
Appendix A

Estimation of tax buoyancies

A.1 QUESTIONS AND METHODS

In this appendix,we addressthe questionof
estimationof the empirical experiencewith
tax buoyancies.This effort in measurement
fed into the judgmentsandassumptionsthat
went into the baselineprojectionswhich are
shown in Section3.5. At thesametime, the
numericalvaluesusedin thatsectionarenot
narrowly drivenby theseempiricalresults.

If T is a time-seriesof tax collectionsand
B is a tax base,thenregressionsof the form
log T = α0 + α1 log B + ε areusedin order
to estimateα1, which can be interpretedas
the taxbuoyancy, i.e. theaveragepercentage
changein T for aonepercentchangein B.

The T and B time-series are typically
both I(1), which introduces difficulties in
estimation and inference which are not
squarely addressedhere. However, in
order to obtain feedbackon the economic
significanceof thisproblem,wealsoestimate
the I(0) regressionconsistingof percentage
changesin T onpercentagechangesin B.

A key concern is the extent to which
the very tax buoyancies have themselves
been evolving over time, reflecting the
considerablepolicy efforts which have been
taking place in India, particularlyin recent

TableA.1 PersonalincometaxandGDP
Estimate t statistic

Intercept -7.189 -28.02
log(GDP) 1.198 62.87

years. In addition to the overall estimates
(from 1980to 2003),wealsocomputerolling
window regressions,with a window width of
5 years.Eachof theseregressionshaslimited
statistical precision. The 95% confidence
intervals of these buoyancy estimatesare
superposedon the graphsbelow, in order to
ensurethatwe take cognisanceof the innate
limitationsuponourknowledge.

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

A.2 PERSONAL INCOME TAX

FigureA.1 shows trendsin personalincome
taxcollections,expressedaspercentof GDP.

Table A.1 shows the overall OLS estimates
for a log/log model explaining log personal
incometax asa function of log GDP. A re-
gressionof percentagechangesonpercentage



164 Estimation of tax buoyancies

FigureA.1 Growth of personalincometaxaspercentof GDP
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FigureA.2 Five-yearrolling window estimatesof buoyancy of personalincometax
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changesyieldsasimilar coefficient,of 1.12.

In orderto focuson the evolution of the tax
buoyancy over time, FigureA.2 shows five-
yearrolling window estimatesof the log/log
regression. In the latesttwo years,the five-
yearOLS estimateshave been1.66and1.47

respectively.
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FigureA.3 Growth of corporateincometaxaspercentof GDP
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TableA.2 CorporateincometaxandGDP
Estimate t statistic

Intercept -7.129 -18.25
log(GDP) 1.204 41.52

A.3 CORPORATION TAX

FigureA.3 shows trendsin corporateincome
taxcollections,expressedaspercentof GDP.

Table A.2 shows the overall OLS estimates
for a log/log modelexplaining log corporate
incometax asa function of log GDP. A re-
gressionof percentagechangesonpercentage
changesyieldsasimilar coefficient,of 1.44.

In orderto focuson the evolution of the tax
buoyancy over time, FigureA.4 shows five-
yearrolling window estimatesof the log/log
regression. In the latesttwo years,the five-
yearOLS estimateshave been1.63and1.91
respectively.

Table A.4 Non-POLExciseandmanufactur-
ing GDP

Estimate t statistic
Intercept 0.815 3.20
log(GDP) 0.756 35.73

A.4 NON-POL EXCISE

FigureA.5 shows trendsin non-POLexcise
collections,expressedaspercentof manufac-
turing GDP. Thedataunderlyingthis hasnot
beenpreviouslyreleased,henceit is shown in
TableA.3.

Table A.4 shows the overall OLS estimates
for a log/log modelexplaining log non-POL
excise as a function of log manufacturing
GDP. A regressionof percentagechanges
on percentagechanges yields a similar
coefficient,of 0.7541.

In orderto focuson the evolution of the tax
buoyancy over time, FigureA.6 shows five-
yearrolling window estimatesof the log/log
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FigureA.4 Five-yearrolling window estimatesof buoyancy of corporateincometax
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TableA.3 Breakupof excisecollections:POLversusNon-POL
Total POL Non-POL Non-POLExcise

Excise Excise Excise per IndustryGDP
(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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FigureA.5 Growth of non-POLexciseaspercentof manufacturingGDP
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FigureA.6 Five-yearrolling window estimatesof buoyancy of non-POLexcise
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regression. In the latesttwo years,the five-
yearOLS estimateshave been0.48and0.53
respectively.

TableA.5 Summarisingbuoyancy estimates

’80-’03 ’98-’02 ’99-’03
Personalincometax 1.198 1.66 1.47
Corporationtax 1.204 1.63 1.91
Non-POLexcise 0.756 0.48 0.53
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A.5 SUMM ARISING

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 servicestax (GST) usingfirm-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

The1 goal of indirect tax reform is to have a
single goodsand servicestax (GST) that is
appliedonall firms. Thiswould involveVAT
credits running acrossall kinds of firms in
theeconomy. Theuseof a singleratewould
eliminatepolitical lobbying aboutrates,and
eliminate problemsof classification. The
useof a single rate is neutral to the nature
of activity of the firm, thus removing one

1CMIE expresses its gratitude to the several
officials from the CentralBoardof Direct Taxes and
the Central Board of Excise and Customsfor the
gainful insightsprovided by themduring discussions
andtheir commentson the computationsusedin this
paper. Limitations,if any, remainours.

sourceof tax-induceddistortionsin resource
allocation.

One major changeaboutthe GST concerns
the taxationof servicesproduction. While
theservicessectoris a substantialfractionof
GDP, relatively little is known aboutthe full
potentialtax revenuesfrom this sector, given
thesmallsetof serviceswhichhavebeenthus
farbeenbroughtunderthe‘servicetax’.

Planningthe transition into the GST, from
the existing mix of excise, CENVAT and
the service tax, requiresestimationof the
revenuepotential 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.Second,thereis the questionof
enforcement. While CENVAT chainswill
undoubtedlylead to improved compliance,
therearealwaysquestionsabouttheextentto
whichenforcementwill takeplace.

This paper seeks to bring fresh evidence
to bear on this question, and thus assist
the process of policy formulation and
decision making. It is organised in two
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parts. SectionB.2 describesthe database,
the difficulties in measurement,and the
estimationmethodologyusedin this paper.
SectionB.3 shows estimatesfor the revenue
potentialfor an economy-wideGST applied
to acertainsubsetof thefirms of India.

B.2 METHODOLOGY

B.2.1 The CMIE firm-level database

Limited liability firms in India areregistered
with the Registrar of Companies. All such
registered firms are required to file their
auditedAnnual Accountswith the Registrar
of Companieseveryyear.

Through an extensive processof develop-
ing methodology, systems, andprimary in-
formationgatheringthat startedin the early
1970s,CMIE hasbuilt India’s largestfirm-
level database.This databasecontainsdata
extractedfrom the auditedAnnual Reports
of companies(alongwith severalotherkinds
of data). Manufacturingcompaniesin this
databaseaccount for more than 90 per cent
of the total excise revenuesof the Govern-
mentof India, 70 percentof thegrossvalue
addedand75 percentof thevalueof output
in themanufacturing(registered)sectorof the
economy.

Industrial (including manufacturing) and
servicescompaniesin the CMIE firm-level
databasetogetheraccountedfor 75 per cent
of the total corporatetaxescollectedby the
Governmentof India in 2002-03.2

The measuresof coverage in Table B.1

2The CMIE firm-level databasereflectsthe corpo-
rate taxes reportedby companiesin their profit and
lossaccounts.Thedatais not adjustedfor provisions
for previousyearsandwrite-backof excessprovisions.

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.

Thelargerdatabaserepresentsa fairly robust
sample of the overall corporatesector in
India. It reflectsthesizeandthespreadof the
organisedeconomicentities in the country.
Besidesthe large companies,the database
includeshundredsof thousandsof smalland
tiny enterprises.This sampleis particularly
relevant from the point of estimating the
potentialfor tax collection. The probability
of taxcompliancefrom thissetof companies
collectively is arguablyhigherthanfrom the
unorganisedsector. We thus usethis set of
companiesto estimatethe potential goods
andservicetax thatcanbegeneratedif such
a tax is 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
March2000.3

In the following years, the number of
companies in the databasehas steadily
declined. This decline is the result of a
consciousdecision toreducetheexpenditure
for building this database, after having
attemptedinitially to build a comprehensive

3The scopeof the CMIE firm-level databaseex-
pandedsubstantially in 2000 following an arrange-
ment with the Departmentof Company Affairs that
providedaccessto recordsavailablewith theRegistrar
of Companies.
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TableB.1 TheCMIE firm-level database: Coverage:2002-03
(Rs.crore)

Measure CMIE Total Official Coverage
Sample Value Source (%)

Grossvalueaddedin regdmfg 1,63,719 2,31,833 CSO 70.6
Valueof outputin regdmfg 7,97,087 10,77,262 CSO 74.0
Grosssavingsin corporates 1,04,435 1,76,078 CSO 59.3
Corporatetaxes 35,044 46,172 Budget 75.9
Exciseduties 92,544 1,06,617 Budget 86.8
Source:Corporate sector report,EconomicIntelligenceService,CMIE, April 2004

database. Initial efforts had showed that a
large numberof companieswere miniscule
in size. Their exclusion was expectedto
make only an insignificantdifferenceto the
larger inferencesthat could be drawn at the
aggregatelevel.

In 1999-00,28percentof thecompanieshad
a salesof lessthanRs.1,000.Nearly 37 per
centof the companieshadsalesof lessthan
Rs.5 lakh. Companieswith salesless than
Rs.10lakh in 1999-00accountedfor 51.7per
centin numbers,but only 0.07percentof the
total sales. In the light of this distribution,
CMIE decidedto concentrateits resourceson
companiesthat hada salesof at leastRs.10
lakh.

The numberof companiesfor which datais
availablevariesfromyeartoyear. Onereason
for thisis thatCMIE shiftedits attentionto the
largercompanies.We have seenalready, that
this decisiondoesnot significantlyadversely
affect theaggregateresults.Now we look at
the other factorsthat causethe year-to-year
variationsandconsidersolutionstoovercome
theseto help us preparethe datasetfor our
estimation.

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

However, sometimescompaniesdo change
their accountingperiod from 12 monthsin
oneyearto 15 or 18 monthsin thenext. As
a result,it is quitepossiblethatin threeyears
a company publishesonly two accounts.In
such a case, the estimation of aggregates
from individual company accountswould
miss the company’s results for one year
and have a correspondinglyhigher value
in the following year becausethe company
reportsresultsfor more-than12 months.We
overcomethis by annualisingall information
to 12 months uniformly and by repeating
the earlier year’s information in the year in
which the company’s resultsweremissedin
thepreparationof thepaneldata.

Companiesmaymergeandceaseoperations
as independententities. Or they may cease
to operatefor otherreasonsandthusmaynot
preparetheir annualaccounts.Variationsare
also causedby new entrantsinto business.
Thesearegenuinevariationsanddonotmerit
any adjustments.

Finally, althoughCMIE makesits bestefforts
to procureinformation,thereis no guarantee
that it is able to accessall possibleAnnual
Reportspreparedby companies.Companies
are not required by any law to provide
information to CMIE. Often, they do not
file Annual Reports with the Registrar of
Companies. If companiesdo not provide
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TableB.2 TheCMIE firm-level database: SizeDistribution: 1999-00
Sizeby Sales Count Sales Cumulative Cumulative
(Rupees) (Numbers) (Rs.crore) Count Sales

(%) (%)
Lessthan1,000 48,257 0.03 28.4 neg.
1,000- 10,000 3,392 2 30.4 neg.
10,000- 50,000 6,527 17 34.2 neg.
50,000- 100,000 4,445 32 36.8 neg.
100,000- 500,000 16,070 421 46.3 neg.
5 lakh - 10 lakh 9,180 667 51.7 0.1
10 lakh - 50 lakh 27,863 7,231 68.1 0.5
50 lakh - 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
Above100crore 1,697 11,95,537 100.0 100.0

information to the Registrar of Companies
andrefuseto provide the sameto CMIE, we
will have gapsin thedatabase.In this paper,
imputationis donefor thesegapsby usingthe
prior year’s information, if the prior year’s
information isavailable.

After making theseadjustments,we arrive
at a datasetof 89,445 firms that had their
accountsendingsometimeduring theperiod
April 2002 to June 2003 (mostly ending
in March 2003). If a company did not
report(or if we did not have) accountsfor a
periodendingin this range,we usetheolder
informationavailablewith us, but subjectto
the condition that such information is not
older than for an accountingperiod ending
September2001.Stateddifferently, for these
89,445firms, the CMIE firm-level database
hadsomeauditedaccountsdataavailablefor
a period ending betweenSeptember2001
andJune2003and,we have usedthe latest
availabledatain thisperiod.

It is thissetof 89,445companies4 thatweuse

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

to estimatethe potential goodsand service
tax that can be generated. Theseare the
largerandwell-organisedentitiesthatcanbe
expectedto paya tax levieduponthem.

B.2.3 Services sector coverage in the
database

The services sector presentsqualitatively
differentproblemsin obtainingcompliance.
About two-thirds of the manufacturing
activity is in the organised sector. It is
easierto deal with this organisedindustrial
activity than with the myriad small and
tiny enterprisesin the unorganised sector.
“Organised”canbeconstruedmoretangibly
in thecaseof manufacturingfirms– theseare
registeredundertheFactoriesAct.

Thereis no similar legislation by which all

company. But, the CMIE firm-level databaseincludes
it asit doesseveralothercooperatives.Similarly, State
Bankof India is not registeredasa company, like say,
UTI Bank Ltd is. Nevertheless,the CMIE firm-level
databasewould include a StateBank of India. The
objectiveof theCMIE firm-level databaseis to createa
databaseof all possiblebusinessentities,independent
of thelegal structureof theentity.



B.2 Methodology 173

servicessectorfirms can be enumeratedor
classified.Regulationis limited to banksand
a few otherservices.

A larger proportionof the enterprisesin the
servicessectorare unorganised. Wholesale
and retail trade is characterisedby a very
largenumberof businessentitiesthatarepro-
prietory and householdenterprises. Simi-
larly, there are a number of small restau-
rants,second-tieror third-tier intermediaries
in the financialsector, professionalservices,
etc. that could be classifiedasunorganised.
The diversenatureof servicesactivities and
thelargerproportionof firmsbeingin theun-
organisedsectormakesthetaskof estimating
the potentialrevenuefrom the levy of a ser-
vice taskdaunting.

It can be assumed that the organised
institutionalentitiesin theservicessectorcan
be persuadedto comply with the levy of
a service tax. It would thus be useful to
estimatethe size of the large and medium
firms in the services sector to derive a
realisticestimateof thepotentialrevenuethat
canbegeneratedfrom theservicessector.

Firm–level informationin theservicessector
hasbecomestrongerin thepastonedecadeor
so, comparedto the situationearlier. There
are three reasonsfor this. First, several
departmentalundertakingsof thegovernment
have beencorporatised. For example, the
Departmentof Telecommunicationsis now
Bharat Sanchar Nigam Ltd. Secondly,
several activities that were largely outside
the purview of the corporateworld, suchas
hospitals,entertainment,courierservices,etc
have joined the organisedbusinessdomain
andthereforedo publishpublicly accessible
information.Thirdly, theexceptionalgrowth
of theservicessectorhasattractedsubstantial
investmentsin the organised sector. The

best example of this is the private sector
investmentin thetelecommunicationssector.

TheCMIE firm-level databasecontainsfinan-
cial information extractedfrom the audited
annualaccountsin respectof 1,46,976com-
paniesthatareengagedessentiallyin services
activities. Informationon all these1,46,976
companiesis not available for all the years.
CMIE has information for 1,04,625compa-
nies for the year endedMarch 2000. In
the following years,the numberof compa-
nies in the databasedeclinessteadily since
CMIE decidedto concentrateits effort only
the largercompanies.It wasanticipatedthat
theexclusionof companiesof saleslessthan
Rs.10lakh would make an insignificantim-
pactuponthe inferencesdrawn at theaggre-
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 less than ten thousandrupees.
Most of the very small companieswere
investmentandtradingcompanies.

For the year 2001–02, CMIE compiled
statistics essentially on companieswhose
salessize was greaterthan Rs.10 lakh per
annum. The numberof companiescovered
by the CMIE firm-level databasedroppedby
half as a result of the reducedoutlays for
this activity. The coverage,in termsof the
proportionof the total grossvalueaddedin
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 reflectthesizeof theactivitiesof the
organisedservicessectoralmostas well as
theentiresetof 1.4 lakh companies.Theset
of 14,921companiesfor which we have data
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TableB.3 CMIE firm-level database: Coverageof ServicesSector
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 companieswith salesgreaterthan Rs.10lakhcoveredin 2001-02and 2002-03.
Coveragein 2002–03is incomplete,aswork wasin progress.

for 2002–03reflectstheincompletedatabase
for theyear. AnnualAccountsfor companies
for this year are still flowing in and many
of thosethat have beenreceived by us are
still being processed.Nevertheless,a good
proportionof thelargercompanieshavebeen
capturedin thedatabase.

A datasetof 52,304companieswas prepared
for the purposeof our computations.These
had their accountsendingsometimeduring
the periodApril 2002 to June2003(mostly
ending March 2003). Or if there were
companiesfor which datawasnot available
for this period, thenwe have usedthe older
information available for these, subject to
the condition that the information is not
older than for an accountingperiod ended
in September2001. This set of 52,304
companiesis usedto estimatethe potential
servicetax that canbe generated.Theseare
thelargerandwell organisedenterprisesthat
can be expectedto pay a tax levied upon
them.

Thissetof 52,304companiescovers22.1per
centof thegrossvalueaddedin theservices
sector in India. Firm-level databasesdo
not cover public administrationanddefence
sectors. Theseaccount for 12.7 per centof
the grossvalueaddedin the servicessector
as a whole. If we exclude this sector, then
the CMIE firm-level databasehasa coverage

of 25.3percent.

Intriguingly, the CMIE firm-level database
provides a higher estimate of the gross
value addedin the banking and insurance
sectorthanthe NationalAccountsStatistics.
This is likely becausethe CMIE firm-level
databasedoes not cover the State Finance
Corporations,StateIndustrial Development
CorporationsandtheRegionalRuralBanks–
all whicharelikely to begrosslyloss-making
and possibly contributing negatively to the
grossvalueaddition.

Nevertheless,the coverageof over-100 per
cent is intriguing. This is becausewe have
had to drop a numberof small investment
companiesandsmallernon-bankingfinancial
companiesfrom our samplebecauseof the
needfor moredetailedinformationin respect
of finance companies than was readily
availablefor suchsmallfinancecompaniesin
the CMIE firm-level database.The problem
arisesbecausethe paymentof interest by
banksis lower than the interestreceived by
banksand, if we net the two (like we do
for all otherenterprises),to derive the value
addition, banks would reflect net negative
interestpayments.Thiswouldbemisleading.
The National Accounts Statistics imputes
income equivalent to interestand dividend
receiptsof bankingandfinancialenterprises
net of interestpaid to depositors. We have
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Table B.4 Sub-sectorsof the servicessector: CMIE firm-level databasecomparedwith NAS,
2002–03

(Rs.crore)
NAS data 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
Transportby 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,ownershipof
dwellings,bus.services 1,52,079 23,870 15.7 10,904

Publicadmin& defence 1,45,406
Otherservices 1,89,898 4,791 2.5 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 financecompaniesby
lendingandby investmentsin securities. It
is quite likely that the inclusion of these
smallerfinancecompanieswouldhaveraised
the grossvalue addedin this sectora little
more.

The datasethas a fairly good coverageof
the communicationssector. The grossvalue
addedcoveredis morethan80percentof the
estimatesin the NationalAccounts. Storage
is similarly well covered with over 70 per
cent. In other cases,the coveragein the
firm-level databaseis muchlower – ranging
between2.5and15.5percent.

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

Half of the revenuebasein the CMIE firm-

level databaselies in commercial banks.
Financial institutions, NBFCs, housing fi-
nancecompanies,investmentservicecom-
paniesand otherfinancialservicecompanies
accountfor another17 percent.Thus,the fi-
nancialsectorwould accountfor nearlytwo-
thirdsof thepotentialrevenue.

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

The classificationof servicespresentedin
official publicationson NAS are at broad
aggregate levels. Theseoffer little insight
into the natureof productionof the services
sector. TableB.5 shows greaterdetail,using
a classificationsystemdevelopedat CMIE,
showing the numberof firms and the size
of economicactivity taking placein various
kinds of services. This evidencecould be
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TableB.5 Industryclassificationof servicesfirms in theCMIE firm-level database(2002-03)
(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

Recreationalservices 660 3458 963 150
Productionof TV serials/films 240 2105 690 181
Broadcasting/distribution of TV serials/films 22 95 4 -2
Processingof films/colour labs,etc. 11 145 80 -3
Pre-recordedandrecordedcassettes 52 229 -22 -7
Amusementparks/entertainmentcentres/theatres 117 477 74 -5
Otherrecreationalservices 218 407 137 -14

Healthservices 914 2186 873 -32
Trading 15375 187075 16965 -9772
Transportservices 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

Communicationservices 483 48752 28682 -947
Telecommunicationservices 407 47760 28432 -937
Telephoneservices 11 39900 26670 987
Othertelecommunicationservices 396 7860 1762 -1924

Courierservices 76 992 249 -9
Misc. services 17677 62487 27813 24817
Commercialcomplexes 3164 2802 738 41
Storage& distribution 574 2588 988 -274
Businessconsultancy 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 planningadministrativeprocedures.
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B.2.4 Issues in using this database for
GST estimation

In this paper, we harnessthis 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 conservative. There are two
key characteristicsof the imputationprocess
adopted by us that lead to conservative
estimates.Theseare:

Problemof credits Whenfirms arechargeda GST
on their revenue, there is the questionabout
how much credit they will obtain, reflecting
the taxpaymentsembeddedin the inputs they
have purchased. We addressthis question
by focusing on value added,as observed in
the accountingdata. We treat the tax base
as the value added of the firm. This is a
conservative assumption,in the sensethat not
all inputs purchasedby the firm may involve
tax credits. In practice,collectionsare likely
to besomewhathigherthanthoseportrayedin
thispaper.

Questionsof enforcement The GST would be ap-
plied to all productionin theeconomy, includ-
ing productionby limited liability companies,
cooperatives,proprieterships,non-profitfirms,
etc. We focuson a subsetof this universe:lim-
ited liability companies,andsomeotherfirms
for which datais available. This is a conser-
vative estimate, in the sensethat the GST will
yield revenuesfrom many organisationswhich
arenot coveredin this subset.

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

We use two indicators to estimate the
potentialrevenuethatcanbeexpectedby the
levy of a goodsandservicetax. Theseare,

salesandgrossvalueadded.Salesis a robust
numbercomparedto the grossvalueadded,
as it is directly observed in the accounts
of the company. However, salesobviously
overestimatesthepotentialtaxrevenuesfrom
avalueaddedtax.

Estimationof thegrossvalueaddedfrom the
AnnualAccountsof companiesis somewhat
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,
companiesdonotaccountfor rentif they own
the premises.And, depreciationchargesare
notuniformly applied.

We make no adjustmentsfor these. It is
assumedthat rent that doesnot get reported
shows up as profits and neverthelessgets
capturedin theGVA estimate.Theargument
holdsfor any under-reportingof depreciation
in the accountsof companies.We alsoneed
to make adjustmentfor interest income of
financialintermediaries.This is 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 credit for tax
paymentsembeddedin all inputspurchased.
This is aconservativeassumption.

Assumingthatnon-financecompanieswould
claim setoffs against taxes included in
interestpamentsmadeby them,we compute
the tax potential by deducting interest
paymentsfrom the GVA. Further, assuming
thatcompanieswould getset-offs againstnet
exports, we also deduct net exports from
salesand gross value addedin estimating
the potentialservicetax revenuethat canbe
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TableB.6 SummarystatisticsaboutCMIE firm-level database: 2002-03
(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

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

Table B.6 presents a summary of the
aggregates generatedby using the audited
annual accountsof 89,445 firms for the
year 2002-03. Although this is the largest
compilationof aggregatesbasedonfirm-level
data,therearesomelimitations in coverage.
Theseagain point to the conservativenessof
theultimateestimatesthatwederive.

Nearly half the valueadditionin thesefirms
is generatedfrom the servicessector. How-
ever, this excludestheIndianRailways.This
administratively easypotentialsourceof tax
revenueis completely missing in the com-
putationsbecausethe Indian Railways does
not publishaccountsin the traditionalsense
of the term. Transport by other means
is also under-representedin our computa-
tions. The estimatesreflect essentially, the
airlines.However, theroadtransportindustry
is grosslyundercoveredbecauseof paucityof
data.

Firms engagedin constructionactivities are
large and reasonablyorganised although,

mostof thesearenotregisteredascompanies.
These are also under-representedin our
computations.

TableB.7 presentsestimatesof theGSTthat
canbecollectedif the taxis imposedonsales
or on salesnet of net exports. Thesearethe
upperboundsof the potentialGST that can
begeneratedfrom thesefirms.

In making estimatesof the potential GST
with the GVA as the base,we introducean
additional element of the setoff that non-
financecompaniesmayclaimagainstinterest
paymentsmadeby them. Besides,we deal
with thepetroleumsectordifferently. Instead
of using the GVA, we use the salesas the
base. We have assumedthat the petroleum
sectorwould continueto attractexciseon its
salesandnot a tax basedon theGVA. Table
B.8 presentsestimatesbasedon the GVA
and Table B.9 presentsestimatesbasedon
GVA net of net interestpayments. In both
tables,we show separately, theestimatesnet
of netexportsandagain, in bothtables,POL
estimatesarebasedonsalesandnotonGVA.

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



B.3 Estimating potential GST revenuesusingfirm-level data 179

TableB.7 Estimatesof potentialrevenuefrom auniformGSTbasedonSalesin 2002-03
(Rs.crore)

TaxonSales@ TaxonSalesnetof 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 5,875 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 Estimatesof potentialrevenuefrom auniformGSTbasedonGVA in 2002-03
(Rs.crore)

TaxonGVA @ TaxonGVA 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: POLestimationsarebasedonsalesandnotGVA

Table B.9 Estimatesof potentialrevenuefrom a uniform GST basedon GVA net of interest
paymentsin 2002-03

(Rs.crore)
TaxonGVA netof interest@ TaxonGVA 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: POLestimationsarebasedonsalesandnotGVA

thesecomputations.However, it is possible
to make estimatesfor 2003-04 based on
the salesgrowth observed in the salesof

listed companies.As per SEBI regulations,
listedcompaniesarerequiredto releasetheir
quarterlyresultswithin onemonthof theend
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of thequarter. We seefrom theseresultsthat
salesgrew by about12 per cent during the
year. Using the estimatesmadeabove and
assumingthat the overall salesgrowth of all
companiesgrew by tenpercent,thepotential
GST that can be generatedfrom firms that
publishtheir auditedannualaccountscanbe
easilycomputed.

If auniformGSTof eightpercentis leviedon
theGVA netof netexportsandnetof interest
paymentsonall firms,thenthepotentialGST
thatcouldbegeneratedin 2003-04would be
Rs.64,634crore. If GST is 12 per cent this
rises to Rs.96,951crore and at 16 per cent
it rises to Rs.129,267crore. Theseare the
lower boundsof thepotentialrevenue,given
theextenttowhichvalueaddedin thecountry
takes placein firms outsidethe CMIE firm-
level database.

B.4 DETERMINING A MINIMUM SIZE FOR

LEVY ING A GST

The distribution of the gross value added
amongst firms in the CMIE firm-level
databaseis skewed. A few firms accountfor
mostof the grossvalueaddedwhile a large
numbercontribute negligibly to the overall
GVA5. Wefind thata little overhalf 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 theseaccountfor 99.7percentof thetotal
GVA reportedby GVA-positivefirms.

Administratively, it would be far more

5Unlike measuressuch as sales or assets,the
GVA can take a negative value. Loss making firms
can report a negative GVA. Thus, somefirms also
contributenegatively to theoverall GVA. We find that
22percentof thefirms reportedanon-positiveGVA.

efficient to concentrateon theserelatively
larger firms. Every VAT implementation
in the world uses a lower size threshold
below which firms are exemptedfrom VAT
payment. Figure B.1 shows empirical
evidencefor firms with positive valueadded.
Alternative sizethresholdsareplacedon the
x axis(in log scale).For eachcandidatevalue
of the minimum size threshold,two values
areshown on the y axis: (a) The fraction of
total valueaddedthat is capturedin the tax
netunderthis threshold,and(b) the fraction
of firms thatfall above this threshold.

The results show that roughly half of the
firms have a value addedof below Rs.10
lakh. This suggeststhat the cost of tax
administrationwould comedown by roughly
half, by using such a threshold. At the
sametime, roughly100%of thevalueadded
lies above this threshold. Hence,it appears
useful to useRs.10lakh of value addedas
theminimumsizethreshold;thisseemsto be
associatedwith anegligible revenueloss,and
ahalvingof thecostto thegovernment.

In practice,it would be far moreconvenient
to use a measuresuch as salesinsteadof
GVA. As a broadaverage,in the CMIE firm-
level databaseit is foundthatsalesis usually
six times the GVA. This approximationcan
beusedto convert GVA cutoffs into turnover
cutoffs.

These estimates should be viewed with
cautionowing to the extent to which firms
self-select themselves into organisational
structures. Larger firms are more likely to
incorporate. Hence, estimatesabout size
cutoffs basedontheCMIE firm-level database
arelikely to bebiasedupwards.
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FigureB.1 Coverageof firms obtainedunderalternativesizethresholds
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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
(LegislativeDepartment)

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

The following Act of Parliament received the assentof the Presidenton the 26 August
2003,andis herebypublishedfor generalinformation:-

TheFiscalResponsibility andBudgetManagementACT, 2003

No. 39of 2003

[26thAugust,2003]
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An Act to provide for theresponsibilityof theCentralGovernmentto ensureinter-generational
equity in fiscal managementand long-termmacro-economicstability by achieving sufficient
revenuesurplusandremoving fiscal impediments in the effective conductof monetarypolicy
and pi prudentialdebt managementconsistentwith fiscal sustainabilitythroughlimits on the
CentralGovernmentborrowings,debtanddeficits,greatertransparency in fiscaloperationsof the
CentralGovernmentandconductingfiscalpolicy in a medium-termframework andfor matters
connectedtherewith or incidentalthereto.

Be it enactedby Parliamentin theFifty-fourth Yearof theRepublicof Indiaasfollows:-

1. (1) ThisAct maybecalledtheFiscalResponsibilityandBudgetManagementAct, 2003.

(2) It extendsto thewholeof India.

(3) It shallcomeinto forceonsuchdate astheCentralGovernmentmay, by notificationin theOfficial Gazette,
appointin thisbehalf.

2. In thisAct, unlessthecontextotherwiserequires:-

(a) fiscaldeficit meanstheexcessof totaldisbursements,from theConsolidatedFundof India,excluding
repaymentof debt,over total receiptsinto the Fund(excluding thedebtreceipts),duringa financial
year,

(b) fiscal indicators meansthe measuressuchasnumericalceilingsandproportionsto grossdomestic
product,asmaybeprescribed,for evaluationof thefiscalposition of theCentralGovernment;

(c) prescribedmeans prescribedby rulesmadeunderthisAct;

(d) Reserve Bank meanstheReserve Bankof India constitutedundersub-section(1) of section3 of the
ReserveBankof IndiaAct, 1934;

(e) revenue deficit meansthe differencebetweenrevenue expenditure and revenue receiptswhich
indicatesincreasein liabilities of theCentralGovernment withoutcorrespondingincreasein assetsof
thatGovernment;

(f) total liabilities meanstheliabilities undertheConsolidatedFundof India andthepublic accountof
India.

3. (1) The CentralGovernmentshall lay in eachfinancialyearbeforeboth Housesof Parliamentthe following
statementsof fiscalpolicy alongwith theannualfinancialstatementanddemandsfor grants,namely:-

(a) theMedium-termFiscalPolicy Statement;

(b) theFiscalPolicy Strategy Statement;

(c) theMacro,-economicFramework Statement.

(2) The Medium-termFiscalPolicy Statementshall set forth a three-yearrolling target for prescribed fiscal
indicatorswith specificationof underlyingassumptions.

(3) In particular, andwithout prejudiceto theprovisionscontainedin sub-section(2), theMedium-termFiscal
Policy Statementshall includeanassessmentof sustainability relatingto

(i) thebalancebetweenrevenuereceiptsandrevenueexpenditures;
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(ii) theuseof capitalreceiptsincludingmarketborrowingsfor generatingproductiveassets.

(4) TheFiscalPolicy Strategy Statementshall,inter alia, contain

(a) thepoliciesof theCentralGovernmentfor theensuingfinancialyearrelatingto taxation,expenditure,
market borrowingsandotherliabilities, lendingandinvestments,pricing of administered goodsand
services,securitiesanddescriptionof otheractivitiessuchasunderwritingandguaranteeswhichhave
potentialbudgetaryimplications;

(b) thestrategic prioritiesof theCentralGovernmentfor theensuingfinancialyearin thefiscalarea;

(c) thekey fiscalmeasuresandrationalefor any majordeviation in fiscalmeasurespertainingto taxation,
subsidy, expenditure,administeredpricingandborrowings;

(d) an evaluationasto how the currentpoliciesof the CentralGovernmentare in conformity with the
fiscalmanagement principlessetout in section4 andtheobjectivessetout in theMedium-termFiscal
Policy Statement.

(5) The Macro-economicFramework Statementshall containan assessmentof the growth prospectsof the
economywith specificationof underlyingassumptions

(6) In particular, and without prejudiceto the generality of the foregoing provisions,theMacro-economic
Framework Statementshallcontainanassessmentrelating to-

(a) thegrowth in thegrossdomesticproduct;

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

(c) theexternalsectorbalanceof theeconomyasreflectedin thecurrentaccountbalanceof thebalance
of payments.

(7) TheMedium-termFiscalPolicy Statement,theFiscalPolicy Strategy StatementandtheMacro-economic
Framework Statementreferredto in sub-section(1) shallbe insuchform asmaybeprescribed.

4. (1) TheCentralGovernmentshall take appropriatemeasures toreducethe fiscaldeficit andrevenuedeficit so
asto eliminaterevenuedeficit by the31March,2008andthereafterbuild upadequaterevenuesurplus.

(2) TheCentralGovernmentshall,by rulesmadeby it, specify-

(a) theannualtargetsfor reductionof fiscaldeficit andrevenuedeficit duringtheperiodbeginningwith
thecommencementof thisAct andendingon the31March,2008;

(b) theannualtargetsof assumingcontingentliabilities in theform of guaranteesandthetotal liabilities
asapercentageof grossdomesticproduct:

Providedthattherevenuedeficit andfiscaldeficit mayexceedsuchtargetsdueto groundor grounds
of nationalsecurityor nationalcalamityor suchotherexceptionalgroundsastheCentralGovernment
mayspecify:

Providedfurther that thegroundor groundsspecifiedin thefirst proviso shallbeplacedbeforeboth
Housesof Parliament,assoonasmaybe,aftersuchdeficit amountexceedtheaforesaidtargets.

5. (1) TheCentralGovernmentshallnotborrow from theReserveBank.

(2) Notwithstandinganything containedin sub-section(1), the Central Government may borrow from the
ReserveBankby wayof advancesto meettemporaryexcessof cashdisbursementovercashreceiptsduring
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any financialyearin accordancewith theagreementswhich maybeentered into by thatGovernmentwith
theReserveBank:

Provided that any advancesmadeby the Reserve Bank to meettemporaryexcesscashdisbursementover
cashreceiptsin any financialyearshall be repayablein accordancewith the provisionscontainedin sub-
section(5) of section17of theReserveBankof IndiaAct, 1934.

(3) Notwithstandinganything containedin sub-section(1), the Reserve Bank may subscribeto the primary
issuesof theCentralGovernmentsecuritiesduringthefinancialyearbeginningonthe1th dayof April, 2003
andsubsequenttwo financialyears:

Provided that the Reserve Bank may subscribe,on or after the periodspecifiedin this sub-section,to the
primaryissuesof theCentralGovernmentsecuritiesdueto groundor groundsspecifiedin thefirst provision
to sub-section(2) of section4.

(4) Notwithstandinganything containedin sub-section(1), the Reserve Bank may buy and sell the Central
Governmentsecuritiesin thesecondarymarket.

6. (1) TheCentralGovernmentshalltakesuitablemeasuresto ensuregreater transparency in its fiscaloperations
in thepublic interestandminimiseasfar aspracticable,secrecy in thepreparationof theannualfinancial
statementanddemandsfor grants.

(2) In particular, andwithout prejudiceto the generalityof the foregoing provision; the CentralGovernment
shall,atthetimeof presentationof annualfinancialstatementanddemandsfor grants, makesuchdisclosures
andin suchform asmaybeprescribed.

7. (1) The Minister-in-charge of the Ministry of Financeshall review, every quarter;the trendsin receiptsand
expenditurein relation to the budgetand placebeforeboth Housesof Parliamentthe outcomeof such
reviews.

(2) Wheneverthereis eithershortfall in revenueor excessof expenditureoverthepre-specifiedlevelsmentioned
in theFiscal Policy Strategy Statementandthe rulesmadeunderthis Act duringany periodin a financial
year, the CentralGovernmentshall take appropriatemeasuresfor increasingrevenueor for reducingthe
expenditure(including curtailing of the sumsauthorisedto be paid and applied from and out of the
ConsolidatedFundof Indiaunderany Act soasto provide for theappropriationof suchsums):

Providedthatnothingin thissub-sectionshallapplyto theexpenditurechargedontheConsolidatedFundof
India underclause(3) of article112of theConstitutionor to any otherexpenditurewhich is requiredto be
incurredunderany agreementor contractor suchotherexpenditurewhichcannot bepostponedor curtailed.

(3) (a) Except as provided under this Act, no deviation in meetingthe obligations cast on the Central
GovernmentunderthisAct, shallbepermissiblewithoutapproval of Parliament.

(b) Whereowing to unforeseencircumstances,any deviation is madein meetingtheobligationscaston
theCentralGovernmentunderthis Act, theMinister-in-chargeof theMinistry of Financeshall make
astatementin bothHousesof Parliamentexplaining

(i) any deviation in meetingtheobligationscaston theCentralGovernmentunderthisAct;

(ii) whether such deviation is substantialand relatesto the actual or the potential budgetary
outcomes;and

(iii) theremedialmeasurestheCentralGovernmentproposesto take.

8. (1) The CentralGovernmentmay, by notification in the Official Gazette,make rules for carrying out the
provisionsof thisAct.
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(2) In particular, andwithout prejudiceto thegeneralityof theforegoingpower, suchrulesmayprovide for all
or any of thefollowing matters,namely:-

(a) theannualtargetsto bespecifiedundersub-section(2) of section4;

(b) thefiscalindicatorsto beprescribedfor thepurposeof sub-section (2) of section3;

(c) theformsof theMedium-termFiscalPolicy Statement,FiscalPolicy Strategy StatementandMacro-
economicFrameWork Statementreferredto in sub-section(7) of section3;

(d) thedisclosuresandform in whichsuchdisclosuresshallbemadeundersub-section(2) of section6;

(e) any othermatterwhich is requiredto be,or maybe,prescribed.

9. Every rule madeunderthis Act shall be laid, assoonasmay be after it is made,beforeeachHouseof
Parliament,while it is in session,for a total periodof thirty dayswhich tray becomprisedin onesession
or in two or moresuccessive sessions,andif, beforethe expiry of the sessionimmediatelyfollowing the
sessionor the successive sessionsaforesaid,both Housesagreein makingany modificationin the rule or
bothHousesagreethattheruleshouldnotbemade,theruleshallthereafterhaveeffectonly in suchmodified
form or beof no effect, asthecasemaybe;so,however, thatany suchmodificationor annulmentshallbe
withoutprejudiceto thevalidity of anythingpreviouslydone under thatrule.

10. No suit, prosecutionor otherlegal proceedingsshall lie against theCentralGovernmentor any officer of
theCentralGovernmentfor anything which is in goodfaith doneor intendedto bedoneunderthis Act or
therulesmadethereunder.

11. No civil courtshallhave jurisdictionto questionthelegality of any actiontakenby, or any decisionof, the
CentralGovernment,underthisAct.

12. Theprovisionsof this Act shallbe inadditionto, and not in derogationof theprovisionsof any otherlaw
for thetimebeingin force.

13. (1) If any difficulty arisesin giving erectto theprovisions of this Act, theCentralGovernmentmay, by
orderpublishedin theOfficial Gazette,make suchprovisionsnot inconsistentwith theprovisionsof
thisAct asmayappearto benecessaryfor removing thedifficulty:

Provided that no order shallbe madeunder this sectionafter the expiry of two yearsfrom the
commencementof thisAct.

(2) Every ordermadeunderthis sectionshall be laid, assoonasmay be after it 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 FiscalResponsibility
andBudgetManagementAct, 2003 (39 of 2003), the CentralGovernmentherebymakes the
following rules,namely:-

1. Shorttitle andcommencement
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(1) TheserulesmaybecalledtheFiscalResponsibilityandBudgetManagementRules,2004.

(2) They shallcomeinto forceon the5th dayof July, 2004.

2. Definitions- In theserules,unlessthecontextotherwiserequires,

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

(b) Form meansa form appendedto theserules;

(c) GOP meansgrossdomesticproductat currentprices;

(d) sectionmeansasectionof theAct;

(e) wordsandexpressionsusedhereinbut not definedanddefinedin the Act shall have the meanings
respectively assignedto themin theAct.

3. Annualtargets

(1) In orderto achieve thetargetof revenuedeficit assetout in ’sub-section(1) of section4, by the31th

day of March, 2008, the CentralGovernmentshall reducesuchdeficit by an amountequivalent to
0.5 percent ormoreof theGDPat theendof eachfinancialyear, beginningwith thefinancialyear
2004–2005.

(2) The CentralGovernmentshall reducethe fiscal deficit by an amountequivalent to 0.3 per cent or
moreof theGDPat theendof eachfinancialyearbeginningwith thefinancialyear2004–2005,so
thatfiscaldeficit is broughtdown to notmorethan3 percent ofGDPat theendof 31st dayof March,
2008.

(3) TheCentralGovernmentshallnot give guaranteesaggregating to anamountexceeding0.5 percent
of theGDPin any financialyearbeginningwith thefinancialyear2004–2005.

(4) The CentralGovernmentshall not assumeadditionalliabilities (including external debt at current
exchangerate)in excessof 9 percent ofGDPfor thefinancialyear2004-2005andin eachsubsequent
financialyear, thelimit of 9 percent ofGDPshallbeprogressively reducedby at leastonepercentage
pointof GDP.

4. MediumTermFiscalPolicy Statement,FiscalPolicy Strategy StatementandMacroEconomicFramework
Statement-

The Medium Term Fiscal Policy Statement,Fiscal Policy Strategy Statementand Macro-Economic
Framework Statementrequiredto belaid beforebothHousesof Parliamentby theCentralGovernmentalong
with theannualfinancialstatementanddemandsfor grantsshallbe inFormsF-1,F-2 andF-3 respectively.

5. FiscalIndicators-

(1) In the Medium Term FiscalPolicy Statement,threeyearrolling targetsin respectof the following,
fiscalindicatorsshallbe

asgiven inFormF-1,namely:-

(i) revenuedeficit asapercentageof GDP;

(ii) fiscaldeficit asapercentageof GDP;

(iii) tax revenueasapercentageof GDP;and

(iv) total outstandingliabilities of theCentralGovernmentasapercentageof GDP.
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(2) The FiscalPolicy Strategy Statementin Form F-2 shall alsocontainthe intra-yearbenchmarksfor
assessingthetrendsin receiptsandexpenditurerelatingto annualtargetsandBudgetEstimates.

6. Disclosures-

(1) In order to ensuregreater transparency in its fiscal operationin the public interest, the Central
Governmentshall, at the time of presentingthe annualfinancialstatementanddemandsfor grants,
makedisclosuresof thefollowing:-

(a) any significantchangein accountingstandards,policiesandpracticesaffectingor likely to affect
thecomputationof prescribedfiscalindicators.

(b) statementsof receivablesandguaranteesin FormsD-1 to D-3.

(c) astatementof assetsin FormD-4.

(2) Theprovisionsof sub-rule(1) shallbecompliedwith not laterthanwith thepresentationof theannual
financialstatementanddemandsfor grantsfor thefinancial.year2006-2007.

7. Measuresto enforcecompliance
In casetheoutcomeof thequarterlyreview of trendsin receiptsandexpenditure,madeundersub-section(1)
of section7, at theendof secondquarterof any financialyearbeginningwith thefinancialyear2004-2005
shows that-

(i) thetotal non-debtreceiptsarelessthan40percent ofBudgetEstimatesfor thatyear;or

(ii) thefiscaldeficit is higherthan45percent oftheBudgetEstimatesfor thatyear;or

(iii) therevenuedeficit is higherthan45percent oftheBudgetEstimatesfor that year,

then,-

(a) as requiredunder sub-section(2) of that section, the Central Governmentshall take appropriate
correctivemeasures;and

(b) as requiredundersub-section(3) of that section,the Minister-in-charge of the Ministry of Finance
shallmake astatementin bothHousesof Parliamentduringthesessionimmediatelyfollowing theend
of thesecondquarterdetailingthecorrectivemeasurestaken,themannerin whichany supplementary
demandsfor grantsareproposed to befinancedandtheprospectsfor thefiscaldeficitof thatfinancial
year.

Form F-1 [Seerule 4]

MEDIUM TERM FISCAL POLICY STATEMENT
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A. Fiscal Indicators – Rolling Targets

Current Ensuingyear Targetsfor next
Year Target: Two years

Revised Budget
Estimates Estimates

Y Y+1 Y+2
1. RevenueDeficit as

percentageof GDP
2. FiscalDeficit aspercentage

of GDP
3. TaxRevenueaspercentage

of GDP
4. TotalOutstandingLiabilit ies

aspercentageof GDP

B. Assumptionsunderlying the Fiscal Indicators -

1. Revenuereceipts

(a) Tax-revenue- SectoralandGDPgrowth rates

(b) Non-tax-revenue- Policy stance

(c) Devolution to States- FinanceCommission

2. Capitalreceipts- Debtstock,repayment,freshloansandpolicy stance

(a) Recoveryof loans

(b) Otherreceipts

(c) Borrowings- PublicDebtandOtherLiabilities

3. Total expenditure- Policy Stance-

(a) Revenueaccount

(i) Interestpayments

(ii) Major subsidies

(iii) Others

(b) Capitalaccount

(i) Loansand advances

(ii) Capitaloutlay

4. GDPGrowth

C. Assessmentof sustainability relating to-

(i) Thebalancebetweenrevenuereceiptsandrevenueexpenditure.The Medium Term Fiscal
Policy Statementmayspecifythe tax-GDPratio for thecurrent yearandsubsequenttwo years
with anassessmentof thechanges. requiredfor achieving it. It maydiscussthenon-taxrevenues
and the. policies concerningthe same. An assessmentof the capital receiptsmay be made,
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includingtheborrowingsand otherliabilities, asperpoliciesspeltout. Thestatementmayalso
give projectionsfor GDP anddiscussit on the basisof assumptionsunderlyingthe indicators.
Expenditureon revenueaccount,both plan and non-plan,may also be madewith particular
emphasison themeasuresproposedto meettheoverall objectives.

(ii) Theuseof capitalreceiptsincludingmarketborrowingsfor gene ratingproductiveassets.
The Medium Term Policy Statementmay specify the proposeduse of capital receiptsfor
generatingproductive assetsin different categories. It may also spell out proposedchanges
amongthesecategories and discussit in terms of the overall policy of the Governmentin
achieving thenationalobjective.

Form F - 2 [Seerule 4]

FISCAL POLICY STRATEGY STATEMENT

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

B: Fiscalpolicy for the ensuingfinancial year: [This paragraphshallhavefivesub-paragraphs
dealingwith -

(1) TaxPolicy

In thesub-paragraphontaxpolicy, majorchangesproposedto beintroducedin directandindirect
taxesin theensuingfinancialyearwill bepresented.It shallcontainanassessmentof incometax
exemptionlimits andhow far it relatesto percapitaincome,principlesregardingtaxexemptions
andtargetgroupfor exemptions.

(2) ExpenditurePolicy

Under expenditurepolicy, major changesproposedin the allocationof expenditureshall be
indicated. It shall also containan assessmentof principlesregarding the benefitsand target
groupof beneficiaries.

(3) GovernmentBorrowingsLendingandInvestments.

In this sub-paragraphon Governmentborrowings, the policy relatingto internaldebt,external
debt, Governmentlending, investmentsand otheractivities; including principles regarding
averagematuritystructure,bunchingof repayments,etc.,shallbeindicated.

(4) Contingentand otherLiabilities.

Any changein thepolicy on contingentand otherliabilities andin particularguaranteeswhich
havepotentialbudgetaryimplicationsshallbeindicated.

(5) Pricingof AdministeredGoods.
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Any changeproposedin the pricing of administeredproducts,including the progresstowards
market-basedprinciplesshallbespeltout.]

C: Strategicpriorities for the ensuingyear:

(1) [Resourcemobilisationfor theensuingfinancialyearthroughtax, non-taxandotherreceiptsshallbespelt
out.

(2) Thebroadprinciplesunderlyingtheexpendituremanagementduring theensuingyearshallbespeltout.

(3) Prioritiesrelatingto managementof .publicdebtproposedduring theensuingyearshallbeindicated.]

D: Rationale for Policy changes

(1) [The rationalefor policy changesconsistentwith theMediumTermFiscalPolicy Statement,in respectof
directandindirecttaxesproposed intheensuingBudgetshallbespeltout.

(2) Therationalefor majorpolicy changesin respectof budgetedexpenditureincludingexpenditureonsubsidies
shallbeindicated.

(3) Rationalefor changes,if any, proposed inthemanagement-ofthepublic debtshallbeindicated.

(4) Theneedfor changes,if any, proposed inrespectof pricingof administeredgoodsshallbespeltout.]

E: Targetsfor the ensuingyear

[At theendof thesecondquarter, a mid-yearassessmentshallbemadeof the trendsin receipts
andexpendituresandachievementof targetsof deficit reductionin relationto BudgetEstimates.
In casethetotal nondebtreceiptsarelessthan40 percentof BudgetEstimatesfor thatyear;or
thefiscaldeficit is higherthan45 percentof theBudgetEstimatesfor thatyear;or therevenue
deficit is higherthan45 percentof theBudgetEstimatesfor thatyear, theCentralGovernment
shalltakeactionasrequired, undersub-sections.(2) and(3) of section7.]

F: Policy Evaluation:

[This paragraphshall containanevaluationof thechangesproposedin thefiscalpolicy for the
ensuingyearwith referenceto fiscaldeficit reductionandobjectivessetout in themediumterm
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 sector, money and capitalmarkets. Information on key
macro-economicindicatorswill bepresentedin theformatappended.]

2. GDP Growth: [This paragraphshallcontainananalysisof trendsin overallGDPgrowth and
its sectoralcomposition.]
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3. External Sector: [Under this paragraph,trends in exports, imports, foreign exchange
reserves,currentaccountbalanceandbalanceof paymentsshallbepresented.]

4. Money, Banking and Capital Mark ets: [This paragraphshall presentan accountof the
trendsin money supply, bankdepositsandcreditanddevelopmentsin thecapitalmarket.]

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

6. Prospects: [Based on the trendsin major sectorspresentedin the previous sections,
an assessmentshall be made regarding the growth prospects,along with the underlying
assumptions.]
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F-3(Contd)
Macro EconomicFramework Statement

EconomicPerformanceataGlance
AbsoluteValue PercentageChanges

April-Reporting period* April-Reporting period*
Previous Current Previous Current

Year Year Year Year
RealSector

1 GDPat factorcost
(a) at currentprice
(b) at1993-94price
2 Index of Industrial

Production
3 WholesalePriceIndex

(point to point)
4 ConsumerPriceIndex
5 Money Supply(M3)
6 Importsat currentprices
(a) In Rs.Crore
(b) In US$ million
7 Exportsat currentprices
(a) In Rs.Crore
(b) In US$ million
8 TradeBalance
9 ForeignExchangeAssets
(a) In Rs.Crore
(b) In US$ million
10 CurrentAccountBalance

Government Finances
1 RevenueReceipts
2 TaxRevenue(Net)
3 Non-TaxRevenue
4 CapitalReceipts(5+6+7)
5 Recoveryof loans
6 OtherReceipts
7 Borrowingsandother

liabilities
8 TotalReceipts(1+4)
9 Non-PlanExpenditure
10 RevenueAccount

Of which:
11 Interestpayments
12 CapitalAccount
13 PlanExpenditure
14 RevenueAccount
15 CapitalAccount
16 TotalExpenditure(9+13)
17 RevenueExpenditure

(10+14)
18 CapitalExpenditure

(12+15)
19 RevenueDeficit (17-1)
20 FiscalDeficit 16-(1+5+6)
21 PrimaryDeficit (20-11)
*Data will relateto theperiodup to which informationfor thecurrentyearis available.To facilitatecomparison,
data.of previousyearcorrespondsto thesameperiodof currentyear. Accordingly, reportingperiodmayvary for
differentitems.



C.2 FRBM Rules,2004 195

Form D - 1
[Seerule 6]

TAX REVENUES RAISED BUT NOT REALISED
(principal taxes)

(As. at theendof 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
& Services

0037 Customs

0038 UnionExcise

0044 ServiceTax

TOTAL

Note: Reporting year refers to the secondyear precedingthe year
for which the annual financial statementand demandsfor grants
are’presented.
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Form D - 2
[Seerule 6]

ARREARS OF NON-TAX REVENUE
(As at theendof thereportingyear)

Description Amounts pending(Rs. crore) Total
0-1years 1-2years 2-3years above5 years

FiscalServices

Inter estreceipts
Of which
FromState
Governmentsand
UnionTerritory
Governments

FromRailways

FromDepartmental
Commercial
Undertakings

FromPublicSector
& otherUndertakings

Dividendsand Profit

GeneralServices

Policereceipts

EconomicServices

PetroleumCess/Royalty
Communications
(LicenseFee)Receipts

Other Receipts

Total

Note: Reportingyear refersto the secondyearprecedingthe year for which theannualfinancial
statementanddemandsfor grantsarepresented.
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Form D-3
[ Seerule 6 ]

Guaranteesgivenby the Government
Class Maximum Outstanding Additions Deletions

(No. of Amount at the duringthe (otherthan
Guarantees Guaranteed beginningof yearduring invoked)

Within duringthe theyear (Rs.crore) the
bracket) year (Rs.crore) year

(Rs.crore) (Rs.crore)
1 2 3 4 5

Invokedduringthe Outstanding GuaranteeCommission Other
year at theend or Fee Material

Rs.crore of theyear (Rs.crore) Details
Discharged Not (Rs.crore) Receivable Received

discharged
6 7 8 9 10 11

Note:Theyearin theabovetablerefersto thesecondyearprecedingtheyearfor whichthe
annualfinancialstatementanddemandsfor grants,arepresented.
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From D-4
[Seerule 6]

ASSET REGISTER
Assetsat the Assetsacquired Cumulative total of

beginningof the duringthereporting assetsat theend
reportingyear year of thereporting

year
Cost(Rs.cr) Cost(Rs.cr) Cost(Rs.cr)

Physical assets:

Land
Building

Office
Residential

Roads
Bridges
IrrigationProjects
Powerprojects
Othercapitalprojects
Machinery& Equipment

OfficeEquipment
Vehicles

Total

Financial assets

Equity Investment
Shares
Bonusshares

Loansand advances
Loansto State& UT Govts
Loansto ForeignGovts
Loansto companies
Loansto others

Otherfinancialinvestments

Total

Notes:
1. Assetsabove thethreshold valueof Rupeestwo lakhonly to berecorded.
2. This disclosurestatementdoesnot includeassetsof CabinetSecretariat,CentralPolice
Organisations,Ministry of Defence, Departmentsof SpaceandAtomic Energy.
3. Reportingyearrefersto thesecondyearprecedingtheyearfor whichtheannualfinancial
statementanddemandsfor grantsarepresented.

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



Appendix D

The Constitution (88th amendment)Act,
2003

As passedby theLok Sabhaon 6May, 2003:1

THE CONSTITUTION(EIGHTY-EIGHTH AMENDMENT) ACT, 2003
(15thJanuary, 2004.)

An Act further to amend the Constitution of India.

BE it enactedby Parliamentin theFifty-fourth Yearof theRepublicof Indiaasfollows:–

1. (1) ThisAct maybecalledtheConstitution(Eighty-eighthAmendment)Act, 2003.

(2) It shall comeinto force on suchdate asthe CentralGovernmentmay, by notification in the Official
Gazette,appoint.

2. After article268of theConstitution,thefollowing articleshallbeinserted,namely:-

“268A. (1) Taxesonservicesshallbeleviedby theGovernment of Indiaandsuchtaxshallbecollectedand
appropriatedby theGovernmentof IndiaandtheStatesin themannerprovidedin clause(2).

1Seehttp://indiacode.nic.in/coiweb/amend/amend88.htm
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(2) Theproceedsin any financialyearof any suchtax levied in accordancewith theprovisionsof clause(1)
shallbe–

(a) collectedby theGovernmentof IndiaandtheStates;

(b) appropriatedby theGovernmentof IndiaandtheStates,

in accordancewith suchprinciplesof collectionandappropriationasmaybeformulatedby Parliamentby
law.”.

3. In article270of theConstitution,in clause(1), for thewordsandfigures“articles268and269”, thewords,
figuresandletter“articles268,268Aand269” shallbesubstituted.

4. In the SeventhSchedule tothe Constitution,in List I – Union List , after entry 92B, thefollowing entry
shallbeinserted,namely:–

“92C. Taxesonservices.”.

T. K. VISWANATHAN,

Secy. to theGovt. of India.



Appendix E

Termsof referenceof the task force

Ministry of Finance

Creationof a TaskForcefor implementation of the
FiscalResponsibilityand BudgetManagementAct, 2003

ParliamentpassedtheFiscalResponsibility andBudgetManagementAct (FRBM), to establish
abroadframework for theconductof fiscalpolicy by settingamediumtermtargetto guidefiscal
policy formulation. The framework placesan increasedemphasison transparency in budget
formulation, implementationandassessment.The FRBM requiresthe CentralGovernmentto
eliminatetherevenuedeficit of around3.6 percentof GDPby March,2008. Towardsthis, the
Centralgovernmentneedsto fix annualtargetsindicatingthepathof adjustmentsandrequired
policy measures.

In view of the above, I herebyconstitutea Task Force underthe chairmanshipof Dr. Vijay
Kelkar. Othermembersof thisTaskForcewill include:

1. ShriD. C. Gupta,FinanceSecretary

2. Smt.VineetaRai,RevenueSecretary

3. ShriN. S.Sisodia,Secretary(FS)

4. ShriD. Swarup,OSD(Expenditure)

5. Dr. AshokLahiri, CEA

ShriM. Prasad,JointSecretarywouldbetheConvenor.

TheTaskForcewill draw upthemediumtermframework for fiscalpoliciesto achievetheFRBM
objective. It will alsoformulatetheannualtargetsindicatingthepathof adjustmentandrequired
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policy measures.

TheTaskForcewill submitits reportby 30thApril, 2004.

(JaswantSingh)
Ministerof Finance
18.2.2004



Appendix F

Glossary

Expansionsof acronyms are in italics, and
termsin boldfacearepresentin theglossary.

Buoyancy The percentagechange in tax collections
associatedwith aonepercentchangein the taxbase.
For example,if excisecollectionsgo up by0.5 per
centfor a1 percentincreasein manufacturingGDP,
the‘buoyancy of excisecollections’is saidto be0.5.

Central GST Central goods and services tax. This is the
termusedin thisreportfor theproposedcentrallevy
on goodsandservicesalongthe VAT principle. It
is proposedthat theCentralGSTwould replacethe
existing CENVAT andtheexisting Servicetax. See
Section5.3.

CENVAT Central VAT. This is a modified VAT levied
by the centralgovernmentupto the manufacturing
level. Thebulk of whatis commonlytermed‘excise
collections’ in India now takes place under the
framework of theCENVAT.

CMIE Centre for Monitoring Indian Economy
(http://www.cmie.com).

EEE Exempt-Exempt-Exempt. A framework for taxtreat-
ment of savings and investmentwhere contribu-
tions,accumulationsandbenefits(withdrawals)are
all tax-exempt.SeeSection5.5.4.

EET Exempt-Exempt-Taxed. A framework for tax treat-
mentof savingsandinvestmentwherecontributions
areexempt,accumulationsareexempt,but benefits
aretaxedasordinaryincome.SeeSection5.5.4.

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

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

NHAI National Highway Authority of India
(http://www.nhai.org).

NHDP National Highway Development Program, being
executedby NHAI .

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

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

RIN The proposedRisk Intelligence Network for inte-
gratedrisk-basedassessment of firms, which com-
binesmonitoringof GST andincometax. SeeSec-
tion 5.7.4.

TIN Tax Information Network, the new system for
handlingtax deductedat source(TDS), and other
third partyinformation,thathasbeenbuilt by NSDL
for theIncomeTaxDepartment.SeeSection5.7.1.

VAT Value added tax. In India,thishasbecomeageneric
termfor aconsumptiontaxcollectedat all pointsof
exchangeof goodsandservices. This principle is
usedin thepresentCENVAT, theStateVAT andthe
proposedGST.


