Basmati rice with effect from 10.5.2008. 

· With effect from 10.5.2008, import duties on crude petroleum was reduced to nil and on petrol and diesel to 2.5% (earlier 7.5%). Customs duty on other petroleum products was reduced from 10% to 5% on 04.06.2008. 

· Import duties were reduced to nil on many iron and steel items as well as on specified inputs for this sector (zinc, ferro-alloys, metcoke) on 29.4.2008. Further, in order to increase the domestic availability and bring about moderation in prices, export duties were imposed on many items in the iron and steel sector @ 15% ad valorem on pig iron, sponge iron, iron and steel scrap, iron or steel pencil ingots, semi finished products and HR coils/sheets, etc. 

· On 08.07.2008, raw cotton was also fully exempted from customs duties so as to contain the prices of raw cotton and augment the domestic supply. 

Excise 
· With effect from 04.06.2008, excise duty on unbranded motor spirit (MS) was reduced from Rs 6.35 per litre to Rs 5.35 per litre and on unbranded high speed diesel (HSD), excise duty was reduced from Rs 2.6 per litre to Rs 1.6 per litre. In the post-October stage, while the inflationary pressures on the economy were subdued, the global meltdown and resultant slowdown of the Indian economy required review of the existing policy in favour of maintaining the growth momentum and retaining export markets. As such, the following policy changes were effected which would be reviewed in the ensuing financial year in the light of the macroeconomic situation particularly the growth of the manufacturing sector: 

Service Tax 

· The refund of service tax paid by exporters on various taxable services attributable to export of goods has been further extended to include clearing and forwarding agents services. 

· The upper limit of refund of service tax paid by exporters on foreign commission agent services has been enhanced from 2% of FOB value to 10% of FOB value of export goods. 

· Drawback benefit can now be availed of simultaneously with refund of service tax paid in respect of exports. 

· In order to mitigate the genuine hardships of goods transport agencies, eight specified services which are provided to goods transport agency have also been fully exempted from service tax. 

Direct Taxes 
· Over the last five years, widespread reforms have been ushered in the area of direct taxes. The reform strategy comprises the following elements: - 

· Minimizing distortions within the tax structure by expanding the tax base and rationalizing the tax rates. Enabling the tax administration to provide quality taxpayer services and also enhance deterrence levels. Both these objectives reinforce each other and have promoted voluntary compliance. 

· Re-engineering business processes in the Income-tax Department through extensive use of information technology, viz., e-filing of returns; issue of refunds through ECS and refund bankers; selection of returns for scrutiny through computers; e-payment of taxes; establishing a Centralized Processing Centre and an effective taxpayer information system. These measures have substantially enhanced the direct tax revenue productivity from 3.81 per cent of GDP in 2003-04 to an estimated 6.35 per cent of GDP in 2008-09. Further, the share of direct taxes in the Central tax revenues is now significantly higher than the share of indirect taxes resulting in a substantial improvement in the equity of the tax system. Therefore, the reform strategy in the medium term is to consolidate the achievements of the past. 

Since there is no change in the tax base and rates, the prospects of growth in direct tax collection in the ensuing financial year will remain unchanged vis-a-vis the revised estimate for the financial year 2008-09. 

3.6.4 Government Borrowings, Lending and Investments 

The Government policy towards borrowings to finance its deficit continues to remain anchored on the following principles namely (i) greater reliance on domestic borrowings over external debt, (ii) preference for market borrowings over instruments carrying administered interest rates, (iii) elongation of the maturity profile and consolidation of the debt portfolio and (iv) development of a deep and wide market for Government securities to improve liquidity in secondary market. 

In the first half of the current financial year, the government borrowing was in line with the indicated auction calendar decided upon in consultation with the Reserve Bank of India. However, due to the need to provide the fiscal stimulus to counter the situation created by the effects of the global financial crisis, the borrowing calendar of the government had to be revised in the second half of the current financial year. 

The gross and net market borrowings (dated securities and 364- day Treasury Bills) of the Central Government during 2008-09 (up to February 9, 2009) amounted to Rs 2,40,167 crore and Rs 1,68,710 crore, respectively. As part of policy to elongate maturity profile, Central Government has been issuing securities with maximum 30--year maturity. 

The weighted average maturity of dated securities issued during 2008-09 (up to February 9, 2009) was 14.45 years which was marginally lower than 14.90 years during the corresponding period of the previous year. The weighted average yield of dated securities issued during 2008-09 (up to February 9, 2009) was 7.91 per cent and was lower than 8.12 per cent during the corresponding period of last year. 

Consequent to the transition to the FRBM Act mandated environment, recourse to borrowing from RBI under normal circumstances is prohibited. During the year 2008-09 (up to February 7, 2009) the Central Government resorted to ways and means advance to meet the temporary mismatch in receipts and expenditure for 77 days as compared with 91 days a year ago. 

The daily average utilization of ways and means advance by the Central Government was Rs 7,383 crore as compared with Rs 14,498 crore a year ago. The Central Government also availed of Overdraft (OD) for 24 days up to February 7, 2009. The daily average of OD was Rs.11,233 crore as compared with Rs 6,381 crore a year ago. 

The outstanding balance under Market Stabilization Scheme (MSS) on 1st April, 2008 was Rs 1,70,554 crore. Notwithstanding fresh issuance of Rs 43,500 crore during 2008-09, the outstanding balance under the MSS declined to Rs 1,05,773 crore mainly reflecting the change in policy and unwinding MSS through buyback of Rs 47,544 crores. This was done in order to ease liquidity in the system in the backgrounds of the additional borrowing plan during the second half of 2008-09 to finance the increased deficit. 

In order to have prudent management of debt and greater focus on carrying cost as well as meeting secondary market liquidity, the government has set up a Middle Office which in due course will merge with the proposed Debt Management Office. Central Government has stopped playing the role of financial intermediary for State Government for domestic market borrowings and the trends in the current year shows that this transition has been very smooth resulting in reduction in cost for the State Governments while at the same time bringing in a sense of market discipline. 

Government has set up National Investment Fund (NIF) to which the disinvestment proceeds from Central PSUs are being transferred. This fund is being managed by professional fund managers. The receipts in the Fund are not reckoned as resources for the purpose of financing the fiscal deficit. The income from investments under NIF is used to finance social infrastructure and provide capital to viable public sector enterprises without depleting the corpus of NIF. 

3.7 INTERDEPENDENCE OF FISCAL AND MONETARY POLICY

Even as the sub-prime mortgage bubble burst and the economic crisis dawned, the Central Banks across the world, after some initial hesitation, were quickly off the blocks and resorted to aggressive monetary policy actions - lowering rates to almost zero bound, direct cash injections into financial institutions, purchases of troubled or distressed assets, liquidity infusions through auctions and Central Bank lending windows, relaxation of collateral standards for lending, blanket insurance on deposits etc. In the US alone, the balance sheet of the Federal Reserve has burgeoned from $900 bn to nearly $3 trillion in the space of a few months. 

However, all these have had limited effect in reining in the steep slide downwards. There are ofcourse, those who claim that without these aggressive monetary loosening, the results would have been worse still. Even if this is true (and it surely is), it is a small consolation. The apparent ineffectiveness of the monetary policy in preventing a slide into an economic recession set in motion calls for a fiscal stimulus package to bail out the economy and its various sections.
Fiscal policy and monetary policy have significant differences. The government oversees fiscal policy while the Fed oversees monetary policy. The Fed is the central bank of the United States and controls the money supply. Supply and demand is not the only ways in which the economy is affected. Both fiscal policy and monetary policy play their part. Each has the ability to affect the economy in its own way, with its own advantages and disadvantages.

The Fed has the greatest ability to slow down the economy in order to promote full employment and counter inflation with monetary policy. The Fed increases interest rates to defer people from borrowing money. In this case, monetary policy is more effective then fiscal policy. In order for fiscal policy to have an affect on slowing down the economy, the government must raise taxes or decrease spending, neither of which is very appealing and politically costly. Since the government runs fiscal policy, they must adhere to all aspects of democracy, which can lead to delays and slows down the process.

The Fed has the advantage of being independent of the normal political process. They are able to make decisions quickly without the time consuming checks and balances associated with the political process. They are also at a disadvantage because they do not have all the support of that same political process. Perhaps the checks and balances system the government uses could be somewhat effective in the Fed without hindering the speed they are accustomed to.
As opposed to monetary policy, fiscal policy refers to expenditure (used to provide goods and services), taxation (to finance the various government expenses) and government borrowing. The main point of fiscal policy is to keep the surplus or deficit swings in the economy to a minimum by reducing inflation and recession.

There are two types of expenditures – money spent on the delivery of goods and services and the transfer of funds to other levels of government. Government expenditure can be both, planned, as well as non-planned. Planned capital expenditure is like government expenditure on social sectors and planned non-capital expenditure means normal government expenses. The latter means sudden expenses on, say, durable disaster management and mounts to government expenses on government officials, including VIPs.

Taxation takes many forms (direct and indirect), including taxation of personal and corporate income, so-called value added taxation and the collection of royalties or taxes on specific sets of goods. Government revenue is categorised into revenue receipts – like tax revenue and non-tax revenue – and capital receipts (say, through borrowing). Through borrowing, a government means to provide a great deal of goods and services to its people, while not having the immediate tax revenue to fund that expenditure. This is done primarily by issuing securities, such as Treasury Bills or Treasury Bonds. All levels of government borrow money at some point or the other. Fiscal Policy has two main tools – the changing of tax rates, and changing of government expenditure. The government has been focusing on both of these to provide a boost to the economy.

Existing Measures – As we know, the on-going global recession has also hit India. According to the International Monetary Fund (IMF) and World Bank, apart from many Central and Eastern European economies, a large number of developing countries across the five continents are facing a financial meltdown. This would seriously affect the rate of economic growth and the related equity issues, especially poverty levels. It is estimated that an additional 90 million people’s income may fall below the poverty line in most of these countries.

Another problem is that capitalism rules the world but is surviving only because of huge stimulus packages. India is fortunate in the sense that both the public and private sectors are active, and both are equally aware of the crisis. They are, in fact, going hand in hand to get the country out of this crisis. Let us briefly see what the public sector is doing in terms of Fiscal and Monetary Policies in this context:

Looking at the global financial and economic conditions, the RBI has taken many measures since mid-September 2008, to augment domestic liquidity and to ensure that credit continues to flow to productive sectors of the economy. Since then, the RBI has reduced the Cash Reserve Ratio (CRR) from 9.0 per cent to 5.0 per cent and the Statutory Liquidity Ratio (SLR) from 25.0 per cent to 24.0 per cent.

The various fiscal stimulus packages as announced by the government during the last few months or so, have raised the market borrowing programme of the government for the year 2008-09. In terms of the amendment to the memorandum of understanding on ‘Market Stabilisation Scheme’ (MSS) on February 26, 2009, an amount of Rs 45,000 crore was transferred from the MSS cash account to the normal cash account of the Government of India by March 31, 2009. An equivalent amount of government securities issued under the MSS would also form part of the normal market borrowing of the government. This arrangement has surely given a boost to the market.

Furthermore, the RBI has conducted purchase of government securities under its open market operations. The Government has given liquidity support to the housing sector and particularly to Housing Finance Companies (HFC), which have been adversely affected by the recent financial market developments. The government is also helping the overseas financial companies in many ways for financing imports to India. Attempts are being made to ensure adequate liquidity in order to maintain the flow of credit for all productive purposes in the housing, export and small and medium industry sectors.

3.8 BUDGETARY DEFICITS AND THEIR IMPLICATIONS

In general, RBI follows the Government of India’s approach/methodology for compilation in respect of various deficits/fiscal indicators. Details of methodology followed in budget 2006-07 are presented in Annex-8.1. The definitions of various deficit indicators used in compilation of fiscal statistics are as follows: Revenue Deficit denotes the difference between revenue receipts and revenue expenditure. The conventional deficit (budgetary deficit) is the difference between all receipts and expenditure, both revenue and capital. The gross fiscal deficit (GFD) is the excess of total expenditure including loans net of recovery over revenue receipts (including external grants) and non-debt capital receipts. Since 1999-2000, GFD excludes States’ share in small savings as per the new system of accounting. The net fiscal deficit is the gross fiscal deficit less net lending of the Central Government. The net primary deficit denotes net fiscal deficit minus net interest payments. Primary revenue balance denotes revenue deficit minus interest payments. The net RBI credit to the Central Government represents the sum of variations in the RBI’s holdings of (i) Central Government dated securities, (ii) Treasury Bills, (iii) Rupee Coins and (iv) Loans and Advances from RBI to Centre since April 1, 1997 adjusted for changes in the Centre’s cash balances with RBI in the case of Centre. Regarding State Governments, net RBI credit refers to variation in loans and advances given to them by the RBI net of their incremental deposits with the RBI, for the State Governments having accounts with the RBI.

3.8.1-Combined-Finances

While defining the combined deficit/fiscal indicators, the Bank broadly follows the approach/methodology adopted by International Monetary Fund (IMF) in its Government Finance Statistics (GFS) Manual. The fiscal variables are worked as the sum of Centre and States minus inter-governmental transactions. The data on inter-governmental transactions viz. States’ share in Central taxes, grants to States and interest receipts from States in the revenue account; loans and advances to States and recovery of loans from States in the capital account, are taken from the Central Government budget documents. Combined GFD is the GFD of Central Government plus GFD of State Governments minus net lending (loans and advances from States minus recovery of loans and advances from States) from Central Government to State Governments. Revenue deficit is the difference between revenue receipts and revenue expenditure of the Central and State Governments adjusted for inter-Governmental transactions in the revenue account. Gross primary deficit is defined as combined GFD minus combined interest payments. Combined interest payments are sum of interest payments of the Centre and State governments net of interest payments by State governments to the Centre.

Activity 3
1. Give a detailed account of public debt in India.

2. Discuss the burden of public debt in Indian context.

3. Distinguish between fiscal and monetary policy. Discuss fiscal policy in India.

4. Write a short note on created money.

3.9 summary

Public debt is explained in this unit as referred to as government debt. It is a term for all of the money owed at any given time by any branch of the government. It encompasses public debt owed by the federal government, the state government, and even the municipal and local government. After brief introduction public debt in India has been discussed followed by compensatory aspect of debt policy. Burden of public or external debt has been described as that part of the total debt in a country that is owed to creditors outside the country. The debtors can be the government, corporations or private households. The debt includes money owed to private commercial banks, other governments, or international financial institutions such as the IMF and World Bank. In next section, debt through created money was dealt. Public borrowings and price level objectives of fiscal policy and fiscal policy and its interdependence with monetary policy were other areas of concern. Finally budgetary deficits and their implications were dealt in detail.
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