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Preface

This Reporton the Implementatiorof the Fiscal Responsibility andBudgetManagemenAct,
2003, consistsof seven chaptersand associatedppendices.The proposalsoutlined hereare
aimedto take our economyto a morecommandingpositionto take full advantagefrom greater
integration with the growing world economyand thus enablethe country to achiese higher
growth, greateremploymentopportunities,enhancedeconomicsecurityand a more equitable
economy

Chapters2 and 4 of the reportdiscussthe backgroundand macroeconomigssuesrelating to
fiscal consolidation.Chapter3 discusseshe baselinescenaricandits implications. Chapters
outlinesthelogic andthe policy proposalsfor tax aswell asexpenditurereforms,to achieve the
requiredfiscalconsolidation.

Among other things, this chaptercontainsproposalsrelating to the integration of goodsand

servicestaxationandthe sharingof servicetax revenweswith the States. Theseproposalsare

of vital importancein connectionwith the proposedState leel VAT reformsandcan possibly
form apartof a‘grandbamain’ betweerthe Centrewith the Statedowardsrationalisingall State
taxesongoodsandservicesThesereformsof State l@el taxationarecentralto thelong-standing
policy goalof Indiaasacommonmarket, andfor obtaininginternationalkcompetitvenesf our

firms.

Our proposalson expenditurereformsare essentiallyin the natureof a policy approachand
would require furtherdiscussiorwith the PlanningCommissionadministratve Ministries and
otherstaleholdersto work out a sharedprogramfor expenditurereforms.

Chapter6 givesthe detailsof the revenueand expenditureprojections. AnnexuresA and B
provide the “empirics” of the revenueprojections. Annexure A givesestimatedor the various
parametersisedin the revenueprojections. Annexure B gives estimatesfor revenuesfrom
the integration of goodsand servicestaxes. Thesehave beenpreparedon the basisof data
collectedfrom the Centrefor Monitoring Indian Economy(CMIE). The CMIE databaseovers
over200,000firms, usingtheir AnnualReportssubmittedo the Departmenbf Compairy Affairs.
Thisis perhapghe mostcomprehense firm-level databasevailablein India. Theseanneures
provide partof theempiricalfoundationfor thepolicy proposalsandrevenueprojections, shawn
in thereport.



Chapter7 discusseghe economicimpact of achieving FRBM tamgets- i.e. how meeting
FRBM objectivesthroughsystematianodernisatiorof taxationand expenditurewould give a
very positve impulseto the economyin termsof promotinggrowth, employment, equity and
developmenindicatorssuchashealthandeducation.

In preparingthis report, we shouldacknavledgethe outstandingcontrikution by Shri Arbind
Modi, IRS (IT), Dr. Ajay Shah,Consultant,Shri GautamRay, JS (TRU), Shri JayantSinha,
DS (Budget)and Shri V. S. Chauhan DS (Budget). Without their dedication,diligence and
commitmento thegoalsof FRBM, we would not have beenableto bring suchacomprehensie
reportin soshortatime. Thedrafting of the reporthasbeendoneby Shri Arbind Modi andDr.
Ajay Shah. We would like to placeon recordour deepappreciatiorand gratitudeto themfor
their splendidwork. We would alsolike to thankShriMadhusudarPrasadCornvenorto the Task
Forcefor hissplendidcontributionto thework of the TaskForce. The TaskForcewould alsolike
to placeon recordits appreciatiorof the supportand assistanaenderedy officials andstaf of
the Ministry of Finance.In particulay thesecretariahssistancef S.Ravi, R. C.Anand,Santosh
Gupta,andJavaharPesvani aregratefullyacknavledged.

Theproposedeformsareindeedbold reforms,andwe believe thatthesereforms,accompanied
by otherstructuralreforms,will take our economyon a pathof sustainedhigh quality growth”.

\—
(Vijay Kelkal')
| Chalrman
[ \
] “ N\
| / [
A€ Auwolka My e Godhe
P et L e ]
D.C. Gupta © Vineeta Rai- )“"”i - 2004 N.S. Sisodia
Member Member : Member
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Chapter 1

Executive summary

Backdrop

India hasfacedpersistenfiscal problemsfor

over a decade. The revenue expenditure
of gowernmenthas laggedbelov revenue
receiptsof governmentgiving large revenue
deficits. Large revenuedeficits have beena

recurring feature, year after year Despite
enepetic efforts by a seriesof governments,
the revenue deficit worsenedfrom 3.3 per
centof GDP in 1990-91to 4.4 per cent of

GDPin 2002-03(seeChapter2).

A gowernmentthat has a revenue deficit

is taking debt in order to finance current
(revenue) expenses. This recurrent bond

issuancehas led to a substantialbuild-up

of debt, and interest paymentshave risen

to enormow proportions. In 2000-01and

2001-02, more than half of the revenue
receiptsof the governmentwere usedup in

merely paying intereston the accumulated
debt. In the 2004-05budgetpresentecn 8

July, an enormoussum of Rs.129,50Ccrore
is requiredto merely pay intereston this

accumulatedlebt. If India hadprudentfiscal

policies, this expenditurecould have found

alternatve uses.

The non-interest expenditures of gowern-
ment, which is the part where government
hasdiscretionand canchoosewhat kinds of

expenditureare desired,fell from 14.7 per
centof GDPin 1990-91to 10.7 per centof

GDPin 2000-01,a sharpdrop of 4 percent-
agepointsof GDP over aone-decadgeriod.
This reflectsthe ‘crowding out’ of the legiti-

matefunctionsof government,n the faceof

thesefiscalproblems.

The experienceof the last five years has
beenrelatively benign,owing to the decline
in interestrateswhich cameaboutthrough
lower inflation rates. However, interestrates
in the next five yearswill notgo dawvn in the
samemannetthatinterestrateswentdown in

thelastfive years This aspectonstitutesan
additionalsombreaspecbf thedifficult fiscal
situation.

FRBM

The gravity of the situation, and a multi-
yearprocesf debateanddiscussion]ed to
a far-sightedresponse. All political parties
votedin favour of the Fiscal Responsibility
and Budgetary Management Act, 2003 (see
Section 2.6). This Act required that the
revenuedeficitshouldbeeliminatedoy 2007-
08. An amendmento this Act, which is part
of the FinanceBill laid in Parliamenton 8
July 2004,proposeso shift this dateto 2008-
09.



Under the amendedAct, from 2008-09
onwards, gowvernment would continue to
be able to issue bonds, within limits, but
only to finance capitalexpenditure which
createsassets. Taking on debt would not
be permittedin order to finance recurring
(revenue)expenditure.

Thetaskof eliminatingtherevenuedeficitby
2008-0%ppearsike adistantgoal. However,
Rules under the FRBM Act additionally
require(amongotherthings)thattherevenue
deficit must come down by 0.5 percentage
points of GDP every year that the fiscal
deficit must come down by 0.3 percentage
pointsof GDP every year andthatthefiscal
deficitin 2008-09mustbebelow 3 percentof
GDP AppendixC containghefull text of the
FRBM Act and associateRules.Thisreport
outlines the stratgy of policy measurego
achieve the targetsby 2008-09as proposed
in the Financesill.

Medium-term fiscal planning process

In the traditional annual budgeting frame-
work, eachbudgetis viewedin isolation,and
the horizonof planningconsistsof oneyeat
The FRBM framewvork hasenormouslyim-
proved this budgetingprocessat several lev-
els. At the level of annualbudgets, mini-
mum targetsfor fiscal consolidationare re-
quiredfor every year- suchasan improve-
mentin the revenuedeficit of 0.5 percen of
GDPandanimprovementin thefiscaldeficit
of 0.3 percentof GDP.

The Act alsorequiresthatgovernmenthasto
embarkon a new conceptof medium-term
fiscal planning. This greatlydiffersfrom the
traditional annual budget process. A new
kind of fiscal planning processis required,
which looks beyond 2005-06all the way to

2008-09,in orderto achieve the targets,and
in order to transparentlycommunicatethe
medium-ternfiscal stratgy to the nation.

This reportattemptsto addresshis question
of fiscal planning (see Chapter3) in two
systematicsteps.

Step |. First, a setof ‘baseline’ projections
were made,wherely a detailedforecasting
effort was undertalen in order to estimate
the broadcontoursof Centralfinancesfrom

2005-06to 2008-09. This effort necessarily
involves approximationsand judgmentcalls

about an uncertain future.  There can

be legitimate differences about how the

projectionsveremade.However, it is crucial

to fully articulate,in numerical detail, the

outcomeswhich areexpectedto comeabout
if presenttrends continue. The baseline
projectionsare a powerful tool for policy

analysisgevenif they arenot exact.

The principle adoptedby the Task Force
when building the baselineprojectionswas
to obtain a numerical outline of the future
assumingthat the four years from 2005-06
till 2008-09will proveto besimilar to recent
years in terms of progresson policy and
administation. The baselineprojectionsdo
not assumehat major new tax reformswill
comeabout.Butthey doassumehatthepace
of improvementin policy andadministration,
which took place in recentyears, will be
replicatedbetween2005-06and 2008-009. It
Is important to not interpret the baseline
projectionsasreflectingfiscaloutcomesf no
progresss made.

Step Il . The next step consistsof devising

policy proposalsvhichclosethegaps(if any)

identified betweenthe baselineprojections
andtherequirement®f the Act.

Engagingin policy analysis,andprojections



of alternatve rates and policies, requires
grappling with complex questions. The
Task Force utilised an array of empirically
groundedresearchin choosingbetweenal-
ternatve policies,andmakingprojectionsor
their potential impactupon fiscal outcomes.
This researchharnessedour datasets: (a)
time-seriesof tax revenues,(b) previously
unpublisheddata about the compositionof
excise revenues,(c) a datasetof roughly 1
million recordsof filings for personalncome
tax, and (d) the cmIE databasef 2,74,446
firms of India. Someof the empirical re-
searchwhich was usedin this processis
shavn in AppendixA andB.

Baselineprojections

Deficit projectionsfor 2008-09 under the
baselinescenario(Section3.7), expresseds
percentof GDR are:

Revenuedeficit 1.66
Fiscaldeficit 3.98

Accomplishing the goals of the FRBM
requires finding ways to eliminate this
projectedrevenue deficit in 2008-09. The
gap of 1.66 per cent of GDP translates
to Rs.51,540crore in 2004-05. It, hence,
constitutes a considerable challenge for
public finance. At the sametime, there
is extensve international experience with
the accomplishmentof much larger fiscal
correctionsover therequiredtime-period.

Macr o perspectve of fiscal consolidation

Sound proposalsfor tax and expenditure
policy requre macro thinking about the
required fiscal consolidation (Chapter 4).
The broadgoal of macroeconomiolicy is

to find the mosteffective trajectorythrough
whichthe FRBM goalscanbeachiesed.

Therearetwo mainquestionsaboutthefiscal
correctionrequired by the FRBM: (a) The
guestionof anearly (“front-loaded”)versusa
late (“back-loaded”)adjustmentand(b) The
questionof how adjustmenshouldbe shared
betweerntaxationandexpenditure.

Se\eral reasonsndicatethe desirability of a
‘front-loadedfiscal consolidation’(i.e. fiscal
reformsin 2005-06insteadof later):

e Swift and decisve actions would greatly
strengthenthe credibility of the countrys
economigpolicy making.

¢ India shouldharnesghe opportunitypresented
by the strong econom¢ performance,being
experiencedn the domesticeconomyandthe
world economy in order to achieve fiscal
consolidatiorin this period.

e |t is possiblethat the macroeconomioutlook
might be more sombre at some point in
the medium term. In that case, an early
fiscal consolidationwill createthe fiscal space
throughwhichgovernmentanusefiscal policy
asabalancingool.

e An early fiscal consolidationwill yield early
fruits in termsof highea growth in investment
and emplgyment. Theseare desirableresults
which should be obtained as quickly as
possible.

e Raising tax revenues helps state finances
throughthe devolution of resourcesandfuels
GDP growth through bigger resourceflows
into aspectsof gowernance,suchas law and
order and education,which take place at the
State level. An early improvementin the
centralgross Tax/GDPratio will swiftly ease
the difficulties of statefinancesandthusyield
early benefitsfor the developmentprocessat
the Statelevel.

e Thereis an innate lag betweendecisionson
fiscal reform and their full impact (Section
4.3.1). Decisionstaken in2005will fully yield
fruits in termsof higherGDP growth andsound



fiscal outcomeshy 2006and2007. It is hence
importantto take decisionsearlyaboutreforms
in tax andexpendture policies,soasto benefit
from thefull impactof thesedecisiondy 2008-
09.

On the secondquestion,thereare a number
of argumentsfavouring fiscal consolidation
through higher tax revenues rather than
reductionin expenditure:

e Raisingtax revenueshasa powerful side effect

of strengtheningStatefinances,while cutting
centralexpendituredoesnot.

Cutting expenditurewould be contractionary
for the macro-economy Raisingtax revenues
is likely to belesscontractionary

Tax reforms have an important side effect -
otherthanyielding tax revenuesthey alsospur
higher GDP growth by removing the existing
distortionsandmisallocationof resources.

TheTaskForcehenceadoptedour principles
for the strategy for fiscalconsolidation:

Fiscalconsolidatiorshouldberevenue-led.
Fiscalconsolidatiorshouldbe front-loaded.

Capital expenditure should be enhanced, to
counterbalancethe contractionaryeffects of
the fiscal consolidation, but expenditures
shouldbe conditionalon institutionalreformto
ensurehatthe expenditureis well utilised.

The reforms efforts on revenue expenditure
shouldbe furtherintensified.

Strategy for tax reform

The Task Force adopted the following
stratgy for tax reforms(Section5.2).

1.

Widening the tax base India has extensve
experiencewith the difficulties associatedvith
high rates,‘exemptionraj’, and penasve tax
avoidance efforts by firms and households.
Expandingthe taxbase ratherthanincreasing
rates, is hencethe preferredstratgyy. This

involvesremoving exemptionsand broadening
the scopeof the tax systemto bring within
its fold economicactiities which arepresently
exempted.

. Few rates; Low rates High tax ratesdistort

economicdedsions and fuel the deployment
of resourcesinto tax avoidance and tax
evasion. A large number of rates of
taxes generate problems of bracket creep,
classificationdisputes,and political lobbying
aboutrates. Theseamgumentssuggestthat a
rationaltax systemis one with very few rates
andlow rates.

It is particularly important to have single
rates in the area of indirect taxes. The
Indian consumeris known to be remarkably
sensitve to apparentlysmallchangesén relative
prices. The goal of a rationaltax systemis to
empowerhouseholdgo engagein undistorted
decision making, driven by their own needs
andpreferencesandnot decisionsmadein the
Ministry of Finance.

. Enhancingequityof the taxsystem Reformof

the taxsystemshouldfurther both verticaland
horizontalequity.

. Shiftto non-distortionaryconsumptiontaxesto

increaseefficiencyin producticn and enhance
international competitivenessf Indian goods
and services. A key idea of sound public
financeis to shift the incidence of taxation
upon consumption. Tariffs, excises and
turnover taxeson domesticgoodsandservices
have cascadingeffects. The destination-based
VAT on all goods and servies is the best
method of eliminating distortions and taxing
consumptionUnderthis structureall different
stagesof productionand distribution can be
interpretedasa meretax pass-throughandthe
tax ‘sticks’ onfinal domesticconsumption.

. Enhancingthe neutrlity betweerpresentcon-

sumptionand future consumption.At present,
the tax systemis neutral betweenconsump-
tion and savings. Consumergypically favour
presenttonsumptiorover future consumption.
Hence, neutrality betweenconsumptionand
savings tendsto depresssavings ratesand in-
vestment. Tax reform should impart inter-



temporalneutralityin consumption.

. Enhancing neutrlity of the tax systemto
the form of organisation Teamsor groups
of individuals can be organised in mary
different organisational structures, such as
limited liability companiesassociations;lubs,
partnershipslimited liability partnershipsetc.
The choiceof organisationalstructureadopted
by decison makersin the economyshouldbe
driven by efficiengy considerationgndnot tax
considerations.

. Enhancing the neutality of the tax system
to sources of finance The choice between
debt and equity and betweenretention and
distribution of profitsshouldnotbedistortedby
tax considerations.

. Establishingan effectiveand efficient compli-

ancesystenfzoodtax policy cannotexist with-

outgoodtaxadministration.Avell executedax

administrationwill enhancetranspareng and
integrity, therebyinspiring public confidence.
Thisinvolves fourelements:

e Establishinga progamfor taxpayerser
vice andeducatiorto promote voluntary
compliancewith tax obligations;

e Making non-complianceisky for viola-
tors;

e Simplifying compliance proceduresto
reducetransactiorcosts;

e Usinginformationtechnologyand mod-
ern procesengineeringcapable of pro-
viding accuratetimely andsuficientin-
formation.

. Focus on huoyancy rather than immediate
sourcesof tax revenue

Tax revenues can always be increasedby
imposing ad-hoc taxes. For example, it is
always possible to pick sectors with easy
enforceability- suchas telecomor bankingor
oil - and imposetaxes on them. However,
suchanapproachs notalong-termfoundation
for a soundtax system. Such ad-hoctaxes
have beenseento inducedeeperdistortionsin
the economyadwerselyaffectingthe growth of
GDP through misallocationof resourcesand

settingthe stagefor new kindsof tax avoidance
mechanisms.

The reforms stratgy of this reportfocuseson
establishinganeconomicallyefficient, effective
and equitabletax systemwhich will facilitate
voluntarycompliance.Thefocus inthis report
is on raising tax revenueghroughhigherGDP
growth andincreasd tax buoyangy ratherthen
adhocdistortionarytaxes.

Proposal: The Goods and Services Tax
(GST)

The existing framework of taxationof goods
andservicesnay be summariseasfollows.
Thecentralgovernmenteviestaxongoodsat
themanufcturinglevel while the Statedevy
tax on goodsat the point of sale. Taxation
of serviceson alimited scalebeganin 1994
only by the central government. The tax
on goods and servicesby the Centre has
graduallyshiftedtowardsa VAT-typeregime,
while taxationof goodsat the State leel has
not.

The problemswith the existing taxation of

goodsand servicesmay be summarisedas
follows. Thetax bases fragmentedbetween
the Centreand States.Serviceswhich make

up half of GDP are not taxed appropriately
In mary situations the existing tax structure
has cascadingeffects, where moving to a

full VAT systemhas not yet talen place.
These difficulties have led to substantial
distortions, where the taxrevenuesfrom a

few sectorsare disproportionate,and the
choiceof productiontechnologiesandinputs
in the country has becomedistorted. The
existing flaws in tax policy have induceda

malfunctioningtax administration.

Theseproblemshave manifestedhemseles
in terms of a poor buoyang of excise
collections,which hasled to alow Tax/GDP



ratio. Moreimportantly thishasbeenafactor
leadingto slow growth of the manufcturing
sectorandemployment,in the country

Theconstitutionalifficultiesassociateavith
the taxationof serviceshave beenaddressed
by the 88th amendmento the Constitution,
which waspassedn 2003. Traditionally, the
Centrehad powersto tax themanuhcturing
of goods. The 88th amendmenhascarried
these powers forward to extend to all
servicesincludingtheservicesf tradingand
retailing of goods. This amendmengenables
Parliamentto formulate, bylaw, principles
for (a) determiningthe modalitiesof levying
theservicetax by the centralgovernment(b)
collection of the proceedsuy the centreand
the states,and (c) sharingof the proceeds
betweerthe centreandthe states.

As a consegence, fiscal planning for the

Centrenow innatelyinvolvesdecisionsabout
the manner of sharing of the proceeds
betweenhe centreandthe states.Analysing

potential future tax revenuesfrom services
hasto beaccompaniely planninghow those
tax revenueswill be sharedwith the states.

The major proposalof the TaskForceis that
theVAT principleshouldbecomprehensely

usedto tax the consumptionof almost all

goods and servicesin the economy (see
Section5.3). Thereis a needfor the Centre
and the Statesto cometo an agreemenbn
this fundamentalssue.

The Task Force proposesa ‘grand bagain’
whereby States will have the power to
tax all services concurrently with the
Centre. Consequentlyboth centraland state
governmentwould exercise concurrentbut
independentjurisdiction over common or
almostcommontax basesextendingover all
goodsandservicesandin both casesgoing
upto the final consumer At the sametime,

both Centreand Stateswould be required—
underthe proposedyrandbaigain — to abide
by thefollowing principles:

1. The number of tax ratesis proposed to be
restrictedto threead valoremrates,in addition
to thezerorate. The proposedatestructures:

(Percent)

Centre State

Floor 6 4
Standard 12 8
Higher 20 14

Under this proposal, the total tax burdenon
most goods— by Centreand States— would
work out to 20 per cent. This compares
favourablywith the standad VAT ratesseenin
OECDcountries.

The standarccentralrateof 12 percent,which
is proposedhere, is lower than the existing
standardCENVAT rate of 16 per cent. This
reductionis madepossiblein arevenue-neutral
way owing to the broadeningf the taxbase.

2. CentreandStateshouldagreeonacommonal-
ity of exemptionlists andthresholdimits, and
commonlists for the levy of excise on goods
with negative externalitiessuchaspetroleum.

3. The treatmentof imports and exports should
be fully integratedwith this dual-GSTsystem,
where imports are chaged a two-part levy
representingthe Central GST and the State
GST

4. The GST systemshouldminimisethe costsof
compliancefacedby thefirms of India. Hence,
the centreand statesshould synchronisetheir
administratve procedureandIT infrastructure.
Thiswill alsohelpfacilitatetheimplementation
of StateVAT within existing deadlines.

5. In order to handle calculations and funds
transfers to States, there is a need of a
nationwide clearinghousemechanism. The
computation of the final liability should
be based on the invoice credit method,
whereby credit would be allowed for tax
paid on all intermediategoods or services
on the basis of the invoice issued by the
supplier The Centre and the Statesshould



cooperatein establishingthis clearinghouse
in order to transferfunds accurately without
incurring complex administratve overheadsor
compliancecosts.

6. The introduction of the GST at both Central
and State levels should be accompaniedby
the withdrawal of all cascadingtaxes such
as Octroi, Central SalesTax, statelevel sales
taxes,Entry tax, Stampduties, Telecomlicense
fees, turnover taxes, tax on consumptionor
sale of electricity, taxes on transportationof
goods and passangersetc. This removal
of inefficient and distortionay taxes would
constitute a major milestone for reforms in
Indianpublicfinance.

7. The Central Excise Act and the taxation of
servicesby the Finance Act, 1994, will be
subsumedinderthe centralgoodsandservices
tax. This should be implementedthrough
a legislation which may be named Indian
Goodsand ServicesAct The Stateswill need
to simultaneously introduce corresponding
legislation for taxation of goodsand services
which will subsumetheir existing State-leel
cascadindaxes.

Under this proposed‘grand bamgain’, the
States obtainrevenues from taxation of
servicesandfrom accesso GSTonimports.
Moreimportantly Indiawould obtainthefull
efficienciesof a single national VAT, while
retainingafederalstructure.

This proposalould constitutea majormile-
stonefor the modernisatiorof India’s indi-
recttax system. Detailedempiricalanalysis
obtainedby the TaskForce(AppendixB) has
revealedthatthisislikely to leadto additional
grosstaxrevenuegrom taxationof goodsand
servicesof 2 percentagepoints of GDP in
2008-09.0f this, roughly0.6 percenbf GDP
would be transferredo the Statesassuming
existing formulasfor resource sharingThis
increasan theTax/GDPratiois centralto the
planproposedn thisreportfor achieving the
FRBM tamgets.

From 1986 onwards, indirect tax policy in

India has been steadily progressingin the
directionof the VAT principle. The proposal
in the Budget Speechof 7 July 2004, to

integrate the servicetax with CENVAT in

terms of tax creditson input purchasesjs

an important milestoneon the path to a
singlenationalVAT. The TaskForceseeghe
introductionof the GST, as outlined above,
asthelogical culminationof thistwenty-year
procesf debateandpolicy making.

Proposalson customsduties

There is nov a wide consensuson the
directionof customgeformsin India, with a
desireto reachASEAN ratesof cusbms, and
to have the minimal ratedispersion.Towards
this, the Task Force proposesa shift to a
three-ratestructureconsistingof 5 per cent,
8 percentand10 percent.

This will innately involve a certain loss
of tax revenue. This loss has been
fully integratedinto the medium-termfiscal
planning framework adoptedby the Task
Force.

Proposalson personalincometax

Reformson personalincometax have been
debatedin India for over a decade. There
IS a broad consensusabout the need to
remove exemptionsrationaliseincentvesfor
savings,andto broad-baseax braclets.

Towards this goal, the Task Force recom-
mendsa padkage comprising:

¢ Remoal of exemptionsincluding thoseavail-
ableunderSectionsl0A, 10B, 80IA and80IB
of the Income Tax Act. However, exemptions
relating to housingloans, and thoseavailable



to seniorcitizensandwomenwill remainun-
changed.

¢ Eliminationof the standardledudion available
to salariedtaxpayers.

e Rationalising the savings incentves into a
single ‘EET’ system, where contritutions
and accumulationsare tax exempt, but the
withdrawals are taxed as ordinary income.
Savings of upto Rs.100,000a year would be
eligible for this deduction. Consequentlytax
concessionsuch as thoseunder Section80L
for interestincomeshouldbe abolished.

e While the above proposalsnvolve theremoval
of existing specialclausesall existing invest-
mentsunderschemedike PPFwould be fully
‘grandfathered’. That is, intereston existing
depositsin theseschemesvould contineto be
tax-exempt. However, new investmentsvould
bepartof the EET system.

A shift to the following two-rateschedule:

Incomelevel Marginal
(Rupees) rate
Below 100,000 0
100,001-400,000 20
Above 400,000 30

A detailed empirical analysis of nearly
1,000,000taxpayershas revealed that the

above proposals asa package yield lower

effective averagetax ratesfor all categorires
of taxpayersAt thesametime, the proposals
constitutea long-overdue rationalisationof

personalincome tax. Compliance costs
would come down; higher tax buoyang/

would be obtained;equity will be enhanced
and the economywill benefitfrom reduced
tax-distortions.

Detailedeffortsin projectingtheimplications
of thisreformsuggesthatthesechanges as
a package will leadto alossof revenueat
existing levels of compliance.However, the
Task Force hasuseda variety of empirical
researchwhich suggestghat thesereforms
will improve tax compliance,which would

overcomethis lossof revenue.

The report also has detailed proposalson
modernisingthe taxtreatmentof fund man-
agementzero couponbonds,and ‘specula-
tive’ transaction®n financialderivatives.

Proposalson corporate incometax

The broad contoursof reform on corporate
incometax have beenextensiely debatedn
the last decade. The three main issuesin
reform are as follows. Depreciationrates
needto be broughtinto alignmentwith the
low inflation rates and low interest rates
which now prevail in India. The structureof
exemptionsneedsto be removedin thelight
of thereductionin tax ratesover the lasttwo
decades.Finally, the gap betweenthe peak
ratefor personaincometaxandthecorporate
tax rateneeddo beremoved.

Reflectingthis consensughe TaskForcehas
proposediwo alternatve packagesgachof
whichis revenuepositive. Thefirst candidate
packagecomprises:

1. All existingtaxincentivesto be‘grandfathered’
for existing units, but removedfor new units.

2. A reductionin the generaldepreciationrate
from 25 percentto 15 percent.

3. A reductionin the corpaate tax rate from
35.875per centto 30 per cent for domestic
companies.

The secand candidatepackagediffers from
the above in two major respects. It is
proposedo eliminatethe taxon distribution
of dividends, while preservingexemption
from incometax of dividendsin the hands
of the recipient. It is proposedo phaseout
incentivesover a periodof two years,instead
of grandatheringthem.



Proposalson tax administration

The Tak Force hastwo major proposalson
strengtheningax administration.

Thefirst concernghe implementatiorof the
GST systemoutlined above. The efficient

implementationof a systemof tax credits,
and refund of GST embeddedin exports,
requiresa sound IT system. The issues
facedin the GST systemare identical to

thoseencounteredh the handlingof TDS in

incometax administration. Hence,the Task
Forcerecommendshatthe existing TIN and
OLTAS systemsdevelopedoy CBDT, should
be usedfor the implementationof the GST,

bothatthe Centreandat States.

Thesecondmnajorissueconcerngax evasion.
A fresh effort needs to be undertalen

in ‘risk-based assessment’,in order to

identify tax evaders while simultaneously
having a taxpayerfriendly system. Honest
taxpayersshould notsuffer from suspicion
and harassment. At the same time,

elementarynotions of justice require that

wrongdoersareidentified andtax evasionis

penalised. The Task Force hasproposedan

IT-intensve systemnamedRisk Intelligence
Network (RIN) which would addressthese
goals. This will be aneffective instrument
aguinsttax evaders.

Expenditure reforms

The Ministry of Financeplays a supporting
role on issuesof expenditure. The bulk of
expendituretakesplacein variousMinistries
with oversightof the PlanningCommission.
Hence, the proposalsof the Task Force on
expenditure reforms are essentiallyin the
nature of a policy approach, and would
require furtherdiscussionwith the Planning

Commission,administratve Ministries and
other staleholders, to work out a shared
programfor expenditurereforms.

Government expenditurescan play a pro-

foundrole in the developmentprocessvhen
they producepublic goods,suchas defence
or law & order wherethe consumptionof

the public good byanincrementakitizenin-

troducesno costs,andit is not possibleto

excludeary citizenfrom benefitingfrom the
publicgoods.Somequasi-publiayoods,such
asprimary healthandeducatiorservicesare
alsowell recognisedas beingthe legitimate
functionof government.

The broad stratgyy for expenditurereforms
may be summarisedas comprisingof four
elements:

I. Public goodsversussubsidies A greaterportion
of expenditureneeddo be deotedto legitimate
public goods, as opposedto transfersand
subsidies. The plan versus non-planor the
capitalversusevenueclassificationsmeedto be
re-examinedin this light.

Il. Central versuslocal public goods In the spirit
of the 74th amendment,resourcesthat are
used for the production of local public
goods,suchas water, sanitation,and primary
educationshouldbe transferredto Panchayati
Raj institutions, who have betterincentivesto
spendeffectively, and have better knowledg
about local preferences]ocal problems,and
alternatve productiontechnologies.

Ill. Focuson public goodsoutcomes The public
finance system in India has traditionally
focusedon expenditue. Thereis a needfor a
greaterfocuson public goodsoutcomes

IV. Impr ovementsin institutional mechanisms
The provision of public goods can often be
achieved more effectively through the use
of the private sectorin production. The role
of public-private partnershipsneeds to be
extendednto a broaderangeof public goods.

Theseissuesaresketchedin greaterdetailin



Section5.9.

Projectionsfor the reforms scenario

Chapter6 shows projectionsfor outcomes
that would obtain if the abore reformsare
carried out. Thesecan be comparedand
contrastedvith the outcomeghat flow from

traditionalratesof progressi.e. the‘baseline
scenario’ shovn in Chapter3.

Thereformsscenarisuccessfullyeliverson

all the requirementsf the FRBM Act. In

2008-09,a revenuesurplusof 0.15 per cent
is projected. The fiscal deficit in 2008-09 is
projectedat 2.80percentof GDP.

The fraction of revenuereceiptswhich are
usedup to merely pay interestis a major
indicator of fiscal stress. That ratio is
projectedto be much lower in 2008-09, at
31.69percentunderthereformsscenarioas
compared th the value of 41.48 per cent
underthe baselinescenario. This portraysa
sharpalleviation of fiscalstress.

The non-interestexpenditureof government

can be used for developmental purposes.

Under the baselinescenario,it is projected
to drop to 9.83 per cent of GDP by 2008-
09. Underthe reformsscenario,a value of
10.76 per cent of GDP is obtained,which
givesthe governmentmuch greaterspaceto
give anadditionalimpetusto developmenby
spendingon the provision of public goods,
suchaslaw andordet judiciary, health,and
education.

Transfersto states— states’ share of net
proceedsof taxes and duties, and non-
plan transfersto states— are projectedto
stagnateat 3.3 per cent of GDP under
the baselinescenario. Under the reforms
scenario,they are projectedto sharply go

up to 4.4 per cent of GDP in 2008-
09. In 2008-09,this projectedincremental
resourceflow, of Rs.58,340crore, would
sene to greatly alleviate the fiscal stress
in State governments. Along with larger
plan expenditurefor States,it is likely to
bolsterexpenditureson public goodswhich
are produced at the State leel, such as
law and order judiciary, education, and
health. State financeswould also benefit
by the major expansionof their tax base,
under the proposals of this report, and
by closely dowetailing StateVAT with the
architecturdor implementatiorof the Goods
and ServicesTax that is proposedin this
report.

Impact

The fiscal reforms proposedin this report
would have enormouslypositive implications
for India’s outlook, going well beyond the
narrav issueof achieving targetsspecifiedn
the FRBM Act and associatedlles.

A world classtax system Implementation
of thereformsproposedn this reportwould

give India a world-classtax system. This

would reducecostsof compliancereducetax

evasion, and largely eliminate the distorted
behaiour that comesfrom tax avoidance.
The long-standingdistortion of differential

treatment of manufcturing and services
wouldberemoved. Thereformswill enhance
equity, since small firms and middle-class
householdsbear the brunt of compliance
costsandhigh tax rates.

Impact on investment  Public capital
expenditureis projectedto be higherby 0.6
percentof GDPin 2008-09,whencompared
with the baselinescenario. This difference
is a substantiasum, which is roughly twice



the annual expenditure on NHDP. Private
investments alsolikely to go up, owing to
improvementsn taxpolicy, andtheimproved
provision of public goods.

Impact on health and education The bulk

of expenditureon healthandeducatiorntakes
placeat the level of Stategovernments. As

arguedabove, thereportproposesubstantial
addition of resourceflows to States. Apart

from Statefinances,the secondsourcefor

resourcesnto health and educationis Plan
expenditure. Plan expenditureis projected
to be higher by roughly Rs.20,000crore in

2008-09underthereformsscenario.

Impact on mandacturing. The manufc-
turing sectoris a potentialsourceof crores
of jobs in coming years. The central VA

on manufcturing is proposedto go davn

from 16 per centto 12 per cent. The ef-

fective reduction of the burden on manu-
facturing will be greatey since they would
also get taxcreditsfor a full rangeof ser

vicesconsumedy them. Manufacturerswill

benefit from the full refund of the Goods
and ServicesTax embeddedn their exports.
Situationswhere Indian firms face negative
rates of protection, with low customsdu-
ties, would be eliminated by the proposed
reforms. The peak income tax on manu-
facturing firms would be lower. All these
proposedeformswould bolstermanufctur

ing andemployment-intensie growth in the
country

Impact on exports Indirect taxes in

India have thus far beenunfriendly to the
centralfeatureof global exportstoday where
productionis broken down into specialised
steps taking place at dispersedlocations
spread across the world.  The reforms
proposedn thisreportmeanthatindiawould

be at parwith Chinain termsof the indirect

tax framawork, with a systemconsistingof
low customsduties,a nationwideGoodsand
ServicesTax,andafull refundof theGSTon
all exports(seeFigure7.1). Theintroduction
of this systemin Chinain 1994presagedhe
great boom in manufcturing exports from
China,andwill helpdo similarly in India.

The existing biasesagainst export-oriented
small and medium enterprises will be
reversed by the proposed reforms (see
Section7.4). This will leadto a blossoming
of agro-relatedand manugcturing exports
from the country which will generatealarge
numberof jobs.

Impact on financial sector The propcsed
tax reformsof this reportreducethe average
tax paid by finance companies. The EET

tax system proposedin this report sets
the stage for an enormous expansion of

professionafund managementThis will be
assistedy the clarificationsproposedn this

report for the tax treatmentof outsourced
fund managementof all kinds. Finally,

the report proposesto modernisethe tax
treatmentof derivatives transactionswhich

hasbeena major hindrancefor the growth

of sophisticatedrisk managementin the
country

Impacton Statefinances Stategovernments
arecrucialto governanceanddevelopmentn
the country Statefinancewould obtain an
enormoushoost, underthe proposalsof this
report,throughfour channels:

1. Theincreasdn Centralgrosstax revenues- of
roughly 3 perentagepoints of GDP — would
innatelyincreaseesurcetransferso theStates
of roughly 1 percentof GDP

2. Stateswould benefitby the proposedextension
of servicesastheirtax base.

3. Stateswould benefitby the proposedimposi-
tion of StateVAT onimports,which would ac-



crueto them.

4. Higherplanexpenditurewill beassociateavith
larger resourceflows to Statesthrough states
andUT plans.

Thesebenefitaare,however, apartof a‘grand
baigain’ betweertheCentreandtheStatesas
outlinedabove, which doesrequire Statesto
coordinatetheir fiscal reformswith this shift
to theGST.

Impact on defenceexpenditue. Under the
baseline scenario, defence expenditure is
expectedto steadilydrop from 2.4 per cent
of GDP in 2001-02to 1.9 per centof GDP
in 2008-09. The reforms proposedin this
reporthalt this decline,andstabilisedefence
expenditureat 2.3 percentof GDP.

Reducedcrowding out  Under the reforms
proposedin this report, the fiscal deficit in
2008-09would be smallerby 1.2 percentage
points when comparedwith the baseline
scenario. This constitutesa reductionof the
resourcepre-emptiorby Government.

Impacton prices Theshift from the existing
framavork of indirect taxes to the GST,
coupledwith the reductionin import tariffs,
is expectedo have asmallone-timenegative
effectonthepricesof goodsandasmallone-
time positive effect on the pricesof services
(seeSection7.8).

Impact on growth and employment

All  these ervisioned implications of the
reformsproposalsof this reportaddup to a
scenariowherelndia is likely to experience
a considerableaccelerationn GDP growth,
and deliver high quality growth. This will
obviously also require associatedreforms
in other aspectsof the economy to be
undertalenatthe sametime.

The threemajor elementswvhich will play a
role, from afiscalperspectie, are:

e The first major factor is the improved gover-
nancemadepossble by easingthe fiscal pres-
sureupon goernment.Thiseasingf resource
constraintwill greatlyimprove the quality and
guantityof publicgoodsandquasipublicgoods
that are provided. The growth implicationsof
improved public goods,suchasthe NHDP, is
likely to beconsiderable.

e The second element lies in remwing tax-
induced distortions The existing fiscal
systemhasled to large-scalemisallocationof
resources. Tax reformsin India are likely
to be expansionarythrough their impact on
productiity. The behaiour of individuals
and firms in India is greatly distortedby tax
compulsions.In a simple,rationaltax system,
individualsandfirmswill make decisbnsbased
on economicprinciples,and consideration®f
efficieny and productvity, insteadof being
drivenby tax planning.

e Thethird majorfactoris theissueof crowding
out, i.e. the pre-emptionof financial savings
by the government Tax reforms will free
up greater resourcesfor both equity and
debt investmentin the country The fiscal
consolidationwill inspire confidencein the
outlookfor India, in the eyesof both domestic
andforeigninvestors.

In particular the taxreformsproposed irthis
report will lower the cog of equity capital,
and encourageentepreneurship. They are
consistent with a vision of investment-led
growth for thecomingfive years.

It is projectedthat GDP growth would be
fasterunderthe reformsscenario,reversing
the slow reduction in GDP growth that
is expectedto take place in the baseline
scenario. In the terminal year alone, GDP
Is projectedto be higher underthe reforms
scenarioby Rs.1,42,00Qcrore. This would
translateto significantly higherincomesand
employment. Assuminga 60% labourshare,
an incremental Rs.85,200 crore of wage



incomewould be injectedinto the economy
in the year 2008-09if fiscal reforms are
taken up, which would impacton wagesand
emplg/ment.

Thereis aninnatesynegy betweeraccelera-
tion of GDP growth andfiscal consolidation,
sincetaxesonabaseof higherGDParemore

easilyableto pay off the existing debt. The

goal of the reforms proposedin this report
is to help harnessa virtuous cycle of higher
GDP growth, fiscal consolidationand fiscal

reform,eachof which strengthenghe other

On 8 July, the Finance Minister’s budget
speecleloquentlysaid:

It is in our hands to shape our
destiny. Progress is not always on
a linear path, nor is it inevitable.
If we bring thought and passion to
our governance, and walk the path of
honour and courage, we can make the
future happen. And this century will
be India’s century.

The reformsproposedn this reportare not
derivedfrom linearandincrementakhanges
on pasttrends. Their implementations not
inevitable,andwill requiresustainedhought
and passon on the part of Parliamentand
civil society It is the deeply held view
of the Task Force that their implementation
will reshapeour destiry, andtake India to a
commandingpositionin theworld economy
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