Appendix A

Estimation of tax buoyancies

A.1 QUESTIONS AND METHODS

In this appendix,we addresshe questionof
estimationof the empirical experiencewith
tax buoyancies.This effort in measurement
fed into the jJudgmentsand assumptionshat
wentinto the baselineprojectionswhich are
shavn in Section3.5. At the sametime, the
numericalvaluesusedin thatsectionarenot
narravly drivenby theseempiricalresults.

If T is a time-seriesof tax collectionsand
B is atax basethenregression®of the form
logT = ay + a1 log B + € areusedin order
to estimatex;, which canbe interpretedas
the taxbuoyangy, i.e. the averagepercentage
changen T for aonepercentchangen B.

The T and B time-series are typically
both 7(1), which introduces dificulties in
estimation and inference which are not
squarely addressedhere. However, in
order to obtain feedbackon the economic
significanceof this problem we alsoestimate
the 7(0) regressionconsistingof percentage
changesn T on percentagehangesn B.

A key concernis the extent to which
the very tax buoyancies have themseles
been evolving over time, reflecting the
considerablepolicy efforts which have been
taking placein India, particularlyin recent

TableA.1
Estimate ¢ statistic
Intercept -7.189 -28.02
log(GDP) 1.198 62.87

years. In addition to the overall estimates
(from 1980to 2003),we alsocomputerolling

window regressionswith awindow width of

5 years.Eachof theseregression$aslimited

statistical precision. The 95% confidence
intervals of these buoyang/ estimatesare
superposean the graphsbelow, in orderto

ensurethat we take cognisancef the innate
limitationsuponour knowledge.

These computationsare applied on three
questionsof tax buoyang/: personaincome
tax, corporate income tax and non-POL
excise. In the first two cases,overall GDP
is treatedasthe taxbase. In the latter case,
manufcturingGDPis treatedasthe taxbase.

A.2 PERSONAL INCOME TAX

Figure A.1 shaws trendsin personaincome
tax collectionsexpressedsperceniof GDP

Table A.1 shaws the overall OLS estimates
for a log/log model explaining log personal
incometax as a function of log GDP, A re-

gressiorof percentagehange®npercentage
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changeyieldsasimilar coeficient,of 1.12. respectrely.

In orderto focuson the evolution of the tax
buoyang/ over time, Figure A.2 shaws five-
yearrolling window estimateof the log/log
regression. In the latesttwo years,the five-
yearOLS estimatediave beenl.66and1.47
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TableA.2 Table A.4
Estimate ¢ statistic
Intercept -7.129 -18.5 Estimate ¢ statistic
log(GDP) 1.204 41.582 Intercept 0.815 3.20
log(GDP)  0.756 35.73

A.3 CORPORATION TAX

FigureA.3 shawvstrendsin corporateancome
tax collections,expressedsperceniof GDP

Table A.2 shaws the overall OLS estimates
for alog/log modelexplaining log corporate
incometax asa function of log GDP. A re-
gressiorof percentagehange®npercentage
changeyieldsasimilar coeficient, of 1.44.

In orderto focuson the evolution of the tax
buoyang/ over time, Figure A.4 shows five-
yearrolling window estimateof the log/log
regression. In the latesttwo years,the five-
yearOLS estimatedave beenl.63and1.91
respectely.

A.4 NON-POL EXxcCISE

Figure A.5 shaws trendsin non-POLexcise
collections expressedspercenof manufc-
turing GDP. The dataunderlyingthis hasnot
beenpreviouslyreleasedhencat is shavnin
TableA.3.

Table A.4 shows the overall OLS estimates
for alog/log modelexplaining log non-POL
excise as a function of log manufcturing

GDP A regressionof percentagechanges
on percentagechangesyields a similar

coeficient,of 0.7541.

In orderto focuson the evolution of the tax
buoyang/ over time, Figure A.6 shows five-
yearrolling window estimateof the log/log
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Total POL Non-POL Non-POLExcise
Excise perIndustryGDP

Excise Excise

(Rs.crore) (Percent)
1980-81 6500 1216 5232 16.41
1981-82 7421 1405 5998 15.56
1982-83 8059 1605 6346 14.51
1983-84 10222 2267 7869 15.38
1984-85 11151 2450 8466 14.52
1985-86 12956 2728 10200 15.49
1986-87 14470 3014 11393 15.41
1987-88 16426 3968 12378 14.68
1988-89 18841 4435 14303 14.21
1989-90 22406 5662 16535 13.70
1990-91 24514 5478 18878 13.37
1991-92 28110 5262 22759 14.64
1992-93 30832 5042 25609 14.23
1993-94 31697 5310 26402 12.87
1994-95 37347 6695 30772 12.38
1995-96 40187 7160 33405 11.07
1996-97 45008 9076 35842 10.51
1997-98 47962 10947 36890 9.75
1998-99 53246 13493 38961 9.20
1999-00 61902 20202 41545 9.12
2000-01 68526 24663 43973 8.62
2001-02 72555 29338 43081 8.02
2002-03 82310 35961 46293 7.73
2003-04 92379 40044 50966 7.65
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regression. In the latesttwo years,the five- Table A.5
yearOLS estimateave been0.48and0.53 '80-°03 '98-'02 '99-'03
respectiely. Personaincometax ~ 1.198 1.66 1.47
Corporationtax 1.204 1.63 1.91

Non-POLexcise 0.756

0.48 0.53




A.5 SUMMARISING

Table A.5 summarisesthe results of this
analysis. It forms a backdrop for the
numericalvaluesusedin Section3.5.




Appendix B

Estimation of revenuepotential for a goods
and sewicestax (GST) using firm-level

data

This paper was prepared by the Centre
for Monitoring Indian Economy (CMIE) at
the request of the Ministry of Finance.
It constitutes an element of the empirical
backdrop for the policy proposals of this
report, and is hence presented here as an
appendix.

B.1 QUESTIONS ABOUT REVENUE PO-
TENTIAL FROM THE GST

The! goal of indirecttax reformis to have a
single goodsand servicestax (GST) that is
appliedonall firms. Thiswould involve VAT
creditsrunning acrossall kinds of firms in
the economy The useof a singleratewould
eliminatepolitical lobbying aboutrates,and
eliminate problemsof classification. The
useof a singlerate is neutralto the nature
of actwvity of the firm, thus removing one

1cMIE expressesits gratitude to the several
officials from the CentralBoard of Direct Taxes and
the Central Board of Excise and Customsfor the
gainful insightsprovided by themduring discussions
andtheir commentson the computatbns usedin this
paper Limitations,if ary, remainours.

sourceof tax-induceddistortionsin resource
allocation.

One major changeaboutthe GST concerns
the taxation of servicesproduction. While
the servicessectoris a substantiafraction of
GDR relatively little is known aboutthe full
potentialtax revenuedrom this sector given
thesmallsetof servicesvhichhave beenthus
far beenbroughtunderthe‘servicetax'.

Planningthe transition into the GST, from
the existing mix of excise, CENVAT and
the service tax, requiresestimationof the
revenue potential from GST. This involves
two kinds of difficulties. First, thereis the
problem of estimatingthe extent to which
firmswill obtaincredits,andthetruerevenue
potential of the GST after all credits are
recognised.Secondthereis the questionof
enforcement. While CENVAT chains will

undoubtedlylead to improved compliance,
therearealwaysquestionsaboutthe extentto
which enforcemenwill take place.

This paper seeksto bring fresh evidence
to bear on this question, and thus assist
the process of policy formulation and
decision making. It is organisedin two



parts. SectionB.2 describesthe database,
the difficulties in measurement,and the

estimationmethodologyusedin this paper

SectionB.3 shaws estimatedor the revenue

potentialfor an economy-wideGST applied

to a certainsubsebf thefirms of India.

B.2 METHODOLOGY

B.2.1 The CMIE firm-level database

Limited liability firmsin India areregistered
with the Registrar of Companies. All such
registered firms are required to file their
auditedAnnual Accountswith the Registrar
of Companie®very yeat

Through an extensve processof develop-
ing methodology systems, angbrimary in-
formation gatheringthat startedin the early
1970s,CMIE hashuilt India’s largestfirm-
level database.This databasecontainsdata
extractedfrom the audited Annual Reports
of companiegalongwith severalotherkinds
of data). Manufacturingcompaniesin this
databaseaccoun for more than 90 per cent
of the total excise revenuesof the Govern-
mentof India, 70 per centof the grossvalue
addedand 75 per centof the value of output
in themanufcturing(registered)sectorof the
economy

Industrial (including manufcturing) and
servicescompaniesin the cMIE firm-level
databaseogetheraccountedor 75 per cent
of the total corporatetaxes collectedby the
Governmentbf Indiain 2002-03?

The measuresof coverage in Table B.1

°The cMmIE firm-level databaseeflectsthe corpo-
rate taxes reportedby companiesn their profit and
lossaccounts.The datais not adjustedfor provisions
for previousyearsandwrite-backof excesgprovisions.

have beenderived from only the top 5,000-

odd firms in the cMIE firm-level database.
The larger cmIE firm-level databasehas

informationfor 2,74,446companies.

Thelargerdatabaseepresentsa fairly robust
sample of the overall corporate sector in
India. It reflectsthe sizeandthespreadf the
organisedeconomicentitiesin the country
Besidesthe large companies,the database
includeshundred=f thousand®f smalland
tiny enterprises.This sampleis particularly
relevant from the point of estimating the
potentialfor tax collection. The probability
of tax compliancerom this setof companies
collectively is arguably higherthanfrom the
unoganisedsector We thususethis set of
companiesto estimatethe potential goods
andservicetax thatcanbe generatedf such
ataxis applieduniformly.

B.2.2 Databasemethodology

The cmIE firm-level database contains
financial information extracted from the
audited annual accounts in respect of
2,74,446 companies. Information for all
these 2,74,446 companiesis not available
for all the years. cMIE has information
for 1,69,965companiesfor the year ended
March20003

In the following years, the number of
companiesin the databasehas steadily
declined. This decline is the result of a
consciouglecision toreducethe expenditure
for building this database, after having
attemptednitially to build a comprehensie

3The scopeof the cMIE firm-level databasesx-
pandedsubstantlly in 2000 following an arrange-
ment with the Departmentof Compaty Affairs that
providedaccesso recordsavailablewith the Registrar
of Companies.



TableB.1

(Rs.crore)

Measure CMIE Total  Official Coverage
Sample Value  Source (%)

Grossvalueaddedn regdmfg  1,63,719  2,31,833 CSO 70.6
Valueof outputin regd mfg 7,97,087 10,77,262 CSO 74.0
Grosssavingsin corporates 1,04,435 1,76,078 CSO 59.3
Corporatdaxes 35,044 46,172 Budget 75.9
Exciseduties 92,544  1,06,617 Budget 86.8

Source:Corporate sector report,EconomiclntelligenceService,cmig, April 2004

database. Initial efforts had shaved that a
large numberof companiesvere miniscule
in size. Their exclusion was expectedto
make only an insignificantdifferenceto the
larger inferencesthat could be drawvn at the
aggreatelevel.

In 1999-00,28 percentof thecompaniehad
a salesof lessthanRs.1,000.Nearly 37 per
centof the companieshad salesof lessthan
Rs.5lakh. Companieswith saleslessthan
Rs.10lakhin 1999-00accountedor 51.7per
centin numkers,but only 0.07percentof the
total sales. In the light of this distribution,
CMIE decidedtio concentratéts resource®n
companieghat had a salesof at leastRs.10
lakh.

The numberof compamesfor which datais

availablevariesfrom yearto year Onereason
for thisis thatcmIE shiftedits attentionto the

largercompaniesWe have seenalready that
this decisiondoesnot significantlyadwersely
affect the aggregateresults. Now we look at

the other factorsthat causethe yearto-year
variationsandconsideisolutionsto overcome
theseto help us preparethe datasetfor our

estimation.

Often, companieschangetheir accounting
periods. Usually, accountsare preparedfor
a 12-month period. Corventionally most
of these endwith the fiscal yearin March.

However, sometimescompaniesdo change
their accountingperiod from 12 monthsin

oneyearto 15 or 18 monthsin the next. As

aresult,it is quitepossiblethatin threeyears
a company publishesonly two accounts.In

such a case, the estimation of aggreates
from individual compary accountswould

miss the company’s results for one year
and have a correspondinglyhigher value
in the following year becausehe compaiy

reportsresultsfor more-thanl2 months.We

overcomethis by annualisingall information
to 12 months uniformly and by repeating
the earlieryears informationin the yearin

which the compary’s resultswere missedin

the preparatiorof the paneldata.

Companiesnay meige and ceaseoperations
asindependenentities. Or they may cease
to operatdor otherreasongandthusmay not
preparetheir annualaccounts.Variationsare
also causedby new entrantsinto business.
Thesearegenuinevariationsanddo notmerit
ary adjustments.

Finally, althoughcmIE makesits bestefforts
to procureinformation,thereis no guarantee
thatit is ableto accessall possibleAnnual
Reportspreparedoy companies.Companies
are not required by ary law to provide
information to cmIE. Often, they do not
file  Annual Reportswith the Registrar of
Companies. If companiesdo not provide



TableB.2

Sizeby Sales Count Sales Cumulatve Cumulatve
(Rupees) (Numbers) (Rs.crore) Count Sales
(%) (%)
Lessthan1,000 48,257 0.03 28.4 ney.
1,000- 10,000 3,392 2 30.4 neg.
10,000- 50,000 6,527 17 34.2 ney.
50,000- 100,000 4,445 32 36.8 neg.
100,000- 500,000 16,070 421 46.3 neg.
5lakh-10lakh 9,180 667 51.7 0.1
10lakh- 50lakh 27,863 7,231 68.1 0.5
50lakh- 1 crore 12,817 9,265 75.6 1.1
1 crore- 50crore 38,342 2,70,390 98.2 18.2
50crore- 100crore 1,375 95,080 99.0 24.2
Above 100crore 1,697 11,95,537 100.0 100.0

information to the Registrar of Companies
andrefuseto provide the sameto CMIE, we
will have gapsin the databaseln this paper
imputationis donefor thesegapsby usingthe
prior years information,if the prior years
information isavailable.

After making theseadjustmentswe arrive
at a datasetof 89,445 firms that had their
accountsendingsometimeduring the period
April 2002 to June 2003 (mostly ending
in March 2003). If a compay did not
report(or if we did nothave) accountdor a
periodendingin this range,we usethe older
informationavailable with us, but subjectto
the condition that such information is not
older than for an accountingperiod ending
SeptembeR001. Stateddifferently, for these
89,445firms, the cMIE firm-level database
hadsomeauditedaccountslataavailablefor
a period ending between September2001
and June2003and, we have usedthe latest
availabledatain this period.

It is this setof 89,445companiebthatwe use

4Strictly, theseare not only companiesas they
include several entities that are not registered as
companies. For example, Indian FarmersFertiliser
Co-op is a cooperatre and is not registeredas a

to estimatethe potentialgoodsand service
tax that can be generated. Theseare the
larger andwell-organisedentitiesthatcanbe
expectedo payataxlevied uponthem.

B.2.3 Services sector coverage in the
database

The services sector presentsqualitatvely
different problemsin obtainingcompliance.
About two-thirds of the manufcturing
actvity is in the organisedsector It is
easierto deal with this organisedindustrial
actvity than with the myriad small and
tiny enterprisesin the unomganised sector
“Organised’canbe construedmoretangibly
in thecaseof manufcturingfirms—theseare
registeredunderthe FactoriesAct.

Thereis no similar legislation by which all

compary. But, the cmiE firm-level databaséncludes
it asit doesseveralothercooperatres.Similarly, State
Bankof Indiais not registeredasa compary, like say
UTI BankLtd is. Neverthelessthe cmIE firm-level
databasevould include a StateBank of India. The
objective of thecMIE firm-level databasés to createa
databasef all possiblebusinessntities,independent
of thelegal structureof theertity.



servicessectorfirms can be enumeratedr
classified.Regulationis limited to banksand
afew otherservices.

A larger proportionof the enterprisesn the
servicessectorare unomganised. Wholesale
and retail trade is characterisedy a very
largenumberof businesentitiesthatarepro-
prietory and householdenterprises. Simi-
larly, there are a number of small restau-
rants,second-tieior third-tier intermediaries
in the financial sector professionakervices,
etc. that could be classifiedasunoiganised.
The diversenatureof servicesactvities and
thelargerproportionof firms beingin theun-
organisedsectormalkesthetaskof estimating
the potentialrevenuefrom the levy of a ser
vice taskdaunting.

It can be assumedthat the organised
institutionalentitiesin the servicessectorcan
be persuadedo comply with the levy of
a servicetax. It would thus be usefu to
estimatethe size of the large and medium
firms in the services sector to derve a
realisticestimateof the potentialrevenuethat
canbegeneratedrom the servicessector

Firm—level informationin the servicessector
hasbecomestrongelin thepastonedecader
so, comparedo the situationearlier There
are three reasonsfor this. First, several
departmentalindertaking®f thegovernment
have been corporatised. For example, the
Departmentof Telecommunicationss now
Bharat Sanchar Nigam Ltd.  Secondly
several actwities that were largely outside
the purview of the corporateworld, suchas
hospitalsentertainmentgourierservicesgtc
have joined the organisedbusinessdomain
andthereforedo publish publicly accessible
information. Thirdly, the exceptionalgrowth
of theservicessectorhasattractedsubstantial
investmentsin the organised sector The

best example of this is the private sector
investmenin thetelecommunicationsector

ThecwmiE firm-level databaseontainginan-
cial information extractedfrom the audited
annualaccountsn respecif 1,46,976com-
panieghatareengagedessentiallyn services
actwities. Informationon all thesel,46,976
companiess not available for all the years.
CMIE hasinformation for 1,04,625compa-
nies for the year endedMarch 2000. In

the following years,the numberof compa-
nies in the databasedeclinessteadily since
CMIE decidedto concentratats effort only

thelarger companieslt wasanticipatedhat
the exclusionof companie®f saledessthan
Rs.10lakh would make an insignificantim-

pactupontheinferencesdravn at the aggre-
gatelevel.

31 per cent of the 1,04,625 companies
in 1999-00 reported sales of less than a
thousandrupees. A third of the companies
had salesof lessthanten thousandrupees.
Most of the very small companieswere
investmen@ndtradingcompanies.

For the year 2001-02, cMIE compiled
statistics essentially on companieswhose
salessize was greaterthan Rs.10lakh per
annum. The numberof companiescovered
by the cmIE firm-level databaseroppedby
half as a result of the reducedoutlays for

this activity. The coverage,in termsof the
proportionof the total grossvalue addedin

the servicessectordroppedinsignificantly—
from 22.6percentin 1999-00to 22.2percent
in 2001-02.

The 52,456 companiesfor which we have
compiledthe statisticsfor 2001-02are thus
likely to reflectthe sizeof theactvities of the
organisedservicessectoralmostas well as
theentiresetof 1.4 lakh companies.The set
of 14,921companiegor which we have data



TableB.3

Year Count Sales GrossValueAdded
% of total
(Numbers) (Rs.crore) (Rs.crore) (servicesGVA)
1999-00 1,04,625 5,23,208 1,91,032 22.6
2000-01 95,559 6,21,486 2,09,294 22.5
2001-02 52,456 6,06,317 2,28,784 22.2
2002-03 14,921 4,99,015 2,21,685 19.4

Note: Only companiesvith saleggreatetthan Rs.10lakh coveredin 2001-02and 2002-03.
Coveragein 2002-03s incomgete,aswork wasin progress.

for 2002—-03reflectsthe incompletedatabase
for theyear Annual Accountsfor companies
for this year are still flowing in and mary
of thosethat have beenreceved by us are
still being processed.Neverthelessa good
proportionof thelargercompaniedave been
capturedn thedatabase.

A datasebf 52,304companiesvas prepared
for the purposeof our computations.These
had their accountsending sometimeduring
the period April 2002to June2003 (mostly
ending March 2003). Or if there were
companiedor which datawas not available
for this period, thenwe have usedthe older
information available for these, subjectto
the condition that the information is not
older than for an accountingperiod ended
in September2001. This set of 52,304
companiess usedto estimatethe potential
servicetax thatcanbe generated.Theseare
thelargerandwell organisedenterpriseshat
can be expectedto pay a tax levied upon
them.

This setof 52,304companiesovers22.1per
centof the grossvalueaddedin the services
sectorin India. Firm-level databasesdo
not cover public administrationand defence
sectors. Theseaccaint for 12.7 per centof
the grossvalue addedin the servicessector
asa whole. If we exclude this sector then
the cMmIE firm-level databasdasa coverage

of 25.3percent.

Intriguingly, the cMmIE firm-level database
provides a higher estimate of the gross
value addedin the banking and insurance
sectorthanthe National AccountsStatistics.
This is likely becausethe cmIE firm-level
databasedoesnot cover the State Finance
Corporations,State Industrial Development
Corporationsindthe RegionalRuralBanks—
all which arelik ely to begrosslyloss-making
and possibly contributing negatively to the
grossvalueaddition.

Neverthelessthe coverageof over-100 per
centis intriguing. This is becausene have
had to drop a numberof small investment
companiesandsmallemon-bankinginancial
companiedrom our samplebecauseof the
needfor moredetailedinformationin respect
of finance companiesthan was readily
availablefor suchsmallfinancecompaniesn
the cMmIE firm-level database.The problem
arises becausethe paymentof interest by
banksis lower thanthe interestreceved by
banksand, if we net thetwo (like we do
for all otherenterprises)to derive the value
addition, banks would reflect net negative
interestpaymentsThiswould bemisleading.
The National Accounts Statistics imputes
income equialent to interestand dividend
receiptsof bankingandfinancial enterprises
net of interestpaid to depositors. We have



Table B.4

(Rs.crore)
NASdata Estimates Coverage  Firms
usingfirm  (percent)  (Nos.)
-level data
Trade 2,99,059 16,965 5.7 15,375
Hotels& Restaurants 22,935 2,484 10.8 1,579
Railways 21,551
Transporty othermeans 1,14,889 12,869 11.2 2,247
Storage 1,331 988 74.2 574
Communication 35,620 28,682 80.5 483
Banking& insurance 1,58,279 1,61,450 102.0 13,369
Realestate pwnershipof
dwellings,bus. services 1,52,079 23,870 15.7 10,904
Publicadmin& defence 1,45,406
Otherservices 1,89,898 4,791 25 7,773
Total 11,41,047 2,52,099 22.1 52,304

followed a similar approachin computing
interest income of banks. We deduct
interestpaymentsmadeto depositorsfrom

the incomeearnedby financecompaniesy
lending and by investmentdn securities. It

is quite likely that the inclusion of these
smallerfinancecompaniesvould have raised
the grossvalue addedin this sectora little

more.

The datasethas a fairly good coverage of

the communicationsector The grossvalue
addedcoveredis morethan80 percentof the

estimatesn the National Accounts. Storage
is similarly well coveredwith over 70 per
cent. In other cases,the coveragein the

firm-level databasés muchlower — ranging
betweer2.5and15.5percent.

In comparingthe coverageof the cMIE firm-
level databasewith the National Accounts,
firms engagedin software developmentand
in IT-enabledservicesare mappedto the
broad heading “Real estate, ownership of
dwellings& businesgonsultanyg”.

Half of the revenuebasein the cMmIE firm-

level databaselies in commercial banks.
Financial institutions, NBFCs, housing fi-
nancecompanies,investmentservice com-
paniesand otheffinancialservicecompanies
accountor anotherl?7 percent. Thus,the fi-
nancialsectorwould accountfor nearlytwo-
thirds of the potentialrevenue.

Telecomcompaniesand trading companies
follow in importance, after the financial
sector The firm-level databasedoes not
include the Indian Railways. However, the
othertransporservicecompaniesouldyield
more than a thousandcrore. Of this air
transportcompanieswould provide nearly
half theamount.

The classificationof servicespresentedin

official publicationson NAS are at broad
aggraeate levels. Theseoffer little insight
into the natureof productionof the services
sector TableB.5 shaws greaterdetail, using
a classificationsystemdevelopedat CMIE,

shaving the numberof firms and the size
of economicacivity taking placein various
kinds of services. This evidencecould be



TableB.5

(Rs.crore)
Firms Sales Gross Net
(Nos.) Value = Exports

Added
FinancialServices 13369 307125 161450 665
Bankingservices 87 | 164954 119176 0
Financialinstitutions 28 24668 11824 -310
Non-bankingfinancialcos.(NBFCs) 561 7089 5090 431
Housingfinanceservices 22 4764 2772 -261
Investmentservices 10355 15206 5925 136
Otherfinancialservices 2316 90444 16663 668
Hotels& tourism 1579 5172 2484 1201
Hotels& restaurants 1533 4909 2353 1098
Tourism 46 263 131 103
Recreationaservices 660 3458 963 150
Productionof TV serials/fims 240 2105 690 181
Broadcasting/distrilition of TV serials/films 22 95 4 -2
Processin@f films/colou labs,etc. 11 145 80 -3
Pre-recordedndrecordedcassettes 52 229 -22 -7
Amusemenparks/enteginmentcentres/theatres 117 477 74 -5
Otherrecreationatervies 218 407 137 -14
Healthservices 914 2186 873 -32
Trading 15375 187075 16965  -9772
Transporiservices 2247 37558 12869 -114
Roadtransport 305 4454 959 -3
Railway transport 4 254 213 -628
Air transport 41 15971 5587 -552
Shipping 260 6755 3419 770
Transportsupportservices 1637 10125 2691 300
Communicatiorservices 483 48752 28682 -947
Telecommunicatiolservices 407 47760 28432 -937
Telephoneservices 11 39900 26670 987
Othertelecommunicatioservices 396 7860 1762 -1924
Courierservices 76 992 249 -9
Misc. services 17677 62487 27813 24817
Commerciakomplees 3164 2802 738 41
StorageX distribution 574 2588 988 -274
Businessonsultang 6362 11466 4805 3042
Misc. otherservices 6199 13512 2955 1266
ITES 59 849 534 509
Computersoftware 1319 31270 17793 20233
Total 52304 653813 252099 15968

usefulin planningadministratve procedures.



B.2.4 Issuesin using this database for
GST estimation

In this paper we harnesghis economy-wide
databaseabout the firms of India in order
to estimatethe revenue potential from the
GST A 10 per cent GST is estimatedby
us to yield GST revenueswhich are one-
tenth of the value added of the firms as
seenin this database We believe that these
estimatesare conserative. There are two
key characteristicef theimputationprocess
adopted by us that lead to conserative
estimatesTheseare:

Problem of credits Whenfirms arechageda GST
on their revenue, thereis the questionabout
how much credit they will obtain, reflecting
the taxpaymentsembeddedn the inputsthey
have purchased. We addressthis question
by focusing on value added, as observed in
the accountingdaia. We treat the tax base
as the value addedof the firm. This is a
conserative assumptionjn the sensethat not
all inputs purchaseddy the firm may involve
tax credits. In practice,collectionsare likely
to besomavhat higherthanthoseportrayedin
this paper

Questionsof enforcement The GST would be ap-
plied to all productionin the economy includ-
ing productionby limited liability companies,
cooperatres, proprietershipsnon-profitfirms,
etc. We focuson a subsebf this universe:lim-
ited liability companiesand someotherfirms
for which datais available. This is a conser
vative estimate in the sensethatthe GST will
yield revenuesfrom mary organisationswhich
arenotcoveredin this subset.

B.3 ESTIMATING POTENTIAL GST REV-
ENUES USING FIRM-LEVEL DATA

We use two indicators to estimate the
potentialrevenuethatcanbe expectedby the
levy of a goodsand servicetax. Theseare,

salesandgrossvalueadded.Saless arobust
numbercomparedo the grossvalue added,
as it is directly obsered in the accounts
of the compary. However, salesobviously
overestimatethe potentialtax revenuedrom
avalueaddedax.

Estimationof the grossvalueaddedfrom the
Annual Accountsof companiess someavhat
difficult. We estimategross value added
by addingthe paymentsmadeto the factors
of production. We thus take the sum
of wages, interest payments, rent, profits
and depreciationfor the year However,

companiesionotaccounfor rentif they own

the premises.And, depreciatiorchagesare
not uniformly applied.

We make no adjustmentsfor these. It is

assumedhat rent that doesnot get reported
shavs up as profits and neverthelessgets
capturedn the GVA estimate.Theargument
holdsfor any underreportingof depreciation
in the accountsof companies.We alsoneed
to make adjustmentfor interestincome of

financialintermediariesThisis explainedby

usin SectionB.2.3.

It is likely that the grossvalue added from

firm level data would underestimatethe

potential tax revenues. Using the GVA as

the basefrom which the GST is imputed

implies that firms would claim creditfor tax

paymentembeddedn all inputspurchased.
Thisis aconsenrative assumption.

Assumingthatnon-financecompaniesvould
claim setofs against taxes included in
interestpamentgnadeby them,we compute
the tax potential by deducting interest
paymentsfrom the GVA. Further assuming
thatcompaniesvould getset-ofs againstnet
exports, we also deduct net exports from
salesand gross value addedin estimating
the potentialservicetax revenuethat canbe



TableB.6

(Rs.crore)

Industry Firms Sales Gross Net GVA less
(Nos.) Value Exports Interest

Added Payments

Manufacturing 32,236 11,35,588 1,87,417 -54,929 1,44,428
Of which: POL 43 2,65,721 23,424 -66,445 21,180

: Non-POL 32,193 8,69,867 1,63,993 11,516 1,23,248
Mining 931 73,435 37,990 -6,519 36,346
Electricity 183 68,755 27,723 -4,566 22,179
Construction 3,791 24,531 5,717 224 4,230
Services 52,304 6,53,814 2,52,098 15,969 2,32,929
Of which:FinancialServ 13,369 3,07,125 1,61,450 665 1,60,785
Total 89,445 19,56,123 5,10,045 -49,821 4,40,112

generatedrom firms in the servicessectors.
The net exports figures are also derived
from the Annual Audited Accountsof the
companiesisedin this study

Table B.6 presentsa summary of the
aggreates generatedby using the audited
annual accountsof 89,445 firms for the
year 2002-03. Although this is the largest
compilationof aggreyatesbasednfirm-level
data,thereare somelimitationsin coverage.
Theseagain point to the conserativenessof
theultimateestimateghatwe derwe.

Nearly half the value additionin thesefirms

is generatedrom the servicessector How-

ever, this excludesthe Indian Railways. This

administratvely easypotentialsourceof tax

revenueis comgetely missingin the com-

putationsbecausehe Indian Railways does
not publishaccountdn the traditional sense
of the term. Trarsport by other means
is also underrepresentedn our computa-
tions. The estimategeflect essentially the

airlines.However, theroadtransporindustry
is grosslyunderceeredbecausef paucityof

data.

Firms encagedin constructionactvities are
large and reasonablyorganised although,

mostof thesearenotregisterecascompanies.
These are also underrepresentedin our
computations.

TableB.7 presentsestimateof the GST that
canbecollectedf the taxis imposedonsales
or on salesnetof netexports. Thesearethe
upperboundsof the potential GST that can
be generatedrom thesefirms.

In making estimatesof the potential GST
with the GVA asthe base,we introducean
additional elementof the setof that non-
financecompaniesnayclaimagainstinterest
paymentsmadeby them. Besides,we deal
with the petroleumsectordifferently. Instead
of usingthe GVA, we usethe salesas the
base. We have assumedhat the petroleum
sectorwould continueto attractexciseon its

salesandnot a tax basedon the GVA. Table
B.8 presentsestimatesbasedon the GVA

and Table B.9 presentsestimatesbasedon
GVA net of netinterestpayments. In both
tables,we shav separatelythe estimateset
of netexportsandagain, in bothtables,POL
estimatesarebasedn salesandnoton GVA.

All the estimatespresentedabove relate to
theyear2002-03. The full datasefor 2003-
04 was under preparationat the time of



TableB.7

(Rs.crore)
Taxon Sales@ Tax on Salesnetof netexports@
8% 12% 16% 8% 12% 16%
Manufacturing 90,847 1,36,271 1,81,694 95,241 1,42,862  1,90,483
Of which: POL =~ 21,258 31,887 42,515 26,573 39,860 53,147
: Non-POL 69,589 1,04,384 1,39,179 68,668 1,03,002  1,37,336
Mining 5875 8,812 11,750 6,396 9,594 12,793
Electricity 5,500/ 8,251 11,001 5,866 8,799 11,731
Construction 1,962 2,944 3,925 1,945 2,917 3,889
Services 52,305 78,458 1,04,610 51,028 76,541  1,02,055
Total 1,56,490 2,34,735 3,12,980 1,60,476 2,40,713  3,20,951
TableB.8
(Rs.crore)
TaxonGVA @ Taxon GVA netof netexports@
8% 12% 16% 8% 12% 16%
Manufacturing 34,377 51,566 68,754 38,771 58,157 77,543
Of which: POL 21,258 31,887 42,515 26,573 39,860 53,147
: Non-POL 13,119 19,679 26,239 12,198 18,297 24,396
Mining 3,039 4,559 6,078 3,561 5,341 7,121
Electricity 2,218 3,327 4,436 2,583 3,875 5,166
Construction 457 686 915 439 659 879
Services 20,168 30,252 40,336 18,890 28,335 37,781
Total 60,259 90,390 1,20,519 64,244 96,367 1,28,490
Note: POL estimationsarebasedn salesandnot GVA
Table B.9
(Rs.crore)
Taxon GVA netof interest@ Taxon GVA netof netexports& interest@
8% 12% 16% 8% 12% 16%
Manufacturing 31,118 46,676 62,235 35,512 53,268 71,024
Of which: POL 21,258 31,887 42,515 26,573 39,860 53,147
: Non-POL 9,860 14,790 19,720 8,939 13,408 17,877
Mining 2,908 4,362 5,815 3,429 5,144 6,858
Electricity 1,774 2,661 3,549 2,140 3,209 4,279
Construction 338 508 677 320 481 641
Services 18,634 27,951 37,269 17,357 26,035 34,714
Total 54,772 82,158 1,09,544 58,758 88,137 1,17,516

Note: POL estimationsare basedn salesandnot GVA

thesecomputations.However, it is possible
to make estimatesfor 2003-04 basedon
the salesgrowth obsered in the salesof

listed companies.As per SEBI regulations,
listed companiesarerequiredto releaseheir
quarterlyresultswithin onemonthof theend



of the quarter We seefrom theseresultsthat
salesgrew by about12 per centduring the
year Using the esimatesmadeabove and
assuminghatthe overall salesgrowth of all
companiegrew by tenpercent,thepotential
GST that can be generatedrom firms that
publishtheir auditedannualaccountsanbe
easilycomputed.

If auniformGSTof eightpercentis leviedon

the GVA netof netexportsandnetof interest
payment®nall firms, thenthepotential GST
thatcouldbe generatedn 2003-04would be
Rs.64,634crore. If GSTis 12 per centthis
risesto Rs.96,951crore and at 16 per cent
it risesto Rs.129,267crore. Theseare the
lower boundsof the potentialrevenue,given
theextentto whichvalueaddedn thecountry
takes placein firms outsidethe cMmIE firm-

level database.

B.4 DETERMINING A MINIMUM SIZE FOR
LEVYING A GST

The distribution of the gross value added
amongst firms in the cMIE firm-level

databasés skewed. A few firms accountfor

mostof the grossvalue addedwhile a large
number contritute negligibly to the overall

GVA®. Wefind thatalittle over half thefirms
accountfor 99.7 per cent of the total GVA.

More precisely firms that reporteda gross
value addedof Rs.20lakh or more account
for 51.7 per cent of all GVA-positive firms
and thesaccounfor 99.7percentof thetotal

GVA reportedby GVA-positive firms.

Administratively, it would be far more

SUnlike measuressuch as salesor assets,the
GVA cantake anegative value. Loss making firms
can report a negative GVA. Thus, somefirms also
contribute negatively to the overall GVA. We find that
22 percentof thefirmsreporedanon-positve GVA.

efficient to concentrateon these relatively

larger firms. Every VAT implementation
in the world uses a lower size threshold
belov which firms are exemptedfrom VAT

payment. Figure B.1 shonvs empirical
evidencefor firms with positive valueadded.
Alternative sizethresholdsare placedon the
x axis(in log scale).For eachcandidatesalue
of the minimum size threshold,two values
areshowvn on they axis: (a) The fraction of

total value addedthat is capturedin the tax
netunderthis threshold,and(b) the fraction

of firmsthatfall above thisthreshold.

The results shav that roughly half of the

firms have a value addedof belov Rs.10
lakh. This suggeststhat the cost of tax

administrationwould comedown by roughly

half, by using such a threshold. At the

sametime, roughly 100%of the valueadded
lies above this threshold. Hence,it appears
useful to use Rs.10lakh of value addedas

theminimumsizethresholdthis seemgo be

associateavith anggligible revenueloss,and

a halving of the costto the government.

In practice,it would be far more corvenient
to use a measuresuch as salesinstead of
GVA. As a broadaverage,in the cmIE firm-
level databasét is foundthatsalesis usually
six timesthe GVA. This approximationcan
beusedto corvert GVA cutoffs into turnover
cutoffs.

These estimates should be viewed with
cautionowing to the extent to which firms
self-select themseles into organisational
structures. Larger firms are more likely to
incorporate. Hence, estimatesabout size
cutoffs basednthecMiE firm-level database
arelikely to be biasedupwards.
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Appendix C

The FRBM Act and associatedRules

C.1 FRBM AcT, 2003

The Gazetteof India

Extraordinary

Ministry of Law and Justice
(Legislative Department)

New Delhi, the 26th August, 2003,/Bhadra 4, 1925 (Sakes)

The following Act of Parliamentreceved the assentof the Presidenton the 26 August
2003,andis herebypublishedfor generainformation:-

The FiscalResponsibility andBudgetManagemenfCT, 2003
No. 39 of 2003
[26th August,2003]



An Act to provide for the responsibilityof the CentralGovernmento ensurenter-generational
equity in fiscal managemenand long-term macro-economictability by achieving sufficient
revenuesurplusand removing fiscal impedmerts in the effective conductof monetarypolicy
and pi prudentialdebt managementonsistentwith fiscal sustainabilitythroughlimits on the
CentralGovernmenborronings,debtanddeficits,greatetransparengin fiscaloperation®f the
CentralGovernmentandconductingfiscal policy in a medium-termframenork andfor matters
connectedherewith or incidentalthereto.

Be it enactedy Parliamentin the Fifty-fourth Yearof the Republicof India asfollows:-
1. (1) This Act maybe calledthe FiscalResponsibilityandBudgetManagemen#ct, 2003.
(2) It extendsto thewholeof India.

(3) It shallcomeinto force on suchdate aghe CentralGovernmentmay, by notificationin the Official Gazdte,
appointin this behalf.

2. In this Act, unlessthe contextotherwiserequires:-

(a) fiscaldeficit meangheexcesf total diskursementsfrom the Consolidated-undof India, excluding
repaymenbf debt,over total receiptsinto the Fund(excluding the debtreceipts),during a financial
yeag

(b) fiscal indicators meansthe measuresuchasnumericalceilingsandproportionsto grossdomestic
product,asmay be prescribedfor evaluationof thefiscalposiion of the CentralGovernment;

(c) prescribedmeans prescribeloly rulesmadeunderthis Act;

(d) Resewe Bank meanghe Resere Bankof India constitutedundersub-sectior{1) of section3 of the
Resere Bankof IndiaAct, 1934;

(e) revenue deficit meansthe difference betweenrevenue expenditure and revenue receiptswhich
indicatesincreasen liabilities of the CentralGovernment withoutorrespondingncreasen asset®f
thatGovernment;

(f) total liabilities meanghe liabilities underthe Consolidated-undof India andthe public accountof
India.

3. (1) The CentralGovernmentshalllay in eachfinancial yearbeforeboth Housesof Parliamentthe following
statementsf fiscal policy alongwith theannualfinancialstatemenanddemanddgor grants,namely:-

(a) theMedium-termFiscalPolicy Statement;
(b) theFiscalPolicy Stratgy Statement;
(c) theMacro,-economi¢ramevork Statement.

(2) The Medium-termFiscal Policy Statemenshall setforth a three-yearolling target for prescribed fisal
indicatorswith specificatiorof underlyingassumptions.

(3) In particular andwithout prejudiceto the provisionscontainedn sub-sectior(2), the Medium-termFiscal
Policy Statemenshallincludeanassessmerf sustanability relatingto

() thebalancebetweerrevenuereceiptsandrevenueexpenditures;



(i) theuseof capitalreceiptsncludingmarket borronvingsfor geneating productive assets.

(4) TheFiscalPolicy Strategy Statemenshall,inter alia, contain

(a) thepoliciesof theCentralGovernmenfor theensuinginancialyearrelatingto taxation,expenditure,
market borravings and otherliabilities, lendingandinvestmentspricing of administerd goodsand
servicessecuritiesanddescriptiorof otheractiities suchasunderwritingandguaranteewhich have
potentialbudgetaryimplications;

(b) thestrateic prioritiesof the CentralGovernmentfor the ensuing financialyearin thefiscalarea;

(c) thekey fiscalmeasureandrationalefor any majordeviationin fiscalmeasuregertainingto taxation,
subsidy expenditure administeregbricing andborravings;

(d) anevaluationasto how the currentpolicies of the CentralGovernmentarein conformity with the
fiscalmanagement principlegtoutin sectiond andthe objectvessetoutin the Medium-termFiscal
Policy Statement.

(5) The Macro-economid=rameavork Statementhall containan assessmenof the growth prospectsf the
economywith specificatiorof underlyingassumptions

(6) In particular and without prejudiceto the geneality of the foregoing provisions,theMacro-econorit
Frameavork Statemenshallcontainanassessmenmelating to-

(a) thegrowth in thegrossdomestigproduct;

(b) the fiscal balanceof the Union Governmentas reflectedin the revenuebalanceand gross fiscal
balance;

(c) theexternalsectorbalanceof the economyasreflectedin the currentaccountbalanceof the balance
of payments.

(7) The Medium-termFiscalPolicy Statementthe FiscalPolicy Stratgly Statemenandthe Macro-econorit
Frameavork Statementeferredto in sub-sectior{1) shallbe insuchform asmaybe prescribed.

4. (1) TheCentralGovernmentshalltake appropriataneasurs toreducethe fiscaldeficitandrevenuedeficit so
asto eliminaterevenuedeficit by the 31 March,2008andthereafer build up adequateevenuesurplus.

(2) TheCentralGovernmentshall,by rulesmadeby it, specify-

(a) theannualtargetsfor reductionof fiscal deficit andrevenuedeficit during the periodbeginning with
thecommencementf this Act andendingon the 31 March,2008;

(b) theannualtargetsof assumingcontingentiabilities in the form of guaranteeandthetotal liabilities
asapercentagef grossdomesticproduct:

Providedthatthe revenuedeficit andfiscal deficit may exceedsuchtargetsdueto groundor grounds
of nationalsecurityor nationalcalamityor suchotherexceptionalgroundsasthe CentralGovernment
may specify:

Provided further that the groundor groundsspecifiedin thefirst proviso shall be placedbeforeboth
Housesof Parliamentassoonasmaybe, aftersuchdeficitamountexceedthe aforesaidamgets.

5. (1) TheCentralGovernmentshallnotborron from the Resere Bank.

(2) Notwithstandinganything containedin sub-section(1), the Central Governmentmay borrov from the
Resere Bankby way of advancedo meettemporaryexcessof cashdishursemenbver cashreceiptsduring



ary financialyearin accordancavith the agreementsvhich may be enteedinto by that Governmentwith
the Resere Bank:

Provided thatany adwancesmadeby the Resere Bankto meettemporaryexcesscashdisbursemenbover
cashreceiptsin ary financialyearshall be repayablen accordancevith the provisionscontainedn sub-
section(5) of sectionl7 of the Resere Bankof India Act, 1934.

(3) Notwithstandinganything containedin sub-section(1), the Resere Bank may subscribeto the primary
issuesf the CentralGovernmentecuritieduringthefinancialyearbeginningon the 1 dayof April, 2003
andsubsequertivo financialyears:

Provided that the Resere Bank may subscribepn or after the period specifiedin this sub-section,to the
primaryissuef the CentralGovernmentecuritiedueto groundor groundsspecifiedn thefirst provision
to sub-sectior{2) of section4.

(4) Notwithstandingarything cortainedin sub-section(1), the Resere Bank may buy and sell the Cental
Governmentsecuritiedn the secondarynarket.

6. (1) TheCentralGovernmenthalltake suitablemeasuredo ensurggreater transparengin its fiscaloperatons
in the public interestandminimiseasfar aspracticable secreg in the preparatiorof the annualfinandal
statemenanddemanddor grants.

(2) In particulay andwithout prejudiceto the generalityof the foregoing provision; the CentralGovernment
shall,atthetime of presentatioof annuafinancialstatemenanddemandgor grants make suchdisclosues
andin suchform asmaybeprescribed.

7. (1) The Minister-in-chage of the Ministry of Financeshallreview, every quarter;the trendsin receiptsand
expenditurein relation to the budgetand place before both Housesof Parliamentthe outcomeof such
reviews.

(2) Wheneerthereis eithershortfall in revenueor excesof expenditureoverthepre-specifiedevelsmentiored
in the Fiscal Policy Stratey Statemenandthe rulesmadeunderthis Act duringary periodin a financal
year the CentralGovernmentshall take appropriatemeasuregor increasingrevenueor for reducingthe
expenditure (including curtailing of the sumsauthorisedto be paid and applied from and out of the
Consolidated-undof Indiaunderarny Act soasto provide for theapprgriationof suchsums):

Providedthatnothingin this sub-sectiorshallapplyto the expenditurechagedon the Consolidated-undof
India underclause(3) of article 112 of the Constitutionor to ary otherexpenditurewhichis requiredto be
incurredunderany agreemenor contractor suchotherexpenditurewhich cannot bepostponear curtaied.

(3) (a) Exceptas provided under this Act, no deviation in meetingthe obligations caston the Central
Governmentunderthis Act, shallbe permissiblewithout approsal of Parliament.

(b) Whereowing to unforeseertircumstancesary deviation is madein meetingthe obligationscaston
the CentralGovernmentunderthis Act, the Minister-in-chaige of the Ministry of Financeshdl malke
astatemenin bothHousesof Parliamentexplaining

(i) ary deviationin meetingthe obligationscaston the CentralGoverrmentunderthis Act;

(i) whether such deviation is substantialand relatesto the actual or the potential budgetary
outcomesand

(iii) theremedialmeasureshe CentralGovernmentproposedo take.

8. (1) The CentralGovernmentmay; by notificationin the Official Gazette,make rulesfor carryingout the
provisionsof this Act.



(2) In particular andwithout prejudiceto the generalityof the foregoing power, suchrulesmay provide for all
or ary of thefollowing mattersnamely:-

(a) theannualtargetsto bespecifiedundersub-sectior{2) of sectbn 4;
(b) thefiscalindicatorsto beprescribedor the purposeof sub-setion (2) of section3;

(c) theformsof the Medium-termFiscalPolicy StatementFiscalPolicy Stratgly StatemenandMacro-
economidFrameWork Statementeferredto in sub-sectior(7) of section3;

(d) thedisclosuresandform in which suchdisclosureshallbe madeundersub-sectior{2) of section6;
(e) ary othermatterwhichis requiredto be,or maybe,prescribed.

9. Every rule madeunderthis Act shall be laid, as soonas may be after it is made,beforeeachHouseof
Parliamentwhile it is in sessionfor atotal periodof thirty dayswhich tray be comprisedn onesesion
or in two or more successie sessionsandif, beforethe expiry of the sessioimmediatelyfollowing the
sessioror the successie sessionaforesaid poth Housesagreein makingary modificationin the rule or
bothHousesagreehattherule shouldnotbemade therule shallthereaftehave effectonly in suchmodified
form or be of no effect, asthe casemay be; so, however, thatary suchmodificationor annulmenshall be
without prejudiceto the validity of arnything previously done undethatrule.

10. No suit, prosecutioror otherlegal proceedingshalllie against the CentralGovernmentor ary officer of
the CentralGovernmentfor arything which is in goodfaith doneor intendedto bedoneunderthis Act or
therulesmadethereunder

11. No civil courtshallhave jurisdictionto questionthelegality of arny actiontakenby, or any decisionof, the
CentralGovernmentunderthis Act.

12. Theprovisionsof this Act shallbe inadditionto, and notin derogationof the provisionsof ary otherlaw
for thetime beingin force.

13. (1) If ary difficulty arisesin giving erectto the provisions of this Act, the CentralGovernmenimay, by
orderpublishedin the Official Gazettemake suchprovisionsnotinconsistentvith the provisionsof
this Act asmayappeato benecessaryor removing the difficulty:

Provided that no order shallbe made underthis sectionafter the expiry of two yearsfrom the
commencemertdf this Act.

(2) Every ordermadeunderthis sectionshall be laid, assoonasmay be afterit is made,beforeeach
Houseof Parliament.

C.2 FRBM RULES, 2004

Notification
New Delhi, the 2nd July, 2004

G.S.R.396(E).- In exerciseof the powersconferredby section8 of the Fiscal Responsibility
and BudgetManagementct, 2003 (39 of 2003), the Central Governmentherebymalkes the
following rules,namely:-

1. Shorttitle andcommencement



(1)
)

Theserulesmaybe calledthe FiscalResponsibilityandBudgetManagemenRules,2004.

They shallcomeinto forceonthe5th day of July, 2004.

2. Definitions- In theserules,unlessthe contextotherwiserecuires,

(a) Act meangheFiscalResponsibilityandBudgetManagemenfct, 2003(39 of 2003);

(b)
(©
(d)
(e)

Form meansaform appendedo theserules;
GOP meangyrossdomesticproductat currentprices;
sectionmeansa sectionof the Act;

words and expressionausedhereinbut not definedand definedin the Act shall have the meanings
respectrely assignedo themin the Act.

3. Annualtagets

(1)

(2)

®3)

(4)

In orderto achiee the target of revenuedeficit assetoutin *sub-sectior(1) of section4, by the 31"
day of March, 2008, the CentralGovernmentshall reducesuchdeficit by an amountequialentto
0.5 percent ormoreof the GDP at the endof eachfinancialyear beginning with the financialyear
2004-2005.

The CentralGovernmentshall reducethe fiscal deficit by an amountequialentto 0.3 per cent or
more of the GDP at the endof eachfinancialyearbeginning with the financialyear2004—-2005s0
thatfiscaldeficitis broughtdown to not morethan3 percent of GDP atthe endof 315 day of March,
2008.

The CentralGovernmentshall not give guarateesaggraatingto anamountexceeding0.5 per cent
of the GDPin ary financialyearbeginningwith thefinancialyear2004—2005.

The CentralGovernmentshall not assumeadditionalliabilities (including external debtat current
exchangeate)in excessf 9 percent of GDPfor thefinancialyear2004-2005ndin eachsubsequent
financialyear thelimit of 9 percent of GDPshallbeprogressiely reducedy atleastonepercentage
pointof GDP.

4. Medium TermFiscalPolicy StatementFiscalPolicy Stratgy StatemenandMacro EconomicFramevork
Statement

The Medium Term Fiscal Policy Statement,Fiscal Policy Stratgly Statementand Macro-Econont
Framevork Statementequiredto belaid beforebothHousesf Parliamentby the CentralGovernmentlong
with theannualfinancialstatemenanddemanddgor grantsshallbe inFormsF-1, F-2 andF-3 respectiely.

5. Fiscallndicators-

(1) In the Medium Term FiscalPolicy Statementthreeyearrolling targetsin respectof the following,

fiscalindicatorsshallbe
asgiven inForm F-1, namely:-

(i) revenuedeficitasapercentagef GDP;
(i) fiscaldeficitasapercentagef GDP;
(i) taxrevenueasapercentagef GDP;and

(iv) totaloutstandindiabilities of the CentralGovernmentasa percentagef GDP.



(2) The FiscalPolicy Stratgy Statemenin Form F-2 shall also containthe intra-yearbenchmarkgor
assessinghetrendsin receiptsandexpenditurerelatingto annualtargetsandBudgetEstimates.

6. Disclosures

(1) In orderto ensuregreater transparen in its fiscal operationin the pulbic interest,the Central
Governmentshall, at the time of presentinghe annualfinancial statementand demanddor grants,
male disclosure®f thefollowing:-

(a) ary significantchangen accountingstandardspoliciesandpracticesaffectingor lik ely to affect
the computatiorof prescribediscalindicators.

(b) statementsf recevablesandguarantees; FormsD-1to D-3.
(c) astatemenof assetsn Form D-4.

(2) Theprovisionsof sub-rule(1) shallbecompliedwith notlaterthanwith thepresentatiomf theannual
financialstatemenanddemandsdor grantsfor thefinancial.year2006-2007.

7. Measureso enforcecompliance
In casethe outcomeof thequarterlyreview of trendsin receiptsandexpendituremadeundersub-sectiorfl)
of section7, attheendof secondyuarterof ary financialyearbeginningwith thefinancialyear2004-2005
shavsthat-

() thetotalnon-debtreceiptsarelessthan40 percent ofBudgetEstimatedor thatyear;or
(ii) thefiscaldeficitis higherthan45 percent ofthe BudgetEstimatesfor thatyear;or
(iii) therevenuedeficitis higherthan45 percent ofthe BudgetEstimatesfor that yeay
then,-

(a) as requiredunder sub-section(2) of that section,the Central Governmentshall take appropriate
correctve measuresand

(b) as requiredundersub-section(3) of that section,the Minister-in-chage of the Ministry of Finance
shallmale astatemenin bothHouseof Parliamentduringthesessionmmediatelyfollowing theend
of thesecondjuarterdetailingthe correctve measuresaken,themanneiin which ary supplementary
demandsor grantsareproposed to bénancedandthe prospectdor thefiscaldeficit of thatfinancial
year

Form F-1[Seerule 4]

MEDIUM TERM FISCAL POLICY STATEMENT



A. Fiscal Indicators — Rolling Targets

Current | Ensuingyear | Tametsfor next
Year Tamet: Two years
Revised Budget

Estimates| Estimates

Y Y+1 Y+2

1. RevenueDeficit as
percentagef GDP

2. FiscalDeficit aspercentge
of GDP

3. TaxRevenueaspercentage
of GDP

4. Total Outstandind_iabilities
aspercentagef GDP

B. Assumptionsunderlying the Fiscal Indicators -

1. Revenuereceipts
(a) Tax-revenue- SectorakndGDP growth rates
(b) Non-tax-rezenue- Policy stance

(c) Devolutionto States FinanceCommission

2. Capitalreceipts- Debtstock,repaymentfreshloansandpolicy stance
(a) Recweryof loans
(b) Otherreceipts
(c) Borrowings- PublicDebtandOtherLiabilities

3. Total expenditure- Policy Stance
(a) Revenueaccount
(i) Interestpayments
(i) Major subsidies
(iii) Others
(b) Capitalaccount
() Loansand adances
(i) Capitaloutlay
4. GDP Growth
C. Assessmenbf sustainability relating to-

(i) Thebalancebetweerrevenuereceiptsandrevenueexpenditure. The Medium Term Fiscal
Policy Statementnay specifythe tax-GDPratio for the current yearandsubsequentiwo years
with anassessmeimtf thechanges requiredfor achieving it. It maydiscusghenon-taxrevenues
andthe. policies concerningthe same. An assessmerntf the capital receiptsmay be made,




includingthe borrowvings and othetiabilities, asper policiesspeltout. The statemenmay also
give projectionsfor GDP anddiscussit on the basisof assumptionsinderlyingthe indicators.
Expenditureon revenueaccount,both plan and non-plan,may also be madewith particular
emphasi®onthe measureproposedo meetthe overall objectves.

(i) Theuseof capitalreceiptsncludingmarket borrovingsfor gene rating productive assets.
The Medium Term Policy Statementmay specify the proposeduse of capital receiptsfor
generatingproductive assetsn different categyories. It may also spell out proposedchanges
amongthesecategories and discussit in terms of the overall policy of the Governmentin
achieving the nationalobjectie.

Form F - 2 [Seerule 4]
FISCAL POLICY STRATEGY STATEMENT

A: Fiscal Policy Overview: [This paragraph willpresentan overvien of the fiscal policy
currentlyin vogue.]

B: Fiscal policy for the ensuingfinancial year: [This paragraptshall have five sub-paragraphs
dealingwith -

(1) Tax Policy

In thesub-paragrapbntaxpolicy, majorchangegroposedo beintroducedn directandindirect
taxesin theensuindinancialyearwill bepresentedlt shallcontainanassessmeraif incometax
exemptionlimits andhow far it relatesto percapitaincome, principlesregardingtax exemptions
andtargetgroupfor exemptions.

(2) ExpenditurePolicy

Under expenditurepolicy, major changesproposedin the allocation of expenditureshall be
indicated. It shall also containan assessmentf principlesregarding the benefitsand target
groupof beneficiaries.

(3) GovernmentBorrowvings Lendingandinvestments.

In this sub-paragraplon Governmentborravings, the policy relatingto internaldebt, external
debt, Governmentlending, investmentsand otheractvities; including principles regarding
averagematurity structure punchingof repaymentsetc.,shallbeindicated.

(4) Contingentand othelLiabilities.

Any changein the policy on contingentand othetiabilities andin particularguaranteesvhich
have potentialbudgetaryimplicationsshallbeindicated.

(5) Pricingof AdministeredGoods.



Any changeproposedn the pricing of administeredoroducts,including the progressowards
market-basegrinciplesshallbe speltout.]

C: Strategic priorities for the ensuingyear:

(1) [Resourcamobilisationfor the ensuingfinancialyearthroughtax, non-taxandotherreceiptsshallbe spet
out.

(2) Thebroadprinciplesunderlyingthe expendituremanagemerduring the ensuingyearshallbe speltout.

(3) Prioritiesrelatingto managementf .public debtproposediuring the ensuingyearshallbeindicated.]

D: Rationale for Policy changes

(1) [The rationalefor policy changesonsistenwith the Medium Term Fiscal Policy Statementin respeciof
directandindirecttaxesproposed irtheensuingBudgetshallbe speltout.

(2) Therationalefor majorpolicy changeén respecof budgetedxpenditurancludingexpenditureonsubsides
shallbeindicated.

(3) Rationalefor changesif ary, proposed ithe management-ahe public debtshallbeindicated.

(4) Theneedfor changesif ary, proposed inespecf pricing of adminigeredgoodsshallbe speltout.]
E: Targetsfor the ensuingyear

[At the endof the secondjuarter a mid-yearassessmerghall be madeof the trendsn receipts
andexpendituresandachiazementof targetsof deficitreductionin relationto BudgetEstimates.
In casethetotal nondebtreceiptsarelessthan40 percentof BudgetEstimatedor thatyear;or
thefiscal deficitis higherthan45 percentof the BudgetEstimatedor thatyear;or therevenue
deficitis higherthan45 percentof the BudgetEstimatedor thatyear the CentralGovernment
shalltake actionasrequired, undersub-sections(2) and(3) of section7.]

F: Policy Evaluation:

[This paragraptshall containan evaluationof the changegproposedn the fiscal policy for the
ensuingyearwith referenceo fiscal deficit reductionandobjectvessetoutin the mediumterm
fiscalpolicy statement.]

Form F - 3 [Seerule 4]
MACRO ECONOMIC FRAMEW ORK STATEMENT

1. Overview of the Economy: [This paragraphshall containa synopticanalysisof trendsin
growth rates,prices, output, external sectoy monegy and capitalmarkets. Informationon key
macro-economimdicatorswill be presentedn theformatappended.]

2. GDP Growth: [This paragraptshallcontainananalysisof trendsin overall GDP growth and
its sectorakcomposition.]



3. External Sector: [Under this paragraph.trendsin exports, imports, foreign exchange
resenes,currentaccountalanceandbalanceof paymentshallbe presented.]

4. Money, Banking and Capital Mark ets: [This paragraphshall presentan accountof the
trendsin monegy supply bankdepositsandcreditanddevelopmentsn the capitalmarket.]

5. Central Government Finances: [Under this paragraphan analysisof trendsin revenue
collectionsand expenditureshall be presented. Trendsin important fiscal deficit and debt
indicatorsshall also be presented.Trendsin CentralGovernment financeshall be presented
in theformatappended.]

6. Prospects: [Basedon the trendsin major sectorspresentedn the previous sections,
an assessmenshall be made regarding the growth prospects,along with the underlying
assumptions.]



F-3(Contd)
Macro EconomicFramework Statement
EconomicPerformanceata Glance

Absolute Value PercentageChanges
April-Reporting period* April-Reporting period*
Previous Current Previous Current
Year Year Year Year

Real Sector

1 | GDPatfactorcost

(a) | atcurrentprice

(b) | at1993-94price

2 Index of Industrial
Production

3 | WholesalePricelndex
(pointto point)
ConsumePricelndex
Money Supply(M3)
Importsat currentprices
In Rs. Crore

In US $ million
Exportsat currentprices
(@) | InRs.Crore

(b) | In US $ million

8 | TradeBalance

9 | ForeignExchangeAssets
(@) | InRs.Crore

(b) | In US $ million

10 | CurrentAccountBalance

—

Government Finances
RevenueReceipts

Tax Revenue(Net)
Non-Tax Revenue
CapitalReceipts(5+6+7)
Recovery of loans
OtherReceipts
Borrowingsandother
liabilities

8 | Total Receipts(1+4)

9 | Non-PlanExpenditure
10 | RevenueAccount

Of which:

11 | Interestpayments

12 | CapitalAccount

13 | PlanExpenditure

14 | RevenueAccount

15 | CapitalAccount

16 | Total Expenditure(9+13)
17 | RevenueExpenditure
(10+14)

18 | CapitalExpenditure
(12+15)

19 | RevenueDeficit (17-1)
20 | FiscalDeficit 16-(1+5+6)
21 | PrimaryDeficit (20-11)

~NO O~ WNPRE

*Datawill relateto theperiodup to which informationfor the currentyearis available. To facilitatecomparison,
data.of previousyearcorrespond$o the sameperiodof currentyear Accordingly, reportingperiodmay vary for
differentitems.




TAX REVENUES RAISED BUT NOT REALISED

FormD-1
[Seerule 6]

(principal taxes)

(As. attheendof thereportingyear)

Amounts under dispute

Amounts not under dispute

Rs.crore Rs.crore
Major | Description | Over | Over | Over Over | Over | Over
Head 1 2 5 1 2 5
year | years| years| Over year | years| years| Over Grand
but | but | but 10 | Total| but | but | but 10 | Total| Total
less | less | less | years less | less | less | years
than | than | than than | than | than
two 5 10 two 5 10
years| years| years years| years| years
Taxeson
Income &
Expenditure
0020 | Corporation
Tax
0021 | Taxeson
Incomeother
than
Corporation
tax
Taxeson
Commodities
& Sewices
0037 | Customs
0038 | Union Excise
0044 | ServiceTax
TOTAL

Note: Reporting year refers to the secondyear precedingthe year
for which the annual financial statementand demandsfor grants
are’presented.




ARREARS OF NON-TAX REVENUE

Form D -2
[Seerule 6]

(As attheendof thereporting year)

Description

Amounts pending(Rs. crore)
O-lyears 1-2years 2-3yeas aboveb5years

Total

Fiscal Sewices
Inter estreceipts
Of which

From State
Governmentsand
Union Territory
Governments
FromRailways
FromDepartmental
Commercial
Undertakings

FromPublic Sector
& otherUndertakings

Dividendsand Profit
General Sewices
Policereceipts
EconomicServices
PetroleumCess/Rgalty
Communications
(LicenseFee)Receipts

Other Receipts

Total

Note: Reportingyearrefersto the secondyear precedingthe year for which theannuafinancial
statemenanddemanddor grantsarepresented.




Form D-3
[ Seerule 6]

Guaranteesgiven by the Government

Class Maximum Outstanding Additions Deletions
(No. of Amount atthe duringthe (otherthan
Guarantees Guaranteed beginning of yearduring invoked)
Within duringthe theyear (Rs.crore) the
braclet) year (Rs.crore) year
(Rs.crore) (Rs.crore)
1 2 3 4 5
Invokedduringthe Outstanding Guarante€€Commission Other
year attheend or Fee Material
Rs.crore of theyear (Rs.crore) Details
Dischaged Not (Rs.crore) Recevable Receved
dischaged
6 7 8 9 10 11

Note: Theyearin theabove tablerefersto the secondyearprecedingheyearfor whichthe
annualfinancialstatemenénd demanddgor grants,arg@resented.




FromD-4
[Seerule 6]

ASSET REGISTER

Assetsatthe Assetsacquired | Cumulatve total of
beaginningof the | duringthereporting| assetattheend
reportingyear year of thereporting
year
Cost(Rs.cr) Cost(Rs.cr) Cost(Rs.cr)

Physical assets:

Land
Building

Office

Residential
Roads
Bridges
Irrigation Projects
Pawer projects
Othercapitalprojects
Machinery& Equipment

Office Equipment
Vehicles

Total

Financial assets

Equity Investment
Shares
Bonusshares

Loansand adances

Loansto State& UT Govts

Loansto ForeignGovts
Loansto companies
Loansto others

Otherfinancialinvestments

Total

Notes:

1. Assetsabove thethreshotl valueof Rupeegwo lakh only to berecorded.

2. This disclosurestatementloesnot includeasset®f CabinetSecretariatCentralPolice
OrganisationsMinistry of Defence, Departmentf SpaceandAtomic Enegy.

3. Reportingyearrefersto thesecondsearprecedingheyearfor whichtheannuafinancial
statemenanddemanddor grantsarepresented.

F No. 7(3)-B(D)/2003
M. PRASAD, Jt. Seg.




Appendix D

The Constitution (88th amendment)Act,
2003

As passedy theLok Sabhaon 6 May, 20031

THE CONSTITUTION(EIGHTY-EIGHTH AMENDMENT) ACT, 2003
(15thJanuary2004.)

An Act further to amend the Constitution of India.

BE it enactedy Parliamentin the Fifty-fourth Yearof the Republicof India asfollows:—
1. (1) This Act maybe calledthe Constitution(Eighty-eighthAmendmentAct, 2003.

(2) It shall comeinto force on suchdate ashe CentralGovernmentmay, by notificationin the Official
Gazetteappoint.

2. After article 268 of the Constitution the following article shallbeinserted namely:-

“268A. (1) Taxeson servicesshallbelevied by the Government of India andsuchtax shallbe collectedand
appropriatedy the Governmentof Indiaandthe Statesn the manrer providedin clause(2).

1Seehttp://indiacode.nic.iftoiweb/amend/amend88.htm



(2) Theproceedsn ary financialyearof any suchtaxlevied in accordancevith the provisionsof clause(1)
shallbe—

(a) collectedby the Governmenibf Indiaandthe States;
(b) appropriatedy the Governmentof India andthe States,

in accordancevith suchprinciplesof collectionandappropriatioras may be formulatedby Parliamentby
law.”.

3. In article2700f the Constitution,in clause(1), for thewordsandfigures“articles268and269”, thewords,
figuresandletter“articles268,268A and269” shallbe substiuted.

4. In the Sewenth Schedule tahe Constitution,in List | — Union List, after entry 92B, thefollowing entry
shallbeinsertednamely:—

“92C. Taxesonservices.

T. K. VISWANATHAN,

Segq. to the Govt. of India.



Appendix E

Terms of referenceof the task force

Ministry of Finance

Creation of a Task Forcefor implementation of the
Fiscal Responsibility and Budget ManagementAct, 2003

Parliamentpassedhe FiscalResponsibility andBudgetManagemenfct (FRBM), to establish
abroadframework for theconductof fiscalpolicy by settingamediumtermtargetto guidefiscal

policy formulation. The framavork placesan increasedemphasison transpareng in budget
formulation, implementatiorand assessmentThe FRBM requiresthe Central Governmentto

eliminatethe revenuedeficit of around3.6 percentof GDP by March, 2008. Towardsthis, the
Centralgovernmentneeddo fix annualtargetsindicatingthe pathof adjustmentandrequired
policy measures.

In view of the above, | herebyconstitutea Task Force underthe chairmanshipof Dr. Vijay
Kelkar Othermemberof this TaskForcewill include:

1. ShriD. C. Gupta,FinanceSecretary
2. Smt.VineetaRai, RevenueSecretary
3. ShriN. S.Sisodia,Secretary(FS)

4. ShriD. Swarup,0OSD (Expenditure)
5. Dr. AshokLahiri, CEA

ShriM. PrasadJointSecretaryvould bethe Corvenor

TheTaskForcewill drav upthemediumtermframework for fiscalpoliciesto achieve theFRBM
objectve. It will alsoformulatetheannualtarmgetsindicatingthe pathof adjustmenandrequired



policy measures.

TheTaskForcewill submitits reportby 30th April, 2004.

(JasvantSingh)
Minister of Finance
18.2.2004



Appendix F

Glossary

Expansionsof acroryms are in italics, and
termsin boldfacearepresenin theglossary

Buoyancy The percentagechange in tax collections
associatetvith aonepercenchangen the taxbase.
For example,if excisecollectionsgo up by0.5 per
centfor al percentincreaseén manufcturingGDR,
the‘buoyang of excisecollections’is saidto be0.5.

Central GST Central goods and servicestax. Thisis the
termusedin thisreportfor theproposedentrallevy
on goodsand servicesalongthe VAT principle. It
is proposedhatthe CentralGSTwould replacethe
existing CENVAT andtheexisting Servicetax. See
Section5.3.

CENVAT Central VAT. This is a modified VAT levied
by the centralgovernmentupto the manufcturing
level. Thebulk of whatis commonlytermedexcise
collections’ in India now takes place under the
framework of the CENVAT.

CMIE Centre for Monitoring
(http://lwww.cmie.com).

Indian  Economy

EEE Exempt-Exempt-Exempt. A framework for taxtreat-
ment of sarzings and investmentwhere contritu-
tions,accumulationgndbenefits(withdravals) are
all tax-exempt. SeeSection5.5.4.

EET Exempt-Exempt-Taxed. A framework for tax treat-
mentof savingsandinvestmentvherecontributions
areexempt,accumulationsre exempt,but benefits
aretaxedasordinaryincome.SeeSection5.5.4.

FRBM Act Fiscal Responsibility and Budgetary Man-
agement Act, 2003. SeeSection2.6 and Apperdix
C.

IGST Act Indian Goods and Services Act. This is the
proposednamefor the new legislation which will
give legal foundationgo the Cental-GST.

NHAI National  Highway
(http://www.nhai.og).

Authority  of  India

NHDP National Highway Development Program, being
executedby NHAI .

NSDL National ~ Securities
(http://www.nsdl.co.in).

Depository  Limited

OLTAS The Online Tax Accounting System, which
becamefunctional from 1 June2004. SeeSection
5.7.1.

RIN The proposedRisk Intelligence Network for inte-
gratedrisk-basedassessent of firms, which com-
binesmonitoringof GST andincometax. SeeSec-
tion5.7.4.

TIN Tax Information Network, the new system for
handlingtax deductedat source(TDS), and other
third partyinformation,thathasbeenbuilt by NSDL
for theIncomeTax DepartmentSee Section5.7.1.

VAT Value added tax. In India, this hasbecomeageneric
termfor a consumptiortax collectedat all pointsof
exchangeof goodsand services. This principle is
usedin thepresenCENVAT, the StateVAT andthe
proposed>ST.



