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ECONOMICS: AN INTRODUCTION

Definition

Economics as a word comes from the Greek: oikos means ‘family, household, or estate', and nomos
stands for ‘custom, law” etc. As the management of houschold, so the management of national
economy. The scale is different but the nature of the operation and the principles that underlie both
are the same. The basic assumption that connects both is the scarcity of resources and the need to
manage them judiciously as well as equitably. Rational management of scarce resources is the
substance of economics. Since last century, rationality has come to include equity and
sustainability as well as that adds the long term dimension to it.

‘Take for example, land. It is a scarce resource. India has 15% of global population but only 2.4%

of the global land. Thus there is hugé pressure on land. It is needed for agriculture (food and non-
food); manufacturing; residential purposes and so on. There should be rational and judicious use of
land for which economics can help to make public policy. The challenges associated with land use
are being grappled with presently , for instance in the Land Acquisition and Rehabilitation and
Resetilement Act 2013 where the land claims of farmers, industry and other sections are addressed.

Similarly, water is scarce and is becoming even more so. There are demands for agricultural,
industrial, domestic.and. ther uses How to.apportion the existing amount.of water among all these
users is a puit.policy challenpe beingonsidered: byfhc Praft National Water Policy (NWP,
2012). Same @ﬁé@iﬁnp andcquisitiondaw. %,

L E y | IR T
Broadly, ccongiiiésiis: o so¢ial isciguce:that studics himanipctivity aimed at_satisfying needs and
wants. It encompasses production, di tlgibution, trade andconsumption of goods and services

SNeW Elelin

Initially, economics focused on wealth and later welfare, That is, initially, what mattered was
creation of wealth at any cost. It did not interest economists to be sensitive to the human
dimension--the misery that it produced. Later, by the late 19 century, there was hue and cry about
children being made to overwork and receive paltry payment for their work, (o give one example.
Then welfare became the focus of the discipline. '

As a policy science, economics is always confronted with trade offs as scarcity of resources is the
overriding assumption of the discipline. Tradeoffs involve making choices in policies wherein
there is a compromise on one goal to achieve another goal. It is a way of balancing among
desirable goals. Presently, the policy of Reserve Bank of India aims at moderating inflation that it
is the overriding objective of its monetary policy (2015), even as some growth is eroded in the
process. Thus, a bit of growth is traded off for price stability. Similarly, government wants to give
subsidies to the poor and weak. It may mean more borrowings and thus some fiscal excess but
poverty is addressed and thus political stability. Thus, fiscal prudence may be traded off to some
extent in pursuit of welfare. The current state of public finance is an accurate description of this
dilemma with fiscal deficit targeted at 3.2% of GDP (2017-18) even while 3% of GDP is the stated
norm because public investment is urgently required in the given circumstances and thus fiscal
discipline is relatively sccondary in importance. In the land acquisition faw, compensation for the
land owners is increased to balance the interests of the industrialists and the farmers and others.
Investment may moderate in the process, but social justice gets addressed. Land is to be acquired

for manufacturing and consent of the land owner may be conditionally dispensed with in public

interest- that is the tradeoff logic.
1
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The focus on tradeoffs arises from the Scarce resources that make it necessary to choose between

competing alternatives. Choosing one benefit implies forgoing another altemative to a greater or
lesser extent. Thus, there is an opportunity cost to the available resources and there is a continuons
process of weighing alternatives and balancing them {opportunity cost of the Opportunity foregone

while choosing another).

economics as “The science of wealth.” Smith also offercd another definition, “The Science relating

to the laws of production, distribution and exchange.”

Definitions in terms of wealth creation are limited in scope and favour the advantaged. Weak are
left out, for example, women, children and old people. The belief is that non-productive activity
is @ cost on society. it meant that man was relegated to the secondary position and wealth was

was added to the discipline of economics- one of welfare and equity.

As the production process evolved and as more problems cropped up, the discipline became
wider while in search for new foci- sustainable development, green economy, well being, nationat
happiness and s0.on.It went beyond wealth, welfare and trad ffs,

Microeconomics; “heexaiminessthe BE “individual actors such.as consumers,
businesses, households etc. to undcrs%gd_ Row degisionsiage made in the face of scarcity and what
effects they have on larger ecomomy; ¥ & ¢V & £ b3

Macroeconomics, on the other hand, studies the economy as a whole and its features like national

income, employment, poverty, balance of payments and inflation.

The two are linked closely as the behaviour or a firm or consumer or household depends upon the
state of the national and global economy and vice versa. For example, business and consumer
confidence depends on the state of economy.

Division of

. " Focus
Economics

Is concerned with single factors and the effects of individuzal decisions.
Microeconomics | Deals with behavior of firms and consumers as to how they make their
decisions, -

—

National production/output, Gross domestic product, employment,

Macroeconomics Poverty, Inflation, BOP. Demonetisation, GST, IBC etc.
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There are broadly the . following approaches in the mainstream economics to boost national
economic growth, the basis of all of them being the same: resources are scarce while wants are
unlimited (often mentioned as the economic problem)

Dunng the Great Depression of the 1930s, there was no convincing economic theory either
to explain why the economic’ crash happened or what was to be done to retrieve stability
and growth. The entire focus on the discipline at that time was on free markets. British
economist John Maynard Keynes changed the complexion by asserting that free markets
have no self-balancing mechanisms that lead to full employment. Keynesian economists
justify government intervention through public policies that aim to achieve full
employment and price stability in times of slowdown and recession. Keynes argued that. An
economy’s -output of goods and services is the sum of four components: consumption,
investment, government purchases, and net exports (the difference between what a country
sells to and buys from foreign countries) (Read ahead). Any increase in demand has to
come from one of these four components. But during a recession, for a variety of reasons,
demand slows down and may even turn negative when consumer confidence collapses
causing them to reduce their spending. It in tum causes firms to . either prune their

_operations or close down. It leads to more people out of work and the downward spiral.

Under such recessionary conditions, it is the Govermnment that has to lead by borrowing and
investing. According to Keynesian theory, state intervention is necessary to moderate the
booms and busts in economic activity, otherwise known as the business cycle. Intervene
when there is bust and withdraw when there is boom. In normal times, it is the market that

" drives g}'owth through the force of suppl and demand though the respective roles of State

A AlsoRATy pos an, Indian government stepped up
1d et dli: 1 2008-10 period to withstand the
urting, the ‘gradual and cahbrated exit
; c_ growth deccleratcd in/2017-18, the
GOt iaunched"Bharamlala asa Keynsmn stlmulus Tt is the biggest ever Highway project to
develop and expand approxﬁ%l ]g,ﬁ ds at an investment of Rs 6.9 lakh
crore by 2022.1t is the second largest h Ways constructlon project in' the country after
National Highway Development Programme connecting border areas, improving
international, port and coastal connectivity and developing highway corridors connecting
key economic and commercial hubs. :

Economics is about resource management and politics is about the redistributive side of

resources through government power. Politics sets the larger framework in which

economics operates. Thus, understanding the two as they interconnect is the substance of
political economy studies. While politics sets the values, economists set the prices! In
simple terms, political economy describes production, buying and selling, and their
relations with law, custom, and government, as well as with the distribution of national
income and wealth. It refers to examining how political forces affect the choice of
economic policies. If we take the example of demonetization that took place in India in
2016 which 1s a millennial event, the entire process of choosing to embark on it was a
political choice while the economy went through so many fundamental effects of it-
banking, fiscal, industrial, agricultural etc. Similarly, unless. one studies the connection
between land reforms and the political context, its failure can not be fathomed in India.
Political economy reveals that the landlords and the political leaders being the same, the
policy had inherent limtations to success. In China, a political party, Communist Party of
China, decided how the economy is to be structured. The priorities and policies of economy
drastically altered according to the beliefs and biases of the political party and its leaders.
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Thus, economics can be understood only when the politics that influences it, is made sense
of. ' '
Liberalism dominated economics in its early forms. Later it fell into disrepute as socialigt

and welfare perspectives came up and held sway, When the latter lost charm starting from
the middle of last century and decisively by late last century, liberalism staged a comeback

‘under the term Neoliberalism. As with the earlier version, it is associated with free-market

economics: free trade, privatisation, price deregulation, a reduced size of government (“that
government is the best which governs the least”) and flexible labour markets . (“hire and
fire”). Neo-liberalism is the underlying philosophy of the Washington Consensus — the free
market approach of the IMF and other institutions. Individualism, competition and
efficiency are its core values. Neoliberals believe that there is so much rationality and end
use in their beliefs that Francis Fukuyama the American political economist who wrote
the book The End of History and the Last Man (1992) argued that the worldwide
popularity of free markets after the demise of Soviet communism showed that free markets
are the highest point of human evolution and can not be improved upon.Neoliberalism
"proposes that human well-being can best be advanced by liberating individual
entreprencurial freedoms aud skills within an institutional framework characterized by
strong private property rights, free markets and free trade". India’s economic reforms are
-~ largely centred around it. Critics of neoliberalism hold that Leaving large role to the market
forces can be detrimental to genuine human and sustainable growth. The risk is
compounded by the notion of “invisible hand” used by Adam Smith. It says that ali

i rafi and n;ggi _-"-'mg;m)t-ens-ures '{_)rderain the economy. That
' - egononiic system find its equilibrium. There is
e onvisible hand” of collective self interest
s8ion 15 the' latest éxamplé when the belief

socialist- economics bclicvf&é 3 -"la%% EE{EE% 3 economic resources should be in
giovernemnt hands so that ‘inequality can be minimized and give the workers greater
confrol of the means -of production. It comes in‘many forms- Nehruvian socialism where
there is public and private sector coexisting and complementing called mixed economy. An
extreme form of socialit economics is communist contro] where the entire economy is held
by State and there is no private property at all, For example, Soviet economy and China

under Mao Zedong (1893.~1976),

Nehruvian economics is a subset of socialist econoinics. It rests on state -ownership of
basic parts of economy like infrastructure, higher education, metal and other industries
€tc.;s0cio economic planning because Soviet Russia showed that it could be an.expeditious
way of achieving equitable growth, India lacked any significant private sector when we
- becaine Independent and also becanse Nehru personally believed in the values of
equity.Given the historical :circumstances in which it emerged, Nehruvian economics
supports self-reliance in economic growth. The modern foundations of it are revealed in its
emphasis on capital goods industry, technical education and R&D- all being
mterconmnected. : : '

Gandhian economics is the set of ideas that Mahatma Gandhi propounded. Mahatma
Gandhi questioned the scarcity assumption when he said: ‘Earth provides enough to satisfy
every maun's need but not for every man's greed.” The principle of Gandhian economic
thought is small scale and locally oriented production, ustng local resources and meeting
local needs, so (hat employment opportunities are made available everywhere, promoting
the ideal of Sarvodaya: the welfare of all, in contrast to the rich dominating. (Gandhian
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economy aims to boost employment which is very desirable for India where there is
abundance of labour. It had no aversion to machinery and welcomes it where it avoids
drudgery and reduces monotony, for example, sewing machine. It is opposed to labour-
displacing technology. It is worth imagining whether Gandhi would support artificial
intelligence and machine learning. It emphasises dignity of labour, and criticises the
- society’s contemptuous attitude to manual fabour. 1t insists on everybody doing some
‘bread labour’. Another axiom. of Gandhian econorics is “trusteeship™ while an individual
or group of individuals is free not only to make a decent living through an economic
enterprise but also to accumulate, their surplus wealth above what is necessary to meet
basic needs and investment, should be held as a trust for the welfare of all, particularly of
the poorest and most- depnved It thus combines economics of development with ethics of
equity, self-reliance (with minimum wants), sustainability, trust and cooperation.

Development economics. By the middle of last century the challenge of enabling economic
growth of the poor countries to transition from low income to decent standard of living was
the focus for a school of economic thought called the Development c¢conomics. The
concemn was the human challenge of promoting economic growth and structural change
(from agriculture to industry) but also improving the well being of the population as a
whole through focus on health , education and employment, whether through public or
.private channels. The most prominent contemporary development economists are  Nobel
laureates Amartya Sen and Joseph Stiglitz. Currently, Jean Dreze, Ejaz Ghani, Abhijit
Baneqcc Jeffrey Sachs and Esther Duflo are some global names in the field.

g Consens
cconomy “of 3Peoples chubhc f China ‘imdf_' +Peng Xiaoping since early eighties which
continues till today under Xi Jinping (2012- The term captures China's economic
development model . as an* allemallve 10" thc Washmgton Consefisus of market-friendly
policies advocated by the Bretton Woods Twins- World Bank and International Monetary
Fund; and the World Trade Orgamzatlon (WTO) ?‘:herc is no clear set of implications of
the term but is generally taken 't Thean pragm:;f‘ ¢ economic policy led by State but liberal
use of private initiative: “stable, if repressive, politics and high-speed economic growth®, It
does not follow text book economics but- sets out its own mix of State, market and
redistribution. Its growing global reach is striking. Officially it called socialism with
Chinese charactetistics but critics call it capitalism with Chinese characteristics.

Mercantilism wants Govérnment to make policies for maximising net exports because the
best way of ensuring a country’s prosperity is to reduce imports and promote exports,
thereby generating a net inflow of foreign exchange and maximising the country’s gold
stocks. Mercantalists believe that the country that has more gold is stronger. That belief
however is outdated though the foundational mercantilist views are still influential. Import
substitution means selective use of globalization for national prosperity which in the
‘medium to long term is unworkable as national growth is premised at the expense of other
countries. It is in contrast to the theory of free trade - which states that countries can have
economic growth through the reduction of tariffs and fair free trade. While it dominated
European thought between the 16th and 18th centuries, in the current world it is acquiring
dominant importance under the US President Donald Trump who stands for “America
First” and also Brexit. Brexit argued against import of human capital from the European
Union as influx of immigrants from Eastern Europe deprived unskilled British workers of
their jobs, lowered their wages and increased unemployment.

Behavioural economics: Behavioral economics is a relatively new field that combines
insights from various fields of study to penerate a more accurate understanding of human

énsus is the name given to the political



behavior. Behaviora models integrate insights from psychology, neuroscience and
microeconomic theory. Behavioral economics is concerned with the bounds of rationality
of economic agents. Economics has long differed from other disciplines in its belief that
most.if not al- human behavior can be easily explained by relying on the assumption that

nature and attempts o reconcile the two. It is referred by many names like sustainable
development, green economy. “A Green Economy promotes a tri ple bottom line: sustaining
and advancing economic, environmental and social well-being.” New indices of measuring
growth have been built to promote greéen economy: Green GDP, Social Progress Index and

i examples. Millennium--_Dcvclop,ment
Cate green economics.

LA

Economic growth is the change- incl“?“s? g{

ec ?Sﬁgm 2?‘?]116 of goods and services produced
. . 2 3 . - .
by an economy. Mcasures of nationa Ihcomme and outphf dre used in economics to estimate the

value of goods and serviceg produced in an ¢conomy. Common measures are Gross National
Product (GNP) and Gross Domes tic Product (GDP),

National Income Accounting

GDP is defined as the tota] market value of all final goods and services produced within the

“ountry in a given period of time.- usvally a calendar year or financial year or a fraction like
Juarter.

iDP can be real or nominal. Nominal GDP refers to the current year production of final goods and
ervices valued at current year market prices. Real GDP refers to the current year production of

100ds and service valued at base year prices. Base year prices are constant prices. For the current
ational income series introduced in 2015, the base year is 2011-12.

1 estimating GDP, only final marketable goods and services are considered. When it s compared
) the base year {igure, the real growth levels are seen. '
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In calculating GDP, certain transactions are excluded. For examiple, gains from resale are excluded
but the services provided by the agents are counted. That is, when 2 used car or house is sold, no
new goods are being produced. But the real estate or the auto agent makes some money though
commission which adds to the service economy. '

Final goods are goods that are ultimately consumed rather than used in the production of another
good. For example, a car sold to a consumer is a final good; the components such as tyres sold to
the car manufacturer are not; they are intermediate goods used to make the final goods. The same
tyres, if sold to a consumer, would be a final goods. Only final goods are included when measuring
national income. If intermediate goods were included too, this would lead to double counting; for
example, the value of tyres would be counted once when they are sold to the car manufacturer, and
again when the car is sold to the consumer.

Only newly produced goods are counted. Transactions in existing goods, such as second-hand cars,
are not included, as these do not involve the production of new goods. (mentioned earlier)

GDP considers only marketed goods. If a cleaner is hired, his pay is included in GDP. If one does
the work himself, it does not add to the GDP. Thus, much of the work done by women at home-
taking care of the children, aged; chores etc. which is called ‘care economy’ is outside the GDP.
Even what the elder sibling teaches the younger one is outside the scope of national accounts.

and services and so are not counted
e value of the output.

nto market transactions. Imputations

Not all goods'ind Services from prédictive activities enterinto m: .
ictivities: for'example, imputed rental for

are made for some:of these ‘non-miarketéd but productive
owner-occupied housing. B

) t [

N LY
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- Market Price and Factor C:& U

Tt

Market price refers to the actual transacted price and it includes indirect taxes- custom duty, excise
duty, sales {ax, service tax etc.

Factor cost refers to the actual cost of the various factors of production and it includes government
grants and subsidies but it excludes indirect taxes. :

Factors of Production

Factors of production, which are also called resource orinputs are what we use used in the
production process to produce output—that is, finished goods and services. There are three factors
of production: land, labor and capital. All three of these are required in combination at a time to

produce a commodity.

There are two types of factors: primary and secondary. Primary factors are land, labor (the
capacity to work), and capital goods. Materials and energy (fuel) are considered secondary factors
in classical economics because they are obtained from land, labor and capital. The primary factors
facilitate production but neither become part of the product (as with raw matenials) nor become
significantly transformed by the production process (as with fuel used to power machinery). Land
includes not only the site of production but natural resources zbove or below the soil. Some
scholars distinguish human capital (skills, talent and knowledge in the labor force) from labor.
Capital can have other forms also intellectual capital, sacial capital (networks of relationships



necessary for cooperative work for production of value) and even civic capital (citizens working
together for facilitating social and political order based on constitutional valucs), *

Some scholars list Entrepreneurship as a factor of production.

Factor Costs

Factor costs are the actual Production costs at which goods and services are produced by the firms
and industries in an economy. They are the costs of all the factors of production such as land,
labor, capital, energy, raw materials like steel etc. that are used to produce a given quantity of
output in an economy. They are also called factor gate costs (farm gate, firm gate and factory
gate) since all the costs that are incurred to produce a given quantity of goods and services take
placebehind the factory gate i.e., within the wallg of the firms, plants etc, in an economy.

Relationship Between Market Price And Factor Cost:
GNP at factor cost = GNP af matket price — indirect taxes + subsidies

GDP at factor cost = GDP at market price — indirect taxes + subsidies
‘Transfer Payments

Transfer payments are made by the government as ‘one-way” payment of money for which no
money, good, or service is received in exchange. Govemments use such payments as means of
income redistribution {“QlL ihas 1ICOme jsunder 5o ;
security, old age:or ility Pens; :
a need to difféen ‘thet

Subsidies paid 0 exporters far

they are linked to an ecgnomic transaction.

¢ considered transfer payments because

Transfer payments may be COﬂditi(:I?%l %;&%trarééétgtgﬁgondmonal cash transfers (universal
basic income). IGMSY is a transfer payment. It is a conditional cash transfer. Under Indira
Gandhi Matritva Sahyog Yojana (IGMSY) GOt provides financial aid of Rs 6,000 to pregnant
woman who undergo institutional delivery for hospital admission. The sum is also meant to help
with their child’s vaccination, as well as nutritional food.The money will be directly transferred to

Direct Benefit transfer of LPG (DBT) scheme PAHAL (Pratyaksh Hanstantrit Labh) is a part of

JDP and thus is not a transfer payment.

‘ransfer payments are excluded in computing gross nattonal product,

Istimating GDP/GNP

here are three different ways of calculating GDP. The expenditure approach adds consumption,
estment, government expenditure and net €xports (exports minus imports). The income
dproach adds what factors earn: wages, profits, rents ete. Output approach adds the market valge
" final goods and services The three methods myst yield the same results because the total
tpenditures on goods and services (GNE) must by definition be equal to the value of the goods

wd services produced (GNP) which must be ¢qual to the total income paid to the factors that
oduced these goods and services.
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In reality, there will be minor differences in the results obtained from the various methods due to
changes in inventory levels. This is because goods in inventory have been produced (and therefore
included in GDP), but not yet sold. Similar timing issues can also cause a slight discrepancy
between the value of goods produced (GDP) and the payments to the factors that produced the
goods, particularly if inputs are purchased on credit. Inventory is a detailed list of all the items in
stock :

Gross GDP means depreciation (wear and tear of machinery in their use) of capital stock is not
subtracted. If depreciation is subtracted, it becomes net domestic product.

Calculating the real GDP growth-inflation adjusted GDP growth-allows us to determine if
production increased or decreased, regardless of changes in the inflation and purchasmg power of
the currency.

Output expressed as GDP at factor .cost at constant prices makes more gemuine sense as
inflation/deflation is factored out and the distortions of subsidies and indirect taxes are also.
deducted. Thus, quantitative levels of production changes are expressed.

The data from the current prices is adjusted to the constant prices by u\sing deflator- it helps take
out the contribution of inflation to the value of the output. GDP deflator is a price index.

SR SR

GDP and GNP

] et formgn mcome- . what foreigners
produce in the 'jumyqs sm_lbtracted fro nwh dlan produce abroad or vice versa. That is meant
by net forelgn ;income. GNP adds. net- foreign income compared to GDP. GDP shows how much
is produced within the boundaries of the country, by botli the citizens and the foreigners. GDP
focuses on where the output is produceditatytr thénf\ﬂicﬁpr@cﬁlced it- it is a geographical concept.
GDP measures all domestic productlon disregarding the producing entities' nationalities.

In contrasl, GNP is a measure of the value of the output produced by the “nationals” of a country-
both within the geographical boundaries and outside. That s, all the output that the Indian citizens
produce 1n a given year - both within India and all other countries makes up the GNP of India. For
example, there are Indian and foreign finns operating in India. Together what they produce within
the Indian geography is the GDP of India. The profits of forelgn firms earned wnhm India are
included in India’s GDP, but not in India’s GNP.

In other words, income is counted as part of GNP according to who owns the factors of production
rather than where the production takes place. For example, in the case of a German-owned car
factory operating in the US, the profits from the factory would be counted as part of German GNP
rather than US GNP because the capital used in production (the factory, machinery, eic.) Is
German owned. They are a part of US GDP.

GDP is essentially about where production takes place. GNP is about who produces. If it 1s an
open economy with great levels of foreign investment (FDI) and lesser levels of outbound FDI, its
GDP 1s likely to be larger than GNP. :

If it is an open economy but more of its nationals tend to move economic activity abroad or cam
more from tnvesting abroad compared with non-nationals doing business and earning incomes
within its borders, its GNP will be larger than GDP.



If it is a closed ecohomy where nobody leaves its shores, nobody invests abroad, nobody comes in
and nobody invests in the couniry, its GDP will be equal to GN

country’s GDP. It receives foreign aid which is counted as remittance from abroad thus enlarging

Take the case of Ireland. Its GDP is much larger than its GNP. In Freland, Google, Apple,
Microsoft, Accenture and such other multinational corporations are headquartered dye to the tax
advantage they get as torporate tax rates are very [ow. They only have registered offices in Ireland
without any production activity. These MNCs confribute to its GDP through exports. Here, the
difference between GDP and GNP can be significant. Thig is due to the fact that such exports far
outweigh the Irish imports. The higher GDP value howeyer is illusory. '

India’s GDP is a little more than jis GNP,

Analysts tend to say that GDP is a better measure than GNP. The reason is that GDP is domestic
production where employment is created; inflation s moderated; tax revenues are more, exports

can be made for foreign exchange reserve build up ag on. GNP also has its advantages and
India s a bigiher v ofifEreniiy romi o qikisition of foreign companies: invest
abroad {0 tap Bn'fe 5 C of litie : ! : that fonn%r is Qt:grcater value than
the latter for thic:reasons ¢ d B ST

)
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There are othér related concepts to'o_.' ' * o *" T
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Gross National Product and Né ational Product

We have seen GDP and GNP above.

Net National Product

national product.
NNP = GNp - Depreciation

National Income is caleuiated by deducting indirect taxes from Net Nationa!l Prodyct and adding
‘ubsidies. National Tncome (NI) is the NNP a factor cos

{[=NNP. Indirect Taxes + Subsidies

er Capita Income is per capita GDP: GDP divided by mid year population of the corresponding
car. Similarly, per capita GNP can also be calculated

Sk
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The real GDP per capita of an economy is often used as an indicator of the average standard of
living of individuals in that country, and econormic growth is therefore ofien seen as indicating an
increase in the average standard of living.

Base Year

Base year is a specific year from which the economic growth is measured. It is allocated the value
of 100 in an index. The estimates at the prevailing prices of the current year are termed as “at
current prices”, while those prepared at base year prices arc termed “at constant prices™. The
comparison of the two estimates gives the measure of real growth. 1t means the production of the
current year is valued at base year prices so that the real growth is worked out by deducting the
impact of inflation or deflation. That is, the increase in the value of the GDP due to inflation is
excluded and the “real increase’ of goods and services is found out.

The base year of the national accounts is changed periodically to take into account the new goods
and services in the economy and thus to depict a true picture of the economic growth. For example,
software, digital hardware etc are of recent origin and if the base year remained in the 1950’s, the
same would be not tracked. Thus, we are blind to growth in its statistical measurement. Similarly,
when we continue to measure the goods and services that are no longer in production as they were-
jute, type writers etc, we see the decline as fall of growth while in reality they are replaced by new
products. Therefore, base year needs to be brought closer to the curent year. The National
Statistical Comm1ssmn wants that the, base ycar should be rcv1scd every five years.

The first offi al'estlmatcs of natlonal mci)mc were: prcpared by the Central Statistical Office’
(CSO) with base*year 1948-49 for. the’estimates at-constant prices. These éstimates were published
in the publication, *Estimates of National-Income” in 1956. - With the gradual improvement in the
availability of basic data over the years, a comPrehenglyc review of methodology for national
accounts statistics has constantly b@iap{_ungi';rtaken thh%é View to updating the database and
shifting the base year to a more recent year. As a resull, base years of the National Accounts
Statistics series have been shifted and 2011-12 is the base year for the new series of national
accounts being followed from 2015.

Normally, when the base year of national accounts statistics is changed, there is some change in
the levels of GDP estimates. This happens due to w1dcmng the coverage and counting the actual
production. :

A base year has to be a normal year without large fluctuations in production, trade and prices of
commodities in general. Reliable price data should be available for it. It should be as recent as
possible.

GDP Deflator

GDP Deflator is a measure of inflation that tracks the price changes in the entire economy and not
a specific limited basket of goods and services as in the price indices of Whole-sale price index
(WPI) and Consumer price index (CP. It is implicitly derived from national accounts data as a
ratio of GDP at current prices to constant prices. It cncompasses the entire spectrum of domestic
economic activities including services, and is available on a quarterly basis with a lag of two
months since 1996. At present, the GDP deflator is available only annually with a long lag of over
one year and hence has very limited use for the conduct of policy.



irnpact of prices has to be removed to arrjve at a true measure of economic growth. A deflator js
used to restate output estimates at current prices into what they would be if calculated with
reference to prices in an earlier year- be it the immediately preceding year or the base year or any
year in between. This will give an idea of the real growth in the economy, minus the price effect.
The ratio between the GDP at cusrent prices and GDP at constant prices gives an idea of the

When the GDP deflator is in the negative as mentioned above, nominal GDP is less than rcal GDP.
[t means there is deflation in the country, ' :

Seasonality

Estimates of GDP should be seasonally adjusted to factor for fluctuations that normally occur at
about the same time and the same magnitude each year. Seasonal adjustment ensures that the
movements in GDP, or any other economic series, more accurately reflect frue patterns in
economic activity. Examples of factors that may influence seasonal patterns include weather,
agricultural production, holidays and production schedules. Take the case of India. When we say
that India’s economic growth was 5.7% in‘the April:Juné-quarter of the 2017-18 fiscal year, it
means that it grew that much over:thebase value in the'same quarter of the previous fiscal year. Its
accuracy will belostif it ‘is‘-‘a*cor‘ﬁ]aatis:’ﬁn-with_’*%it}ie,ip:?gi?i‘eu_é‘ﬁuarfér that is January-March as the
seasonal factors of the two quarters are, different. Southwest monsoons begin in June and continue
for 2-3 months which impacts of ng&ﬁm;onff;a&@‘g' Pimilarly, October-December quarter
should be compared with the same quarter in the earlier years as it has festivals in it that are
relatively absent in other quarters.

Potential GDP

Potential gross domestic produet (GDP) is the level of output that an economy can produce without
inflating the economy. It is the highest level of real gross domestic product (output) that can be
sustained over the long term. Sustainability is in terms of prices, fiscal deficit, current account
deficit (exports can not be boosted by devaluing the exchange rate as it can be dysfunctional),
financial sector not accumulating non-performing assefs etc. Potential output depends on ta
variety of factors like infrastructure, human capital and skills, potential labour force (which
depends on demographic factors), level of technological development and labour productivity.
These limits thus pertain natural and institutional factors.

If actual GDP rises and Stays above potential output, it is inflationary as demand for factors of
production exceeds supply. In the opposite set of conditions, if GDP is below potential GDP,
inflation will come down, Ideally, potential GDP is not to be exceeded for the reasons given above.
Towards this objective, government’s fiscal policy and Reserve Bank of India (RBI) monetary
policy is suitably used. The difference between potential output and actval output is referred 10 as
the output or GDP gap.
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Hard And Soft Landing

The Hard Landing of the economy means a sudden fall in the growth rate of economy that is
otherwise growing well for any reason. The fall is so steep that a rapidly growing ¢conomy may
slip into recession. It can be internal or external reason. When the economy is gorwing too fast and
for long- when there is inflation along with growth, government wil slow it down by monetary
tightening to make the growth sustainable. If such slowdown lands the economy all the way into
recession, it hard landing otherwise it is soft landing '

India’s National Income Statistics

The Central Statistical Office (CSO) in the Ministry of Statistics and Programme Implementation
(MoSP & 1) is responsible for the compilation of NAS. At the State level, State Directorates of
Economics and Statistics (DESs) bave the responsibility of compiling there State Domestic

Product and other aggregates.

The statistics that are released by the CSO and the State DESs relate to various macro-economic
aggrepates of the Indian economy. The aggregates compiled and released (at current and constant
prices) at annual periodicity by the CSO include gross and net domestic product by economic
activity, consumption, saving, capital formation and capital stock, public sector transactions and
dis-aggregated statements, as ‘well as the consolidated accounts of the nation namely like Gross
Domestic Product. The CSO also releases t rly GDP estimates.

riodically. The.CSO releases the‘current series

, i imates. for-a reference year are released by the
€SO0, about two monthg before the close-of ear; in . the ‘form of ‘Advance Estimates (AE) of
National Incorne. These estimates present at both current and constant prices and at factor cost, the
Gross National Product (GNP), Net N‘@:'tignagggm Et (NNP), "Qross Domestic Product (GDP), Net
Domestic Product (NDP), and Per Capiia Income. These estimates are subsequently revised and
released as updates of advance estimates. Quick Estimates of NAS and the Revised Estimates of
the earlier years are released by the CSO utilising the available data of various sectors provided by
the statistical system, in the month of Fanuary or February of the following year (with a 10-month
lag). Along with the Quick Estimates for the previous financial year, cstimates for the earlier years
are also revised using the detailed data supplied by various source agencies and final figures

released.

The CSO revises the:basc year
of NAS with2011-12as*Base Year." e

“New GDP Series” 2015

The Central Statistics Office (CSO) came out with a new series of national accounts with 2011-12
as base year for computing size of the economy and economic growth rate. It has the effect of
broadening the coverage across segments including farm, corporate and unorganised sectors - a
move that will likely expand the size the economy’s size. The base year of the national accounts 1s
changed periodically to factor in structural changes in the economy. The new series includes data
on unorganised manufacturing and services. Under the new series, the data for corporate income is
collated from the corporate affairs ministry’s MCA21 records, 2 comprehensive compendium that
allows collecting granular information even from the level of the smalt firms.In the earlier sertes
such data was taken primarily from the Reserve Bank of India’s study on companies and finances.
The series also incorporates resuits of recent National Sample Surveys such as those oD
enterprises, unemployment, debt and investment, situation assessment of farmers and survey of
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land livestock holdings.The National Statistical Commission suggested that the base year for
computing national account should be reviged every five years.

The 2004-05 GDP data was under-estimating industrial growth as the coverage was low and the
weights were wrong. New GDP series has captured the changing structure of the Indiag economy.

The share of manufacturing has increased to 15.8% from 11.9% in the 2004-05 series. The share of

agriculture has increased marginally in the new series to 17.2% from 16.8%.

The base year was last revised in 200,

Real GDP or GDP at constant (201 1-12) prices for the year 2016-17 is estimated at "121.50 lakh
crore showing a growth rate of 7.1 percent over the year 2015-16 of *113.81 lakh crore,

Nomital GDP or GDP at current prices in the year 2016-17 is projected at Rs. 152.5] lakh crore,
with growth rate of 11.5 percent against Rs. 136.75 lakh crore for 2015-16. '

The GNI at current prices is estimated at 150 lakh ¢crore during 2016-17, as compared to 135 lakh
crore during 2015-16, showing a rise of almost 11% percent. The Gross National Income (GNI) at
2011-12 prices is estimated at 120.35 lakh crore during 2016-17.

The p.er capita income at current prices during 2016-17 is estimated to have attained a level of
Rs.103219 as compared to the estimates for the year 2015-16 of R5.94130 showing a rise of 9.7
percent. o - _—

by ;:'on_ly $237 and - dIId 5th ranked Francé and United

India is beh 23 billior' P : ; ;

Kingdom, respectively. It is projected:that ndia willbe:6th largest economy of werld in 2019 by
overtaking Frépgé:_a'ﬁd wxllbecomeSthlargestm H2:by.overtaking United Kingdor.

Per Capita o wew Beihkg

India’s per capita income grew was Rs!,03,219 in 2016-17. comtpared to the estimates for the year
2015-16 of Rs94,130 showing a rise of 9.7%. In real terms (at 2011-12 prices), per capita income
in 2016-17 rose 5.7% to Rs.82,269.

The Need To Measure Economic Growth

The following aims can be attributed to the study of economic growth: :

* when growth is quantified, we can understand whether it is adequate or not for the given
goals of the economy. When we can understand its potential and accordingly set targets

* Wwecan adjust growth rates for their sustainability

* We can prevent inflation or deflation to some extent if we see the performance of the

- economy in quantitative terms

* we can balance the contributions of the three sectors of the economy and steer the
direction of growth towards national goals- away from agriculture to manufacturing as in
the case of India in recent years

* target appropriate levels of employrment creation and poverty alleviation

* forecast tax revenues for governmental objectives '

¢ corporates can plan their busincss 1nvestments
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Economic Growth: Its Benefits And Side Effects

The first benefit of economic growth is wealth creation. It heips create jobs and increase incomes.
It ensures an increase in the standard of living, even if it is not evenly distributed. Govemment has
more tax revenues: fiscal dividend. Economic growth boosts tax revenues and provides the
government with extra money to finance spending projects. For example, the flagship programmes
of the government like Mantri Awaas Yojana-Gramin (PMAY-G), Pradhan Mantri Ujjwala Yojana
(PMUY), Deen Dayal Upadhyaya Gram Jyoti Yojana (DDUGJY), Pradhan Mantri Gram Sadak
Yojana (PMGSY) are a direct result of the tax buoyancy of growth . It sets up the positive spiral:
rising demand encourages investment in new capital machinery which helps accelerate economic
growth and to create more employment.

Economic growth can also have a seif-defeating effect: violate the principles of faimess and equity
thus setting off social conflicts. Environmental costs-are another risk.

Problems in Calculating National Income
The measurement of national income encounters many problems.

Black Money lilegal activities like smuggling 1nd unreported incomes due to tax evasion and
corrupiion are outside the GDP estimates. Thus, paraliel economy poses a serious hurdle to
accurate GDP: estimates.. GDP.does Jnk into: the ‘parallel.economy - as the transactions
of black money ar t'_-ireglstered S o )

Non—Monetlzatmn In most of the rural economy, _con51dcrablc pomon of transactions occurs
informally and they-are called- as-non-monetized: ‘'economy- the barter economy. The presence of
such nen-monetary economy in deve}opmg counmes keeps | the GDP estimates at lower level than

the actual. STAVIRFINEIE

Household Services The national income accounts do not include the 'care economy’- domestic

work and housekeeping. Most of such valuable work rendered by our women at home does not -

enter our national accounting.
Social Services It ignores voluntary and charitable work as it is ﬁnpaid.

Environmental Cost National income estimation does not account for the environmental costs
incurred in the production of goods. For example, the land and water degradation accompanying
the Green revolution in India. Similarly, the climate change that is caused by the use of fossil fuels.
However, in recent years, green GDP is being calculated where the environmental costs are
deducted from the GDP value and the Green GDP is arrived at.

Reliability of GDP As a Measure of Progress

Economic growth is generally taken as the measure of advancement in the standard of living of the
country. Countries with higher GDP often score highly on measures of welfare, such as life
expectancy. However, there are limitations to the usefulness of GNP as 2 measure of welfare:

»  GDP does not value intangibles like leisure, quality of hfe etc. Quality of life is determined
by many other things than economic goods.
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¢ the impact of economic activity on the environment may be harmful-pollution, climate _

change, unsusiainable growth, ecological refugees, life style diseases ete,

o It only gives average figures that hide stratification. Economic inequality is not revealed by
GDP figures * - -

» Condition of poor is not indicated
* Gender disparities'are not revealed

* It does not matter how the increase in wealth takes place- whether by civilian demand or
. war

*  GDP does not measure the sustainability of growth. A country may achieve a temporarily
high GDP by over-exploiting natural resources

The major advantages to using GDP per capita as an indicator of standard of living are that it is
measured frequently, widely and consistently. Frequently in that most countries provide
information on GDP on a quarterly basis, which allows a user to spot trends more quickly. Widely
in that some measure of GDP is available for practically every country in the world, which allows
crude comparisons between the standard ‘of living in different countries. And consistently in that
the technical definitions used within GDP are relatively consistent between countrics, and so there
can be confidence that the same thing is being measured in each country. : -

The major disady,

s

i ,di_g_;__g\t_qn_;qfstggqa:d-of living is-that.it is not, strictly
speaking, a meag : ' :

s i0-af extreme example, a country which
a'high GDP, but a very poor siandard of
not that it is'a good:indicator of standard of tiving,

neral;: d-oflivingtends o ‘ihcrease when GDP per- capita increases. This
makes GDP a pro r standard of living, rather, thap a direct measure of it. Because of-the
limitations in the GDP concept, other'?“'i"ﬁé‘;fsi%s of welfareishéh as the Human Development Index
(HDI), Genuine Progress Indicator (GPI) , Gross National Happiness (GNH), Green GDP, patural
resource accounting have been sugpested.

most often-used measure,

Alternatives to GDP

Robert F. Kennedy once said that a country's gross domestic product (GDP) measures “everything
except that-which makes life worthwhile”, The metric was developed in the 1930s and 1940s amid
the upheaval of the Great Depression and global war. Even before the United Nations began
requiring countries to collect data to report national GDP, Simon Kuznets, the metric's chief
architect, had warned against equating its growth with well-being,

S
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- barren room is one thing. To continue to crowd in fumiture until thc foundation buckles is qmtc
another.”

How GDP number misguide about the general welfare GDP is now clear. Increased crime rates do
not raise living standards, but they can lift GDP by raising expenditures on security systems.
Despite the destruction wrought by the oil spills and environmental disasters like in Uttarakhand in
2013, J&K in 2014 and Chennat in 2015, they boosted GDP because they stimulated rebuilding,
Despite the devastation for Houston (USA) and surrounding areas, there could be a pickup in GDP
due to rebuilding from the storm, Hurricane Harvey in mid-2017. It could boost GDP when
rebuilding results in a national shortagc of construction workers or puts pressure on building
materials prices.Competition for construction workers could raise wages. Following the massacre
in Las Vegas i 2017 October, firearm manufacturers saw their stock prices go up as more guns

were expected to be sold.

As Kuznets notcd in 1934 ‘the welfare of a nation can scarcely be inferred from a. measure of
national i mcome

- Commercial agricultural production in a country might expand, for example, leading to a rise in
GDP; but if the increase is made possible by displacing women from land they farm to feed their
family, or through practices that degrade the environment, like deforestation or the use of chemical

fertilizers, pesticides and herbicides, misery will increase.

Accordingly, other measures of- humantwe!l»bemg in-d'afion-state have been déveloped, such as
the Human Development Index, Bhutan’s ‘Gross. Natjonal Happmess etc; These approaches assess
specific indicators of human Wclfa.rc llkc longewty, Ilf' .,.,.CYa and matemal and infant mortality, and

are not cxcluswciy econo mlc in. oncntatlon

ey
Human Development Inde)_c__ @H!;)I)J s Eeiirs

The UN Human Develt:)pment' Index (HDI) is a standard means of mcasuring well-being. The
index was developed in 1990 by the Pakistani economist Mahbub ul Hagq, and has. been used since

1993 by the United Nations Development Programme in its annual report.

The HDI measures the average achievements in a country in three basic dimensions of human

development:
s A long and healthy life, as measured by life expeclancy at birth.
o Knowledge, as measured by the adult literacy rate (with two-thirds weight) and. the
combined primary, secondary, and tertiary gross enrolment ratio (with one-third weight).

e A decent standard of living, as measured by gross domestic product (GDP) per capita at
purchasing power panty (PPP) in US Doliars.

Each year, UN member states are listed and ranked according to these measures. The HDI goes
beyond a nation’s gross domestic product (GDP) to measure the gencral well-being of people
under a host of paramecters, such as poverty levels, literacy and gender-related issucs.

The 2010 Human Development Report came wp for the first time with an Inequality-adjusted

[Tuman Development Index (IHDI), which factors in inequalities in the three basic dimensions of .

human development {income, life expectancy, and education) and adjusts the HDIL.
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In the Human_Developmcnt Report 2017, mdia has been placed at 131t} position in the Human
Development Index (HDD) ameng the 188 countries. India’s human development index (HDD
value of 0.624 puts it in the “medivm human development” category, alongside countries such ag
Congo, Namibia and Pakistan, J¢ is ranked third among the SAARC countries, behind Sri Lanka
(73) and the- Maldives (103), both of which figure in the “high humag development” category.

Human Poverty Index (HPI)

The Human Péverty Index (HPY) is an indication of the standard of li\riug in a country, developed

by the United Nations (UN) to complement the Human Development Index (HDI). In 2010 it was
supplanted by the UN's Multidimensional Poverty Index, - :

activity like biodiversity loss, resource

The GPI is deducts environmental costs 'of economic
mland - and etlands; and-ozene. depletion, and social costs like

depletion, pollution,-loss. of farml
increase in ori _

» 1T Coastal mangrove regions ndia, shrimp-farmifig generated substantial profits

for those involved'id the é’iﬁ")ﬂ”tﬁéirkét';-'O'ncé-th'e.--eﬁi?il‘orﬁﬁ tal.costs of biodiversity loss through

destruction of mangroves, Ccosystem, damage as gvil _qs?sqgia! Costs are factored in, however, the
- % L

economic gains of shrimp farming no"t‘l'oﬁéé“'r?loolé! e‘;;g&rﬁ.lm% progress, sustainable development,
Or poverty alleviation, - :

GPT incorporates Sustamability by looking at losses and_gains in “natural capital” Jike resources,

biodiversity and ecosystem health, -

n a world increasingly dominated by pursuit of “growth at any cost”, the GPI provides economic

perspectives in support of social justice, poverty alleviation and sustainable development even ag
the economic growth is maintained. ' '

Some of the he "cogts® of economic activity include the following potential harmful effects:
* Cost of resource depletion ' '

*  Cost of crime

* Cost of ozone depletion

*  Cost of family breakdown

¢ Cost of air, water, and noise pollution
e Lossof farmland

* Loss of wetlands

Social Progress Index

“he Social Progress Index measures the extent to which countries provide for the social and
nvironmental needs of their citizens. Fifty-four indicators in the areas of bagje human needs,
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foundations of well-being, and opportunity to progress show the relative performance of nations.
The index is published by the nonprofit Social Progress Imperative, and is based on the writings
of Amartya Sen and Joseph Stiglitz.The social and environmental factors include wellness
(including health, shelter and sanitation), equality, inclusion, sustainability and personal freedom
and safety. India has ranked 93 among 128 countries on 2017 Social Progress Index report

released by Social progress Imperative (SP).

- The index defines social progress as !he capacity of a society to meet the basic human needs of its
citizens, establish the building blocks that allow citizens and communities to enhance and sustain
(he quality of their lives, and create the conditions for all individuals to reach their full potential.

The index is prepared based on indicators like health, sanitation, personal safety, ecosystem
sustainability, shelter, access to knowledge, personal rights, and tolerance and inclusion. India
faces challenges across many dimensions. The country scores particularly low on shelter in the
basic human needs dimension, access to information in the foundations of well-being dimension,

“and tolerance and inclusion in the opportunity dimension.

GNH

Gross National Happiness (GNH} is an attempt to define quality of life in more hofistic and
psychological terms than Gross National Product.

gme Smgye Wangchuck in 1972 to indicate his
; uld erve Bhutan's unique culturé based on Buddhist
spiritual values. ‘While conventional develop t 3?'models stiess economic, growth as the ultimate
objective, the concept-of GNH is’ ‘based-onthe-premise that true development takes place when
material and spiritual development o%cur side by ide to complement and reinforce each other. The
four dimensions of GNH are the %p@mo‘uon%oj ‘eqmtable and sustainable socio-cconomic
development, preservation and promotion of cultura.l values conservation of the natural
envirenment, and establishment of good governance.

The term was. comeiﬁv' by' itan .,
commitrent to building an economy_

Natural Resources Accounting and Green GDP

Natural resources are essential for production and consumption, maintenance of life-support
systems, as well as having intrinsic value in existence for intergenerational and other reasons. It
can be argued that natural capital should be treated in a similar manner to man-made capital in
accounting terms, so that the ability to generate income in the future is sustained by using the stock
of natural capital judiciously. By failing to account for reductions in the stock of natural resources,
standard measures of national income do not represent economic growth genuinely. Soil, water and
blOdiVCI’Slt}’ are the three basic natural resources.

National Biodiversity Action Plan publlshed by Government of India, Ministry of Env1ronment
and Forests in 2008 highlights as an action point the valuation of goods and services provided by
biodiversity. More specifically, the Action Plan states: to assign appropriate market value to the
goods and services provided by various ecosystems and strive to incorporate these costs into

national accounting.

In the Nagoya (Japan) mect in 2010 on biodiversity protection, India declared that it will adopt
natural respurce accounting. The 2010 UN biodiversity summit decided to respect the link between
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economic policy, natural capital and human wellbeing. There should be global partmership is to
mainstream natural resonrces accounting into economic Planning. India, Colombia and Mexico
accepted it. This will plug deficiencies in traditional accounting systems. As mentioged above,

India's national biodiversity action plan has already incorporated some of these concepis,
Green GDP
Green Gross Domestic Product (Green GDP) is an index of economic growth with the

environmental consequences of that growth factored in, From the final value of goods and services
produced, the cost of ecological degradation is deducted to amive at Green GDP. '

‘Sarkozy’s Alternative

The Commission on the measurement of economic performance and social progress was set up in
2008 on French govemnment's mitiative, '

-2 long time about the adequacy of current measures of

b gures. Moreover, there ‘are broader
3 Mcasures of'Social weli-being, as well as measures

Reflecting these concerns, President-§ark0zy daqidt;d__toi stablish this Commission, to look at the
entire range of issues, Itg aim was: th %Efe%ﬁf;: tiltf Eth§ %}é GDP as an indicator of €conomic
performance and socral progress, to consider additional information required for the production of
4 more relevant picture etc. The Commission was chaired by Professor Joseph E. Stiglitz. Amartya
Sen and Bina Agarwal aie also associated with it. The commission gave its report in 2009,

The Stiglitz report recommends that economic indicators should stress well-being instead of
production, and for non-market activities, such as domestic and charity work, to be taken into
account. Indexes should integrate complex realities, such as crime, the environment and the
efficiency of the health System, -as well as income inequality. The report brings examples, such as
traffic jams, to show that more production doesn’t necessarily correspond with greater well-being.

3ir, water, and noise poltution, and so forth — all of which might lower GDP growth. The fact that

Happiness Index

he World Happiness Report is a measure of happiness published by the United Nations
wustainable Development Solutions Network. In 2011, the UN Generai Assembly passed a
asolution nviting member countries to measure the happiness of their people and to use this to
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help guide their public policies. In 2012, this was followed by the first UN High Leve] Meeting
called “Happiness and Well-Being: Defining a New Economic Paradigm,” which was chaired by
Prime Minister Jigme Thinley of Bhutan, the first and so far only country to have officially
adopted gross national happiness instead of gross domestic product as their main development
indicator.

The first World Happiness Report was released in 2012. It drew international attention aﬁ the -

world's first global happiness survey. The report outlined the state of world happiness, causes of

happiness and misery, and policy implications highlighted by case studies. In September 2013 the

second World Happiness Report offered the first annual follow-up and reports are now issued
every year.The report primarily uses data from the Gallup World Poll. '

In the reports, leading experts in fields including economics, psychology, survey analysis,
and national statistics, describe how measurements of well-being can be used effectively to assess
* the progress of nations. Reports delve deep into issues relating to happiness, including mental
illness, the objective benefits of happiness, the importance of ethics, policy implications, and links
with subjective well-being and the Human Development Report.

India ranked at 122 out of 155 countries in the World Hapﬁiness Report 2017.

Norway is the happiest country based on the index . compiled from data which combine economic,
health and polling data compiled by economists that are averaged over three years from 2014 to
2016. It is recommended that-statis surveys, ‘which normally deal with income, spending,
bealth and housing,.include 2 few extra-questions on happiness because it would lead to better
policy that affects people”s lives. The :top teh Were wealthier. developed riations. Yet money
is not the only ingredient in the fecipe for ness. :
differences in happiness levels had a lof to'do with differences in mental health, physical health
and personal relationships: the bigg_%,g ingle. soﬁjé§ ;.:\of{h'iiiqgéy 1s mental illness.China, has made
major economic strides in recent yedrs. Bit its pecple ire niot happier than 25 years ago, it found.

The United States meanwhile slipped to the number 14 spot due fo less social support and grealer
corruption; those very factors play into why Nordic countries fare better on this scale of
smiles. What works in the Nordic countries is a sense of community and understanding in the
common good. The rankings are based on gross domestic product per person, healthy . life
expectancy with four factors from global surveys. In those surveys, people give scores from | to
10 on how much social support they feel they have if something goes wrong, their freedom fo
make their own life choices, their sense of how corrupt their society is and how generous they are.

Madhya Pradesh’s Department of Happiness

In 2016, Madhya Pradesh ‘became the first state to announce its happiness department. Madhya
Pradesh said that the department would ensure happiness in the lives of people and stop them from
taking extreme steps, such as suicide. MP joined hands with the Indian Institute of Technology
(IIT) Kharagpur to develop a happiness index for “measuring the well-being of the people™ IIT
KGP will develop the Index and analyze data collected by the Government of Madhya Pradesh in
order to assess the level of happiness and develop recommendations that can be used to enhance
happiness. The institute will also develop online courses on happiness.

_Andhra Pradesh :
Andhra Pradesh is the second state in the country after Madhya Pradesh to start a Happiness Index
Department. Chief Ministcr heads the newly formed departmentas in Madhya Pradesh. The State

_ .
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had recently launched an “achieving happiness™ programme under which civic bodieg organised
song and dance events.The Andhra Pradesh government’s ‘Sunrisc AP Vision 2029" has takeq

Bhutan as a model fo focus on matters including psychological well-being, health, time use,
education, etc; -

'Maharashtra

Up a seven-member commiitee to plan the formation of a happiness department under the state
department of relief and rehabilitation in mid-2017,

Environmental Performance Index (EPI)

v

It is a method of quantifying and numerically marking the environmental performance of a state’s
policies. The 2016 Environmental Performance Index is a project jead by the Yale Center for

Environmental Law & Policy (YCELP), Columbia University, in collaboration with World
Economic Forum, - :

o

s S '{\‘W{; .

The 2016 Environmental Performance Tndex provides a global view of environmenta] performance
and country by country metrics to inform decision-making. Launched at the World Economic

P R

nks-countries’ performance on high-
 human health and protection of 3
treeicover and reduction in carbop
India 141 countrigs:worldwide. The ten best performers
., Sweden, Detimark, Siovesi " Spain;Portugal, Estonia, Malta, and
ranks 12th§%nd,ghe gI._Initﬁch?Stgi(%gnks 26th.The report stresses, there is
no relationship between countrieg® ERIpetformanédetany gnomic development. “For Instance,
countries located in Europe tend to have higher EPI scores in relation to their Gross Domestic

Product (GDP) per capita”, while “China and Indja both have “high GDP per capita but receive
low scores on the overal] EP1.” : :

b
L.

Referring to unsafe Water, unsafe sanitation, ambient particulate matter pollution, household air
pollution from solid fuels, and ambient 0zone pollution, the report states, “Some countries, like

India, perform poorly across ajt five environmental risk factors”. The report is titled “Globai
Metrics for the Envitonment”.

Purchasing Power Parity: PPP

Purchasing power parity is defined as the number of units of a Country’s currency required to buy
‘he same amount of goods and services in the dornestic market as one dollar would buy in the US.
The concept of purchasing power parity allows us to estimate what exchange rate between two
‘urrencies is needed to express the accurate purchasing power of a currenc ¥y in relation to another

nplicit foreign exchange rate. Purchasing power party exchange rates are useful for comparing
ving standards between countries. Actual exchange rates cap give a very nusleading picture of
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living standards. For example, if the value of Indian rupee falls by half compared to the dollar, the
Gross Domestic Product measured in dollars will also halve.

However, this doesn't necessarily mean that Indians are any poorer. Me¢asuring income in different
countries using purchasing power parity exchange rates belps to avoid this problem. PPP has been
developed to remove the distortions in the exchange rate in the forex market. Market exchange rate
doesn’t reflect the purchasing power of a currency. PPP removes distortions that come with market
exchange rates, which are often volatile, affected by political and financial factors that do not lead
to unmediate changes in income and tend to understate the standard of living in poor countries.

Let us assume that the market exchange rate between Dollar and Rupee is 66. One Dollar in the US
fetches one liter of milk in the US. Rs 66 can buy three liters of milk in India. Assume that India’s
GDP 15 Rs 660. It is worth $10 by nominal exchange rate in the forex market. If milk is all that the
world produces, one concludes that India’s GDP is 10 liters of milk, if we use the market cichange
rate. Actually, India produces 30 liters of milk. Thus, GDP calculated at market rates of foreign
exchange tends to distort GDP, Remedy lies in the World Bank concept of Purchasing Power
Parity (a type of exchange rate).Under PPP, we measure the GDP of India by measuring how much
milk that Rupees 66 can purchase in India and One Dollar can purchase i the US. Here, one dollar
in the US can purchase one liter of milk whereas Rs 22 can purchase one liter of milk in India.

81 = Rs 22

Using this PPP exchange rate-instéad:of markel rate, we can‘calculaie that lndia’s GDP of Rs 660
becomes $30. Thus, in terms of PPP, India’s GDP is $30'and not $10 which is the value that we
arrive at by using market exchiange rate. Big Mac Index says the same as can be seen below:

Big Mac Index

The Big Mac index was developed by The Economist "maga;i%le in 1986 as a lighthearted guide to
whether currencies are at their “correct” level. Ft is based on the theory of purchasing-power parity
(PPP). For example, the average price of a Big Mac in America in January 2017 was $6.6. In India,
it was about Rs.120. It means, under PPP, the equation 15 Rs.18.18 per dollar. Thus, rupee is seen

to be grossty undervalued.

CCET

%
%

How PPP is more reliable than market exchange rate is as follows: Firstly, market exchange rates
can quickly change, which artificiaily changes the value of GDP. Secondly, market exchange rates
are determined by demand and supply of currencies that includes speculation and expectations and
confidence. The Gross Domestic Product per capita in India was at 6092.60 US dollars in 2016,
when adjusted by purchasing power parity (PPP).

Business Cycles
Alternating periods of expansion and decline in econotnic activity is called business cycle. That is,

the ups and downs of the economy. There are four stages in the business cycle: expansion; growth,
slowdown and recession. Recession may not follow every time.,
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Recession

A recession is economic contraction (de-growth) which results in a general slowdown in €Conumic
activity. Macroeconomic indicators such as GDP (gross domestic product), investment, capacity
utilization, household income, business profits, and inflation fall, while the unemployment rate
rises. In the United Kingdom, it is defined as a negative economic growth for two consecutive
quarters. This may be triggered by various events, such as a financial crisis (2008), an extemal
trade shock, an.adverse supply shock or the bursting of an economic bubble. Governments ustially
respond to recessions by adopting ‘expansionary macroeconomic policies, such as increasing
money supply, increasing government spending and decreasing taxation. Recession may end with
the corrective measures taken by the government and the market. If it does not end and relapses for
any reason, due to external or internal shocks, it is called double dip recession. In 2012, UK was in
double dip recession. When recession worsens, with de-growth becoming stubbormn and deeper and

more and more people lose jobs, it is called depression- statistical markers may differ- whether
10% GDP is lost or more or less. '

Great Recession 2008-9

The Great Recession was a period of steep economic decline observed in world economies,
particularly the developed world during the late 2000s and early 2010s. The scale and timing of the
recession varied from country to country. In terms of overall impact, the International Monetary
Fund concluded that it was the.worst global recession since the 1930s.{the Great Depression). The

causes of the reces ion largely rigiated in the ;Uﬂ'iféﬂ"'S_tg'tréﬁ}fparti_cularly' related to the real-estate
market. It began in 'Dedéll__]j.f;)e_r:ZZOOI,_-aqd_ ended in June 2009, thus extending over 19 months. The
Great Recession’ was " related” to" the financial crisis of 2007-08 and U.S. subprime mortgage

crisis of 2007-09. It resulted in-the collapse of the financial sector in USA. The banks were then

bailed out by the U.S. government. “ N
".;'. { ; -;._. J\_, ? ;s_g s _:-
AOER

The recession was not felt ¢venly around the world. Whereas most of the world's developed
>conomies, particularly in North America and Europe (including Russia), fell into a definitive
'ecession, many of the - newer developed economies suffered far less impact,
>articularly India and China whose economies grew substantially during this period.

I}

2008 Subprime Crisis

“he financial crisis is linked to reckless lending practices by financial institutions in the Unjted
states. The US mortgage-backed securitieswere marketed around the world. When these securities
ost value and were considered toxic, the financial istitutions that bought them either went into
eavy losses or went bankrupt fully. These companies being listed on the stock market, equities
ollapsed in their value as a result. Indian banks had negligible exposure to them.

‘redit boom fed a global speculative bubble in real estate and equitics, which served to apgravate
1€ risky lending practices. The emergence of Sub-prime loan losses in 2007 began the crisis and
Xposed other risky loans and over-inflated asset prices. With loan losses mounting and the fall
f Lehman Brothers on September 15, 2008, a major panic broke out in-the global financial
ansactions. As share and housing prices meclted, many large and well established investment
1d commercial banks in the United States and Europe suffered huge losses and even faced
ankruptey, resulting in massive public financial assistance.A global recession resulted in a sharp
"op (n international trade, rising uremployment and slumping commodity prices. The conditions




leading up to the crisis, characterized by an exorbitant rise in asset prices and associated boom in
economic demand, are considered a result of the extended period of easily available credit,

inadequate regulation and oversight etc.Some trace the genesis to the Chinese buying US treasuries

with their export earnings thus supplying the US cheap money that they could lend recklessly.

The recession Tenewed interest in Keynesian economic ideas on how fo combat recessionary
conditions. Fiscal and monetary policies have been significantly eased to stem the recession and
financial risks. :

{The best authors on the meltdown are Arun Kumar (JNU); Joscph Stiglitz, Pau! Krugman and
Dr.C Rangarajan) :

Depression

A depression is a more severe economic downturn than a recession, which is a slowdown in
economic activity over the course of a normal business cycle. Technically, recession is negative
growth in two successive quarters.

A depression is an unusual and extreme form of recession. Depressions are characterized by their
length, by abnormally large increases in unemployment, falls in the availability of credit {often due
to some -form of banking or financial crisis), shrinking output as buyers are not there and
producers cut back tion and investment, large number of bankruptcics including
sovereign debt- Its: cantly - reduced “amouniis - of trade and commerce {especially
intemational trade), as “well 2s highly. volatile relative currency value (often due to
currency devaluationisy: Priceidéflation, financial cfisés and bank failires are also common
elements of a depression: that donot normally occur.during a recession. Greece was in depression in
2012 with 50% of the young people out of _g{grk.A*cgorQing to the Intemational Monetary
Fund, Venezuela’s GDP in 2017 1sc35<%ﬁbelovg 3%33 lgbg.fqls. That is a significantly sharper
contraction than during the 1929-1933 Great Depression in the United States, when. US GDP is
estimated fo have fallen 28%. '

S’trulctur.a] Compesition of The Economy

Econemies can be classified iato three sectors by activity: extraction of raw materials {(primary),
manufacturing (secondary), and - services (teriiary). As the economy develops, there is a
progression from primary to secondary to tertiary sector. The development of technology,
improvement in quality of life, social security, growth of education and culture are the benefits of
such transition. '

The primary sector of the economy involves changing natural resources into primary products.
Most products from this sector are considered raw materials for other industries. This secior
includes agriculture, fishing, forestry and all mining 2nd quarrying industries. Primary sector is a
larger sector in developing countries; for instance, animal husbandry is more common in Africa
than in Japan. :

The secondary sector of the economy includes those economic sectors that create a finished, usabie
product; manufacturing and construction. This sector generaily takes the outpui of the primary
sector and manufactures finished goods or where they are suitable for use by other businesses, for
export, or sale to domestic consumers. This sector is often divided into light indusiry and heavy

industry.
74
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Light industry is that patt of an economy's secondary sector which is less capital-intensive and . ,_;}
“more labor-intensive operaions, They are argely consumer goods. Consumer electronics, clothes, =
shoes, furniture and housebold items like consymer electronics are the examples. Heavy industry is i

- capital intensive and produces goods for businesses: auto, steel, cement, petroleum etc producing
large quantities. The tertiary sector of economy (service sector) produces “intangible or invisible ‘ £
- goods”. The tertiary sector of economy involves the provision of services to businesses as wel] a 3
final consumers. Services may involve the tansport, distribution and sale of goods from producer a7
to a consumer, entertainment. The service sector consists of the "soft" parts of the economy such as
_ Insurance, government, tourism, banking, retail, education, retail, insurance, and government.

The quaternary sector incledes activities which provide information services (information
generation, information sharing and research and development); computing, ICT (information and )
communication technologies), consultancy (offering advice to businesses) and R&D (research and ' g
development). The quatemnary sector is sometimes inchided with the tertiary sector, as they are
both service sectors but magy argue that intellectual services are distinet enough {0 warrant a B
separate sector. To many industries, such as the pharmaceutical industry, the sector is the most
valuable because it creates future branded products which the company will profit from. This

sector evolves in well developed countries and requires a highty educated workforce.

T

Quitary sector is not clcady‘ conceptualized like the preceding four sectors. Some include the
aking in an economy in it: CEOs of firms; HODs "in government,
iealthcare; clfure:ar d the:media. Some include police and fire

,_ and-siot for-profit enterprises Some economists include care
e of an economy refers to a long-term and broad based change of
the fundamcntalstrucml'e, 1. than microstale or short-term change. Originaily it meant the way
the economy s evolving impacting on the respective contributions of the three sectors of economy
{agriculture; industry and services) "“EQ;"(_;}_Eo%%Do‘ﬁa&ﬁc Product (GDP). It may also mean other
changes. For example, a subsistence “economy T¢ tBintformed into commercial economy or a
regulated economy is liberalized. An insulated and protectionist economy becomes open and
globalized, India has been sticturally reorienting its economy since the ezrly 1990s under which
there is more room for markets; privatization of the public sector; greater flow of foreign

investment and foreign goods etc. -
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Fishing and aquaculture

Food Pmduutsﬁgverages and Tdb'acco.

Tep.c.t'il-es, Apparel and L_éathcr Products
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Metal Products

Machinérj( and Equipment
O'thcr Ménuféétured Godds, :
Electricity, gas, water supply & other utility services B
Constructlon St At i
I SekvicesSecto - -1, 40 2 -
T s bk s

Trade & repéif services
Hotels & restaurants

Trasport Storsee, ot
Rallways
Road transport
Wﬁtérlfranéporf
Air transport |
‘Services incidental to transport
‘Storage -
Comumcatmn &semcesreiated bro o

-'Fiﬁanci'a_l'; .ré"al'.;:_state' & prof. setvs

Financial services

Real estate, ownership of dwelling & professional services

Community, social & pers.

Public administration & defence

Other services

Indian economy is classified in three sectors — Agriculture and allied, Industry and Services.
Agriculture sector includes Agriculture (Agriculture proper & Livestock), Forestry & Logging,
Fishing and related activities. Industry includes Mining & quanying', Manufacturing (Registered
& Unregistered), Electricity, Gas, Water supply, and Construction. Services sector inchides Trade,

hotels, transport, communication and services related to broadcasting’, 'Financial, real estate & prof

servs', Public Administration, defence and other services' Services sector is the largest sector of
India. Services sector accounts for 53.66% of GDP. Industry sector contributes 29.02%. While,
Agriculture and allied sector share is 17.32%,

“Some Terms

A developed country or industrialized country has advanced technological infrastructure. Most
commonly, the criteria for evaluating the degree of economic development are gross domestic
product {GDP), level of industrialization, amount of widespread infrastructure and general
standard of Tiving,
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Developéd countries have post-industrial economies, meaning the service sector provides more
~ wealth than the industrial sector. They are contrasted with developing countries, which are in the
process of industrialization, or undeveloped countries.

A developing country or underdeveloped country, is a nation with an underdeveloped industrial
base, and a low Human Development Index {HD) relative to developed countries. There is no
universal criterion as to what makes 2 country developing or developed although there are general
markers such as a nation's GDP per capita, HDI, demographic state etc. A developing Country is
well short of the modern and Westem standards of democratic governments, economic
development, social security and civil rights guarantees for their citizens,

' NIC: Newly industriatized country (NIC) is one which adopted the market model of growth; is
showing rapid growth of economy for a considerable period of time; falls between a developed
country and a developing country characterized by rapid export-driven economic growth and
migration of workers from rural to urban areas.For example, India, Brazil, South Africa et NICs
are aftractive investment destinations given their strong economic growth rates and future
potential, : '

World Bank classification of countries (2017)

{Category Per Capita (current US$)

R

Low-income. - o <I,005 E

Lower-middlé-jﬁ%;ofne,;'l,_i-).OG.'_.f 3,955

Upper-middie income {3956 - 12,235, . - %%

NIy
o
‘e
L

High-income > 12,235

A high-income economy is defined by the World Bank as a country with a per capita income of

US$12,235 or more in 2017, The term “first world” commonly refers to those prosperous market
economnies like the west, Japan etc.

According to the United Nations, for example, some high income countries may also be
~ developing countries. The GCC (Persian Gulf States) countries, {for example, are classified as
developing high income countries. Thus, a high income country may be classified as either
developed or developing. GCC countries for example are rich but not developed. They have
pockets of export economy based on vil and gas and the rest of the economy is under developed.

The term developed country, or advanced country, is used to categorize countries that have
achieved a high level of industrialization in which the tertiary and quatemary sectors of industry
dominate; a high income per capita and a high Human Development Index (1IDT).

First, Second, Third and Fourth World countries '
First world was the westermn decloped world. Second world was the communist countries with

~ommand economies but they do not exist today. Third world was made up of the developing
countres.
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- Least Developed Countries (LDCs/ Fourth World countries)

They are countries which according to the United Nations exhibit the lowest indicators of
socioeconomic development, with the lowest Human Development Index ratings of all countries in
the world. The concept of LDCs originated in the late 1960s, A country is classified as a Least
Developed Country if it meets three criteria: '
*- Poverty. As.of 2015 a country must have per capita less than US $1,035 to be included on
the list, and over $1,242 to graduate from it.

o Human resource weakness (based on indicators of nutrition, health, education and adutt
- hiteracy) and ' ' '

* Economic vulnerability (based on instability of agricultural production, instability of
exports of goods and services, economic importance of non-traditional activities,

merchandise export concentration, handicap of economic smallness, and the percentage of -

population displaced by natural disasters)

Least developed countries (LDCs) are low-income countries confronting severe structural
impediments to sustainable development. They are highly vulnerable to economic and
environmental shocks and have low levels of human assets.LDC criteria are reviewed every three
years by the Committec for Development Policy (CDP) of the UN Economic and Social Council
(ECOS0C). Countries may "graduate” oust of the LDC classification when indicators exceed these
criteria. There are currently 47 countries on the list of LDCs.
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ECONOMIC DEVELOPMENT AND NITI
AAYOG

Independent India’s economic development was driven by socio-economic planning by
government. India opted (o be a plapned cconomy. Planned economy is one in which the state
owns, partly or wholly the economy and directs it, State sets the priorities for growth. Private
sector has only a' residuary. role. High level of -govemnment regulation characterizes planned
economies, It.is refered to as command ceonomy or centrally planned economy. State control of
economy extends to - '

* allmajor sectors of the economy

o distribution of income

* decisions on what should be produced and how much and sold at what price

In a market economy, it is the opposite- state has minimal role in the management of the
economy- production, consumption and distribution decisions are predominantly left (o the market.
State plays certain role in redistribution. State is called the laissez faire state here. It is a French
phrase literally meaning “Let do.” -

is amixed economy with State and market playing significant

Indicative plan Sele
: d'g"‘e;th‘e"f‘}_seif'lt is operated under a planned economy

~ roles to achiev:
but not commn; etonomy,

tes where h

- Indian plannedlgroiwihiis-not a; mniand economy as it operated in 2 democratic system.
Command economies were classically set up in -China, and, USSR, mainly for rapid economic

growth and social and economic jusni*;éﬁg’-ﬁaveé’o%eﬁdis:tﬁa?tled In the last two decades as they

R £

do not create wealth sustainably and are not conducive for innovation and efficiency. Cuba and
North Korea are still command economies, _

Hisfory of Economic Planning in India

Bombay Plan : :
India being devastated economically afler more than two centuries of colonial exploitation

resulting in chronic poverty, eradication of poverty was the driving force for the formulation of
various models of growth before Independence.

[n 1944 leading businessmen and industrialists (including Sir Purshotamdas Thakurdas, JRD Tata,
GD Birla and others) put forward “A Plap of Econorhic Development for India” -popularly known
as the ‘Bombay Plan’. It saw India’s future Progress based on further expansion of the textile and
consumer industries already flourishing in cities like Bombay and Ahmedabad. It saw an important
role the State in post-Independent India: 1o provide infrastructure, invest in basic industries like
steel, and protect Indian industry from foreign competition. Its objectives were a doubling of the
output of the agricultural sector and a five-fold growth in the industral sectorover 15
years Bombay Plan was premised on the view that that the economy could not grow without
government intervention and regulation.
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Sir Mokshagundam Visvesvarayya - -

M. Visvesvaraya (1860-1952) was an engineer by: He designed the Krishnasagar Dam and
sponsored the Bhadravati Iron Works. He was an admirer of Japan's industrial progress and also
studied the Soviet Five Year Plans and the initiatives of the American President Roosevelt. In 1934
he published his own suggestions for a ten-year plan for India. This was the Jirst attempt at
economic planning in Indialt is proposed under the Plan to double the income of the country
within ten years. He believed that left to private enterprise, industries will not make satisfactory
progress. Governtment should take the lead; bold policies stiould be laid down and adhered to; an
official organization should be brought. into existence, and correct comprehensive reports of
progress supported by adequate statistics should be published yearly. in his book titled “Planned

* Economy for India” (1934), he set the goal of poverty eradication through growth.

National Planning Committee (1938) T

The Indian National Congress established a National Planning Committee under the chairmanship
of Jawaharlal Nehtu. It (1938) stated the objective of planning for development “was to ensure an
adequate standard of living for the masses, in other words, to get rid of the appalling poverty of the
people”™. It advocated heavy indusiries that were essential both to build other industries, and for
Indian self-defence; heavy industries had to be in public ownership, for both redistributive and
security purposes; redistribution of land away from the big landlords would eliminate rural
poverty. :

MN Roy _ L o
During the 19407 the Indiani Federation: cf‘_wqm-pubﬁsh_ﬁd its People's Plan by MN Roy that

stressed on employment and wage goods.

SN Agarwala -~* - 27+ Brecon T ,
He was a follower of Mzhatma Gandhi and published Gandhian Plan that emphasized on
decentralization; agricultural developmex; &hployment; icottage industries etc. :

Mixed Economy

India is a mixed economy combining features of both capitalist market economies and socialist
command economies. Thus, there is a regulated private sector (the regulations have decreased
since liberalization from the late 1980°s) and a public sector. The public sector generally covers
areas which are deemed too important; or not profitable cnough for the private sector. Thus such
services as railways and postal system are carried out by the government.

Since Independence, for the first three-four decades the public sector dominated and in fact sectors
like banking saw nationalization. From the time of economic reforms since 1991 greater role for
the private sector defined the economy- be it.by deregulation, divestment or privaisation. Thus;

the state-market mix changed towards the market since 1991 but the economy is predominantly .

mixed.

Planning Goals

Inda taunched five year plans for rapid growth from 1951. The long term goals that were common
to all the five year plans:

e Growth

¢+ Modemization
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- experience a

self-reliance and
* social justice

Economic growth is the increase in value of the goods and services produced by an economy,
Growth measures quantitative increase in goods and services. Growth is expected to spread to all
sections and regions; raise resources for the Government to spend on socio-economic priorities etc.

It takes a long time for growth to trickle down to all people and regions. Therefore, State plans for

an expeditious process of inclusive.growth,

Growth is the precondition for all other objectives like poverty ecradication, employment
generation; inequality reduction; human'¢apital building etc. However, the objectives mentioned

above need not necessarily emerge from groath. :

Economic development is different from growth and refers to growth that inciudes redistributive
aspects and social justice. GDP may be only growth and not welfare and human development like

. education, access to basic amenities, environmental quality, freedom, or social justice. Economic

growth is necessary for development but not sufficient

‘Modernization is improvetnent in technology. It is driven by innovation and investment in R and

D. Education is the foundation of modetnization. The more modemized the economy, the greater
the value created by it.

uot depending on other countries

~India_émba the goal partly.die to the colonial
due:to the need to. develop/its-economy independently. Since India had no
foregn exchange:tolimp It-it was: important that we pro hice the goods ourselves. Invitation to
MNCs re-generated the fears of colonialism refurming, as neo-colonialism. Nehru-Mahalagobis
model of growth that closed Indian %@go@gan@' rélgfﬁdé(fnébgsic industries is the main plank for
self-reliance. However, opting for the Liberalization, Privatization and Globalization model (LPG)

estment~and gros

Self-reliance fné@i J
and the MNCs for.in

since 1991 -and later becoming a founding member of World Trade Organization (WTO) in 1995 _
‘made us depart ffom self-relaince as LPG offered scope for faster growthand also by then India

was in a position to globalize and bcneﬁt_unlike immediately after Independence.

The term self-reliance should not be confused with self-sufficiency — the former means depending
on resources of the country and avoid dependence on extergal inflows; the latter means that the

country has all the resources it needs. No country can be self-sufficient.

Social justice means inclusive and equitable growth where inequalities are not steep and benefits
of growth reach all- rural-urban, man-woman; caste divide and inter-regional divides are reduced.

While the above four are the long term goals of the planning process, each five year plan has _

specific objectives and priorities.
Financial Resources For The Five Year Plans

The resources for the Plan come from
¢  Central budget
¢ State budgets

¢+ PSIs
*  Domestic private scctor and
« FDI
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Gross Budgetary Support

GBS is the amount from the central Budget that goes to fund the plan investments during the plan”
period of three units: Centre’s, assistarice (o states’ budgets to'the extent the centre can afford and
also the public sector units.

Hiétory of Planning

First Plan (1951- 56) The First Plan stressed on agriculture, in view of large scale import of
foodgrains and inflationary pressures on the economy. Other areas of emphasis were power and
transport. The annual average growth rate during the First Plan was 3.61% as against 2 target of
2.1%. Renowned economist KN Raj, who died in 2010 was one of the main architects of India's

first five-year plan.

Second Plan (1956-61) With agricultural targets of previous plan achieved, major stress was on
the establishment of heavy industries. Rate of investment was targeted to increase from 7% to.
11%. The Plan achieved a more than targeted growth rate 0f4.32%. This Plan envisaged to give a
big push to the economy so that it enters the take off stage. It was based on Nehru-Mahalanobis
model- self-reliance and basic-industry driven growth.

Nehru-Mahalanohis Model of Economic Growth

at ized by dependence on exports of
Grodictive agriculture éte. 1% FYP focused
urgenitly needed to modemize the

economy and‘tmprm}-e its téchnology -~

e,ﬁ_ £ ' _
The model adopted for the 2™ FYPg %‘ls icno%vn gg&]e Nehru-Mahalanobis stratcgy of

development as it was articulated by Jawahar Lal Nehru’s vision and P.C.Mahalanobis was its
chief architect. The central idea underlying this strategy is well conveyed by the following

statement from the plan document. ‘If industrialization is to be rapid enough, the country must atm.”

at develdping basic industries and industries which make machines to make the machines nccclead
for further developmcnt

The Mahalanobis model of growth is based on the predominance of the basic goods (capital goods
or investment goods which are goods that are used to make futher goods like machines, tools,
factories, etc). Itis based on the premise that it would attract all round investment, ancillarisation,
build townships and result in a higher rate of growth of output- trickle down effect. That will
boost employment generation, poverty alleviation, exports etc. The emphasis was on expanding the
productive ability of the system, through forging strong industrial linkages, as rapidly & possible.

Other Elements of The Model Are : -
¢ Import substitution. Protcctive barriers against foreign competition to enable Ind:an
compames to develop domestically produced alternatives for imported goods and to redice
India’s reliance on foreign capital, '
* A stzeable public sector active in vital areas of the economy including atomic energy and
rail transport,
» A vibrant small-scale sector driving consumer goods production for dispersed and equitable
growth and producing entrepreneurs.
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In terms of the core objective of siepping up the rate of growth of industrial production, the
strategy paid off. Rate of growth of overall industrial production picked up. The strategy laid the

foundation for a well-diversified industrial structure within a reasonably short period and this was
a major achievement. It gave the bage for self-reliance,

However, the strategy is criticized for the imbalances between the growth of the beavy industry

sector and ether spheres like agriculture and consumer goods etc that resulted. It is further

criticized s it relied on “trickle down effect’- benefits of growth will flow (o all sections in course
of time. This approach to eradication of poverty is slow and incremental. It is believed that frontal
attack on poverty is required, The debates about growth and redistribution-Sen-Bhagawati- debates
that raged in 2013 centre around the fricklc down effect largely. It should be noted trickie down

- Annual Plans As the Third Plan experienced difficulties on the external front {war with China in
1962 and Pakistan in 1965); and the economic troubles mounted on the domestic front- inflation,
floods, forex _political instability with the death of Nehru and Lal Bahadur

of be Started i 1966.. There were three annual plans till 1969.
ve year plans are not implemented. The Annual

 Fourth Plan (1969-74) The main gbjective of this Plan was growth with stability. The Plan laid
special emphasis on mmproving the c@gdglompf tﬁeﬁlgdérgp}i?ileged and weaker sections through
provision of education and employment, Reducing the fluctuations in agricultural production was

also a point of emphasis of this Plan. The Plan aimed at a target growth of 5.7% and the
achievement against this was 3,219,

Fifth Plan (1974-79) The mamn objective of the Plan'was Growth for Social Justice. The

targeted growth rate was 4.4% and we achieved 4.8%. It was cut short by the Janata Party that
came to power in. 1977.

Janata 6th FYP was launched in 1977 but was removed from official records by the government
that came to power in 1980 and the official 6™ FYP was launched. The year 1979-80 was thus a

gap year when there was no FYP and is called plan hotiday.
Rolling Plan

It was adopted in India in 1962, in the aftermath of Chinese attack on India, in the Defence
Ministry in India, Professor Guunar Myrdal (author of “Asian Drama’) recommended it for
developing countries in his book - Indian Economic Planning in Its Broader Setting. Rolling plan
becomes necessary in circumstances that are fluid. i was contemplated by the Janata government
in 1977, In the rolling plan model, even as annual and mult; year goals are set, they are not ngidly
followed as ground level conditions may rot be conducive. It is in between a normal FYP and a
plan holiday (annual plans)
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The main advantage of the rolling plans is that they are flexible and are able to overcome the

nigidity of fixed five year plans by mending targets, projections and allocations as per the changing
conditions in the country’s economy. The main disadvantage of this plan is that if the targets are
revised each year, it becomes very difficult to achieve them. Frequent revisions result in instability

of the economy.

Sixth Plan (1980-1 985) Removal of poverty was the foremost objective of Sixth Plan. Another
area of emphasis was infrastrucfure, which was to be strengthened for development of both
industry and agriculture. The achieved growth rate of 5.7% was more than the targeted one.Direct

attack on poverty was the main stress of the Plan.

Seventh Plan (1985-90) This Plan stressed on rapid growth in food-grains production and
increase in employment opportunities. The growth rate of 5.81% achieved in this Plan was more
than the targeted one. The plan saw the bcgilmings of liberalization of Indian economy. The 8%
Plan could not start in 1990 due to economic crisis and political instability. There were two annual

plans- plan holiday.

Eighth Plan (1992-1997) This Plan was formulated keeping in view the process of economic
reforms and restructuring of the economy. The main emphasis of this Plan were
e to stabilize the adverse balance of payment scenario sustainably
» improvement in trade and cun'ent account deficit
. Human development a3 fe f lanmng

It was mdlcauve plan for thc first tlmc:‘ ¢ ?lan was rmulated in a way so as 10 manage the

fransition from a centrally plann d econom¥:ta: market: Ted eoonomy The-targeted annual average

rate of growth of the economy duiiing Bighth Plan was 5:6%. ‘Against this, we achieved an average

annual growth of 6.5%. The Plan wasébascd%on Rao-Manmohan Singh model of liberalization.
SO0 LI @%i.**ag%

Rao-Man Mohan Slngh Model of Growth

Economic reforms since 1991 are based on the Rao-Manmohan model - Mr. Narasimha Rao, the
PM in 1991 and Finance Minister Dr. Man Mohan Singh. Its essence is contained in the New
Industrial Policy 1991 and extends beyond it too. The model has the following contents:

* Reorient the role of State in economic management. State should refocus or social and

infrastructural development, primarily _

» Dismantle, selectively controls and perrmts in order to permit private sector to mvest
liberally -

s Open up the economy and create competition for PSEs- for better productivity and
profitability _ :

¢ External sector liberalization in order to integrate Indiar economy with the global economy
to benefit from the resource inflows and competition. :

Its success is scen in the more than 6.5% average annual rate of growth of econ
Plan (1992-1997). Forex reserves accumulated thus alleviating BOP pressuf_

flows- FDI and FII increased.
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Indicative Planning

It is characterized by an Cconomy where the private sector is given a substantial role. State would
turn its role into- a facilitator from that of a controller and regulator. With the lauach of the
€conotic reforms in 1991, indicative planning was inevitable. It was adopted since 8" five year
plan (1992-97). It was decided that trade and industry would be increasingly freed from _ 1
govemment control and that planning in India should become more and more indicative and o7

2
T

direction to the corporate sector and encourage them to contrbute to plan targets. Govemnment -

should create the right policy climate- predictable, imeversible and transparent- (o help the .
Corporate sector contribute resources for the plan: fiscal, monetary, forex and other dimensions. '

Indicative planning is to assist the private sector with information that is essential for its operations
regarding priorities and plan targets. Here, the Government and the corporate sector are more of
less equal partners and together are responsible for the accomplishment of planning goals,
Govemnment, unlike earlier, ‘contributes fess than 50% of the financial resources. Govemment
provides the right type of policies and creates the right type of milieu for the private sector-
including the foreign sector to contribute to the resuits, Indicative planning gives the Government
-an opportunity to give the private sector encouragement.to achieve growth in areas where the
country has inherent strengths. It is known to have brought Japan results in shifting towards
microelectronics. In France; too indicasi planningwasinyogye - -

Wy

B .

Planning Corii_'gﬁSsgmeQ
concentration;would be on
international ‘standards: -Plafing wall “laigely -

dicative and  the . public sector would be
gradually. withdrawn ‘from areas w%c no publ-i__c%J

©/ 00 public-purpoge is served by its presence, The new
approach to development will be bag  4f W3 re—_éxarﬁ}.naﬁ(%ﬁ}and re-ortentation of the role of the

government”, This point is particularly stressed in the development strategy of the Tenth Five Year
Plan (2002-2007). Indicative planning was riot contemplated at the beginning of fifties as there was
hardly any corporate sector in India and Government shouldered almost the entire responsibility of
socio-economic planning. : ' |

rm strategic vision-of the future. The
and-evolving steategies- for competitive

annual average growth rate of 6.5 per cent for the economy as a whole, and a growth rate of 3.9 per
cent for agriculture sector, among others. The key strategies envisaged to realise this target rest on
attaining a high investment rate of 282 per cent of GDP at market prices. The domestic saving
rate, which determines the sustainable level of investment, i targeted at 26.1 per cent of the GDP.
Care has been taken to ensure achievement of a sustainable growth path in terms of external
indebtedness as well a5 fiscal stability. Rate of growth achieved was 5.4%. The plan oeriod saw
many <rises- political instability; south east Asian economic crisis; Kargil war; 2011 September

terrorism in USA etc. However, the first India company was listed on the Nasdaq (Infy) followed
by many ot} o o :

Plan (2602-2007) The main objectives of the tenth Five Year Plar of India

‘ GDP growth per year.

e Reduction of poverty rate by 5 percentage points by 2007,

* Providing gainful and high-quality employment at least to the addition to the labor force.

* Reduction in gender gaps n literacy and wage rates by at east 50% by 2007,
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Eleventh Five Year Pan “Towards Faster and More Inclusive Growth’ is the central theme of
the plan that sought to lower poverty by 10%, generate 70 million new Jjobs, and reduce
unemployment to less than 5% Eleventh Five-Year Plan promised to accelerate economic growth
and make it more inclusive. The chief thrust of the plan, that will fun from 2007-08 to 2011-12,
will be agriculture, education and infrastructure - all areas that remain 4 concem in a tapidly
growing economy. As many as 27 detailed national largets were set in the plan, ranging from
enhancing incomes and reducing poverty, to education, literacy, health, infant mortality, maternal
mortality and child development.

Twelth Five Year Plan (2012-17) aimed to achieve annual average economic growth rate of 8
per cent. During the 1]th Plan (2007-12), India recorded an average economic growth rate of 7.9
per cent. This, however, is lower than the 9 per cent fargeted in [1th Plan.12th Plan aimed o
achieve 4 per cent agriculture sector growth during 2012-17. The growth target for manufacturing
sector was pegged at 10 per cent. It zimed to bring down the poverty ratio by 10 per cent. '

Growth Performance in the Five Year Plans (per cent per annum)

[ ' | Target | Actual
{1. First Plan {1951-56) |2l 3.61

i
i i }
/2. Second Plan (1956-61) | a5 ] 4.32
3. Third Plan (1961-66) | | 56 | 2.38
4. Fourth Plan (1969:74) -, B CEET T T I 3.21
5. Fifth Plan (1974-79) . _ T T A 4.80
(6. Sixth Plan (1980.85) s T 569
[7. Seventh Plan (1985.90) | o s0 5.81
8. Eighth Plan (1992.97) TR N 6.7
9. Ninth Plan (1997-2002) T 5.35.
10, Tenth Plan(2002-2007) . : 8% . 7.8%
1. Eleventh Plan{ 2007-12) - - 9% o 2%
12. Twelfth FYP o 8% | 31%in2012.13;

6.9% in 2013-14;
{7.2% in 2014-15:
7.6% in 2015-16;

7.1% in 2016-17

Achievements of Planning

In the last about 65 years since planning began, the National Income has increased many times.
Today, India is the third largest economy in Asia with about $2.25 willion GDP after China and
Japan. By 2017, For the first time in 150 years, India surpassed its erstwhile colonial master in
terms of GDP and is now the fifth largest in the world after the US, China, Japan and Germany.
By PPP mcasurement, India is 3rd largest in the world. India overtook Japan to become the world's
third-largest economy in purchasing power terms. Indias GDP PPP Per Capita 1s forecast to be
billion 7,773.16 $ in Mar 2018 as reported by International Monetary Fund - World Economic
Outlook. It records an increase from the last reported number of 7,153.25 billion § in Mar 2017.

The PPP system allows GDP comparisons to be made by asking how much money would be
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needed to purchase the same goods and services in two countries and using that to calculate an
implicit foreign exchange rate. :

The Economist magazine's proprietary Big Mac . Index, which takes the price of a McDonald
burger across 120 countries to calculate the real’ price of their cumrencies, is another crude way to

measure PPP. India was included in the index recently. It showed that the Indian rupee was B

undervalued by more than 60% against the US doilar in 2016, '

Social indicators improved though there is a long way to go- IMR, MMR, literacy, disease
eradication etc. (Given elsewhere in the Notes) The industrial infrastructure is relatively strong —
cement, steel, fertilizers, chemicals, etc Agricuitural growth is also gaining momentum with food
grains production at 274 mt in 2016-17. -

Forex reserves are $400 b {October 2016) which is a dramatic tumnaround from 1991 when we had
one billion dollars.

The Government of India has sct a target of 175 GW renewable power installed capacity by the

end of 2022. This includes 60 GW from wind power, 100 GW from solar power, 10 GW from

biomass power and 5 GW from small hydro power.India has emerged as a back office of the world
and its prowess in software is growing India occupies the sixth position among the world’s 10
largest manufacturing countries,according to United Nations Industrial Development Organization
(UNIDO) report in 2017.India’s services sector, which stands at about $1.48 trillion is
acknowledged:plobally There - has been:considerable expansion of higher education. At the time of
Independenceitherewere 20 universit and 591 colleges, while today (201 6) there are more than
700 universities and sbout 40,000 colidges. -

India’s literacy rate has increased six fimes since Independence — from 12 per cent to 74 per cent
n 2011. ATAECEE B RS °F

The failures of planning are equally clear

'*  As per the Rangarajar panel estimates, poverty stood at 38.2 per cent in 2009-10 and’
became worse at  29.5 per centin 201 1-12- (2014)

* Unemploymentis high - _
» Regional imbalances are intensifying
* Malnutrition haunts about half the children in India.

Financial Planning

* Here, physical targets are set in line with the available financial resources. Mobilization and seﬂing_

expenditure pattern of financial resources is the focus in this type of planning.
Physical Planning

Here, the output targets are prioritized with inter-sect oral balance. Having set output targets, the
finances are raised. '
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Econemic Reforms

Since July 1991, India has been taking ﬁp economic reforms to achieve higher rates of economic
growth so that socio-econotmic problems like unemployment, poverty, shortage of essential goods
and services, regional economic imbalances and so on can be successfully solved. The force

behind the reforms is
» Indian economy reached a level of growth and strength to benefit from an open market

€CONOMY.
o Private sector in India had come of age and was wrllmg and capable of playing a major role
o [ndian economy needed to integrate with the world with all the advantages like capital
flows; technology; higher level of exports; state of art stock markets; Indian corporates can
raise finances abroad and so on.

The country under the leadership of Dr. Manmohan Singh, Union' Finance minister (1991-1996
and Prime Minister 2004-14) converted the economic crisis — caused by , domestic cumulative
problems of economy, political instability and guif cnsis-into an opportunity to Initiate and
institutionalise economic reforms to open up the economy. The deep crisis in 1991 could not be
solved by superficial solutions. Therefore, structural reforms were taken up.

It was rcalized that by closing economy to global influences, the country was missing on
technology developments and also gains from global trade and investments. India nceded exports,
FDI and FIl for stability on the balance of payments front and higher growth rates for social
development Worldwide, countries were embracing markef model of growth, for example China,
with proven results. So, India could make the historic shift from centralized planning to market-

based model of growth.

[nitially reforms were feared and registed as there was ;;ceptlclsm and fear as the experience in
Latin American countries in the 19803 Was: not a success inzeconomic and social terms. Fhe fears

related fo

+ [Inflation as there will be little left for domestic consumption as exports would be thc focus

to earn foreign exchange
o Large scale unemployment due to capital intensity of growth process to be compelilive

¢ Worsening of poverty as fiscal concerns will reduce social sector expenditure
» Flood of imports as customs duties will come down.

o food security will suffer as social sector expenditure will be reduced

+ Pressures on labour sector due to domestic industry’s compulsions to cut costs

Some fears have indeed come true- jobless growth and uncertamty in farming. But by and large,

reforms have done well.

Reforms mainly targeted the following areas:
«  Dismantling the licence raj so that private sector and govemmcnt were on a level playing

field

« Drve public sector towards sustainable profitability and globat play by dereservation;
disinvestrent; professionalization of management etc '

o Piscal reforms for stabile cconotnic growth.

« Banking sector is deregulated and made to conform to stringent reforms for higher
competitive strength and performance globatly
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*' move towards free float of rupee and relaxation of controls on convertibility; aggressive
€Xxport promotion; FDY and FI1 inflows efc. '

§
£3
Reforms were prioritized and sequenced in such a way as to make them sustainable and render »:u
further reforms feasible. For example, first generation reforms involved essentially non-legislative H
govemment initiatives- reduce SLR and CRR for the banking sector. Disinvestrment of the PSEg. 2

society- labour reforms; GST, FDI expansion etc. The former prepares the economy for the latter,

Above all, reforms with human ‘face wag the goal, unlike elsewhere in the world fike in South .
America in the 1980°s. It yielded results- the social effect of the reforms in India is seen in the ' 4

flagship schemes making an impact on health, education, social protection efc. The reforms gained
consensus and showed positive results as can be seen below.

*  Rates of growth went up

PRRA T
L s

* BOP crisis has been solved in the firgt few years and today the country has about § 400 b
forex reserves (2017 October) :

g

A

» Services secior (tertiary sector) has grown in importance and today contributes almost 0%
of GDP (2017) emerging as a global player-India being the global back office.

* Resilience of the economy in the face of Great Recession -

¢ Consuiner ¢hoice h: Teas;

. Tax—GDPrahomay ha_}feg N butthe tax ¢olléctions and base increased

* Nature of cxtcmaldebthaschangeda-ﬁdthcshorttenn componént is less

* Indian companies are listedson Ngs@dgq agd;é\lg“% York Stock Exchange and raised billions
of dollars for investruent - % L' %% §. LEtid

¢ Flis and FDI picked up.

* ‘Indian corporates have acquired global majors like Jaguar and Anglo-Dutch steel maker
Corus; Bharati bought Zain’s A frican telecom operations.

Whﬂc the above facts paint a positive picture of reforms, there ate deficiencies as well
* poverty is a chailenge and reforms with a human face is the need of the hour
* jobless growth is worrying the policy makers
* regional economic imbalances are intensifying
. Whilc foodgraius production is at 274m(2017), there is still pressure on food security

* farmers are feeting directionless under the WTO regime

* Globalization threatens to destabilize agricuiture with cheaper impoits and questionable

provisions related to intellectual property rights impacting negatively on availability of
medicines etc. .

Infrastructure so far recetved inadequate attention except telecom roads and ports

* PSU reforms have not made progress and disinvestment and privatization are still to see
substantial movement
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Second Generation Reforms |

Having begun with tbe reforms in all the above sectors and seen the economy benefit from them,
the second generation reforms were initiated by the end of 1990’s. The reason for calling the latter
set of reforms SGR is that they followed the inifial reforms which laid the foundation for the
reform process to deepen. It is a matier of sequencing in line with prioritization; economic
preparation; consensus-building and so on. In fact, unless the success in material and human terms
of the initial reforms was dcmonstrated, the next round of ‘difficult’ reforms would not bc

possible.

Second generation reforms - labour law ﬂexlblhty, pension reforms based on employee
contribution and the pension funds being deployed in the stock market; GST; liberalized FDI
including FDT in retail etc - touch on the lives of ordinary people and need successes in other
sectors- first generation reforms- to make a convincing case. Otherwise, they may not be allowed
by public opinion as we have seen in the case of FDI Multlbrand retail(Walmart etc) debate.

Second generauon reforms are difficult as they are dlrectly involved with the daily lives of people

l1ke
¢ User charges need to be raiionalized to make these utilities viable but there are bound to be

protests
« Man power ratlonahzatlon in banks and PSUs through VRS faced re51stanc:c

. lnterst;-rgt__c cut,-___?fo_!;::;:..enga,,mpi £:s all savingsji#i_ll'-méan less retums_-fdij_:the_ middle class

ete

e Agro refonns may mean smal] a.nd margmal farmgrs resistance

¥ E:;‘E{ “.“f; ggk %

However, unless the SGRs are carried out, investrnent and growth will suffcr with long term -

adverse consequences for poverty alleviation and employment -generation. As the long temm
benefits of the reforms are bound to show in terms of higher growth rates and more social welfare,
consensus needs to be built for successful legisiation and implementation of SGRs. Labour laws
being reformed in 2014 under the Modi govemmerit are an example of 2° generation reforms.
Deregulation of petrol and diesel pnces and introduction of dynarmc pncing (2014-17); LPG
sub51c[y reforms in 2016 ¢fc.

12 FYP-Related

India@75 :
It is a path breaking mitiative. It envisions how India should be in her 75th year of independence

and seeks to bring together all stakeholders including the industry, govemment, ‘institutions,
community groups and individuals to translate the vision into a reality.Prof (Late) C.K Prahalad
has been the inspiration behind India@75. While commemorating the 60th year of India’s
independence, in 2007 he articulated the idea of holistic three dimensional development of India to
acquire enough economic strength, technological vitality and moral leadership by 75 years of
mdependence. CII adopted his vision in 2008.The concept was adopted by CII to bring together all
stakeholders, including the industry, government, institutions, community groups and individuals
to translate (he vision into reality.
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IBIN : _

- Planning Commission jointly with India@75 foundation launched “in 2013, its unique initiative-
India Backbone Implementation Network (IBIN) to remove bottlenecks for improving
iraplementation of policies. “The IBIN, Structurally an organisation, is essentially a process that
will promote widespread capabilities in the " country to systematically convert confusion to
coordination, contention to collaboration, and intentions to mplementation,” an official statement

says. IBIN aims to seed new techniques into the service delivery system; build a network of

partners to create capability to manage cffective stakeholder dialogues, resolve dispute and
conduct policy impact analysis.

It will also build a knowledge base of tools, techniques and examples to systematically analyse
situations or challenges and proactively create solutions.

essence of the TOM movement was the deployment, at several levels in many organisations:
especially the ‘shopfioor levels, but higher levels also, even to top management, of simple
techniques for “systems thinking, cooperative action and continuous improvement. Thege
techniques were developed by eXpetts in companies and wuniversities and disseminated in the

country through industry and other ins_titutiopal__ netwoiks, and through radio, pamphlets,
competitions and-other-méans G noecting wi hi.the f '

The ‘movement’ grew as A'network: it'was not a centrélly. managed government progiamme. There
was a principal fiode mthenctwo ;-a;irmn-gové;jimcptal.;bOdy, the Japanese Union of Scientists
and Engineers (Juse), in which many persons from industry. and academia, and also government
participated to provide a facilitative Teadership to e movément The architecture of BIN is along
similar lines as the TQM movement of Japan. Experiénce of sther countries, such as South Korea
and, more recently, Malaysia, which have Systematically improved capabilities of coordination and

implementation, has also been cdn_si_dered while dev'eloping IBIN to fit India's conditions,

NITI Aayog

In 2015, Government of India set up the NITI Aayog or National Institution for Transforming
India Aayog with modified functions jn Ccomparison to its predecessor Plag ning Commission. The
feasons were that the nature of €conomy changed towards a market-dominated System and that the
rights of states were fo be given greater consideration for which a new structure and dynamic was
required. Planning Commissjon s largely portrayed as ovemniding the sensitivities and priorities
of states and thus was pot respectful of federalisn. Niti Aayog is 2 policy think-tank of Union
Government of India that aimg to involve the states in economic and development policy making

in India, It provides strategic and technical advice to the government. Prime Minister of
India heads the Aayog as its chairperson.

In Hindi, NITI meang Policy, and Ayog means Comumission. India is a diversified country and its
states are in various phases of economic development along with their own strengths and
weaknesses. In this context, a “one size fits a[p’ approach to economic planning is obsolete.
tannot make India competitive in today’s global economy”
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The NITT Aayog comprises the following:
1. Prime Minister of India as the Chairperson

2. Governing Council comprising the Chief Ministers of all the States /UTs and Lieutenant
Govemors of Union Territories :

3. Regional Councils may be formed to address specific issues and contingencies impacting
more than one state or a region. These are formed for a specified tenure. The Regional
Councils will be convened by the Prime Minister and will comprise of the Chief Ministers
of States and Lt Goveinors of Union Territories in the region. These w111 be chaired by the
Chairperson of the NITT Aayog or his nominee

4. Experts, specialists and practitioners with relevant domain kn'owl'edgc as special invitees
nominated by the Prime Minister
5. Full-time orgamzatlonal framework comprises of
¢ Vice-Chairperson
¢ Members: four Full-time
¢ Part-time members: Maximum of two from leading universities research

organizations and other relevant institutions in an ex-officio capacity. Part-time’
members will be on a rotational basis

 Ex Officio members: Maximum of four members of the Union Council of Ministers
to be nominated by the Prime Mlmster

’ Chlef __tﬁ'e Ofﬁccr To be appomted by the Prime Mlmster for a fixed tenure
) Secrcmnat as deemed nccessary : :

Aim's and Ob]ectwes of NITI Ayog

NITI Aayog provides a critical dlrcctional and strateglc mput 1nt0 the development process. Jtis a

“think-tank" that will provide Governments at the cenitral and state levels with relevant strategic
and technical advice actoss the spectrum of key elements of policy such as Make in India, Digital
India and Swachh Bharat.

It will foster better Inter-Ministry coordination and better Centre-State coordination. It will help
evolve a shared vision of national development priorities, and foster cooperatwe federalism,
rccogmzmg that strong states make a strong nation.

The NITI Aayog will develop mechanisms fo formulate credible plans at the village level and
aggregate these progressively at higher levels of government- bottom up approach to devclopment
It will ensure inclusive economic growth.

The NITI Aayog will create a knowledge, innovation and entrepreneurial support system through a
collaborative community of national and intemational experts, practitioners and partners.

NIT! Aayog will menitor and cvaluate the implementation of programmes and focus on
technology upgradation and capacity building,

Through the above, the NITI Aayog will aim to accomphsh the following objectives and
opportunitics:
» An administration paradigm in which the Government is an "enabler” rather than a
“provider of fist and [ast resort.”
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* Progress from “food security” to focus on a mix of agricuitural production, as well as actyal
returns that farmers get from their produce..

+ Ensure that the economicaily vibrant middle-class remains engaged, and its potential is
fufly realized. - '

* Leverage India's pool of entrepreneurial, scientific and intellectual human capitat.

+ Incorporate the significant geo-economic and geo-political strength of the Non-Resident
Indian Community.

* Use urbanization as an opportunity to create a wholesome and secure habitat through the
use of modern technology. '

¢ Use technology to reduce opacity and potential for misadventures in govermance.
* Leveraging of Indix's demographic dividend, and realization of the potential of youth, men

and women, through education, skill development, elimination of gender bias, and
employment

* Elimination of poverty, and the chance for every Indian to live a life of dignity and self-
respect

* Reddressal of inequalities based on gender bias, caste and economic disparities

* Integrate villa 'c_o_n_a_lly in__lq the dclvpllopment process

. Safcgliar,tﬁn’gof‘bugé-qqﬁmmnen.tél and-épdiogic:_il assets

NITI Aayog vs Planning Commf’é‘sjqn SN FAE S5
. Planning Commission had allocative functions - recommending plan financial transfers;
centrally sponsored schemes etc. Niti Aayog does not have such function '
2. Planning Commission had many more members and ail were full time members.

3. Planning Commission was directed by the National Development Council to flesh out the
FYPs. Niti Aayog on the other hand has both the poitical wing composed Union Ministers
and Chief Ministers as well as the think tank wing in a single body.

4. Niti Aayog has provision of regional councils that Planning Commission did not have,

e, p
R

3. lo the NITI Aayog, State governments play a more significant role through Goveming
Council than they did in the Planning Commission.Planning Commission - States' role was

limited to the National Development Council and annual interaction during Plan mectings

country is right on as compared with the previous structure, where 2 handfal of people formulated

e vision and then presented it to the National Development Council (NDXC). This was not entirely
absorbed and adopted by the latter."
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One important change introduced is to resize and restructure, From 1,250 positions, a downsizing
was done to about 500 employees in the institation. There has also been a restructuring within the
institution dividing the staff into two. hubs—one is the Knowledge and Innovation hub, and the
other 15 called the Team India hub. Team India hub largely interfaces with states because
cooperative competitive federalist is one of our important mandates. Knowledge and Innovation
hub is going has about 12-14 verticals which will deal with different sectors. It also adopted 2
different approach in its relationship with states. The relationship under the previous institution
(Planning Commission) wasunequal, because the institution gave plan assistance to states and
became the ‘giver’ and'states became the “recipients’ of the money. This made the relationship
unequal. Now, Niti tried to have a more equal relationship.

There is a very good example of the equality in the relationship (between NITI-Aayog and states)..

In 2015, three sub- groups of chief ministers were set wp for making recommendations in three
important areas (centrally-sponsored schemes, skilt development and Swachh Bharat). The sub-
group on centrally-sponsored schemes was asked to study 66 cenirally-sponsored schemes and
recommend which ones to continue, which to transfer to states, and which to cut down.

NITi Aayog will monitor, coordinate and ensure implementation of the globally accepted
Sustainable Development Goals. It is nominated as the nodal body that will bring the 17
development goals into sction across India. The SDGs are aimed at eradicating all forms of
poverty.

NITI’s Achievements By-201

Vision Docurent, Strategy & Action -Agendad 12" Five Year Plan: Replacing the
Five Year Plans beyond:31™ Mirch, 2017, Fil:Aayo prepared the 15-year vision documert
keeping in view the social goals set and/ or pro for a perjod of 15 years; A 7-year strategy
document spanning 2017-18 to 2023%0%@1% ﬁg@;—tcm vision into implementzable
policy and action as a part of a “National Development Agenda”. The 3-year Action Agenda for
2017-18 to 2019-20 is aligned to the predictability of financial resources during the 14" Finanee

Commission Award period. .

I Reforms in Agriculture:
* Model Land Leasing Law’ : _
Taking note of subaptimal use of land with lesser number of cuitivators, NITI Aayog has
formulated a Model Agricuitural Land Leasing-Act, 2016 to both recognize the righis of the
tenant and safeguard interest of landowners. A dedicated cell for land reforms was also set
up in NITI. Based on the model law, Madhya Pradesh has enacted separate land leasing law
and Uttar Pradesh and Uttarakhand have modified their jand leasing laws. Some States,
including Odisha, Andhra Pradesh and Telangana, are already at an advance stage of
formulating legislations to enact their land leasing laws for agriculture. -

* Reforms of the Agricultural Produce Marketing Committee (APMC) Act
NITI Aayog consulted States on critical reforms -

i) Agricultural marketing reforms
i) Agricultural land leasing

Subscquently, Model APMC Act version ? prepared. States are being consulted to adopt
APMC Act version 2. .
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Agricultural Marketing and Farmer Friendly Reforms Index _
NITI Aayog has developed the first ever ‘Agriculture Matketing and Farmer Friendly
Reforms Index’ to sensitise states abouf the need to undertake reforms in the three key arcas

of Agriculture Market Reforms, Land Lease Reforms and Forestry on Private Land (Felling

and Transit of Trees). The index carries a score with a minimum value “(” implying no
reforms and maximum value *100” implying complete reforms in the selected areas.

As per NITT Aayog's index, Maharashtra ranks highest in implementation of various
agricultural reforms. The State has implemented most of the marketing reforms and offers
the best enviromment for undertak; g agri-business among all the States and UTs, Gujarat
ranks' second with a score of 71.50 out of 100, closely followed by Rajasthan and Madhya
Pradesh. Almost two third States have not been able to reach éven the halfway mark of
reforms score, in the year 2016-17, The index aims to induce a heslthy. competition between
States and percolate best practices in implementing farmer-friendly reforms.

II. Reforming Medical Education - ’ -
A committee chaired by Vice Chairman, NITI Aayog récommended scrapping of the Medical
Council of Indi and suggested a mew body for regulating medical education. The draft

legislation for the proposed: National Medical Commission bas been submitted to the
Government for further necessary action. ' '

_ajrments Movement

" magouofhandholdmg efforts

er Stakeholders. was prepared.

vas pirparedzon the subject for

S’ were ofgatized by NITI Aayog

for trainimg and Eamciw"b'ﬁgdihfﬁ? rious Ministries/Departments of Government of

India, representatives of State/WTs s Trafleband] Industry Bodies as well as all other -
stakeholders. = - * W?% ﬂl?g )

NITI Aayog also constituted a Committee of Chief Ministers on Digital Péyments in
November 2016 with the Chief Minister of Andhra Pradesh, Chandrababu Naidu, as the
Convenér to promote transparency, financial inclusion and 2 heaithy financiai

ecosystem nationwide, The Committee submitted its interim report to  Prime Minister
in 2017. ' ' '

B e
e b IO E B

Niti Aayog élso launched two incentive schemes to promote digital payments across
all sections of society - the Lucky Grahak Yojana and the Digi Dhan Vyapar Yojana.

Digi Dhan Melas were also held for 100 days in 100 cities,

IV. Atal Innovation Mission _
The Government has set up Atal Innovation Mission (ADM) in NITI Aayog with a view to
strengthen the country’s innovation and entrepreneurship ecosystem by creating instifutions and

programs that spur innovation in schools, colleges, and enirepreneurs in general, In 2016-17,
the following major schemes were rolled out:

Atal Tinkering Labs (ATLs): To foster creativity and scientific temper in students, AIM
is helping to establish 500 ATLs in schools across India, where students can design and
make small prototypes to soive challenges they see around them, using rapid
prototyping technologies that have emerged in recent years.
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* Atal Incubation Cenfres (AICs): AIM wili provide financial support of Rs..l{} crore and'

capacity buidling for seiting AICs across ludia, which will help startups expand quicker
and enable innovation—entrepreneurship, I core sectors such ag . manufacturing,
transport, energy, education, agriculture, water and sanitation, efc,

V.Indices Measuring States’ Performance in Health, Education and Water

Management

As part of the Prime Minister’s Focus on outcomes, NITI has come out with indices to
measure incremental annual outcomes in critical social sectors like health, education and
water with a view to nudge the states into competing with each other for better outcomes,
while at the same time sharing best practices & innovations to help-each other - ap éxample of

competitive and cooperative federalism.

VL Sub-Group of Chief Ministers on Rationalization of Centrally Spensored
Schemes _ '
Based on the recommendations of this Sub-Group, 2 Cabinet note was prepared by NITT
Aayog which was approved by the Cabinet on 3 Avgust, 2016. Among several key

deciston, the sub-group led to the rationalization of the existing CSSs into 28 umbrella
_ schemes, L ' -

VIL Sub-Group of Chief Ministers on Swachh Bharat Abhiyan
Constituted by NITT Aayog-on 9% Marc 2018 he Sub-Group has submitted ifs report to
22 igst.of its%_recomend_ations?havc been

the Hon’ble Prifhé
accepled, '

i

VUL Sub-Group of Chiief Minist. on Sk % evelopment - B
Constituted on 9" Mearch, 201%, ﬂ’l?j‘l' rtm;{ﬁ?(%mup of Chief Ministers on Skijp
Development was presented bé?o é’%' e"Frinte Minister on 31/12/2015, The
recornmendation and actionable points emerging from the Report were approved by the
Hon’ble Prime Minister and are in implementation by the Ministry of Skitl Dlﬂéfopmcnt_

IX. Task Force on Elimination of Poverty in India o . '
Constituted in 2015 under the Chairmanship of Dr. Arvind Panagarly'a, Vice Chairman,
NITI Aayog, the report of the Task Force was finalized _anq *submlttcd to tlge Prime
Minister on 11" July, 2016.The report of the Task Force primarily focusses on issyeg of
measurement of poverty and strategies to combat poverty. It is reconune.nded that an expert
committee be set up o arrive at an informed decision on the level at which the poverty line
should be set.”” With respect to strategies to combat poverty, the Task FO{ce has made
recommendations on faster poverty reduction through employment intensive Sustained

rapid growth and effective implementation of anti-poverty programs.

X. Task Force on Agriculture Development ‘ )
The Task Force on Agricultural development was constituted in 2015 under the
Chairmanship of Dr. Arvind Panaganiya, Vice Chairman, NITI Aayog. The Task Force
based on its works prepared an occasional paper etitled ‘iRa]Sl!lg Agljl‘j‘_llltllfﬂl Productivity
and Making Farming Remunerative for Farmers” focusing on 5 cnl_lcal aress of Indjap
Agriculturc. Thesc are (i) Raising Productivity, (i} Remunerative Prices to farmers, (iii)
Land Leasing, Land Records & Land Titles; (iv) Second Green I.{evglutmn-;-‘c,cm on
Fastern States; and (v) Responding to Farmers’ Distress. Afier taking inputs of 4) the
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States on occasional paper and through their seports, the Task Force submitted (he final

report to Prime Minister in 2016. It has suggested important policy measures to bring in
reforms in-agriculture for the welfare of the farmers as well as enhancing their income,

N ational Develop ment Agenda

NITI Aayog’s third Governing Council meet held earlier in 2017 saw the Prime Minister
presenting National Development Apenda. ’

The National Development Agenda includes:

*  Vision: A 15-year-long vision between 2017-18 to 2031-32 that combines national goals
with international sustainable goals, :

e Strategy: A 5-year long plan between 2017-18 to 2023-24 to convert broader vision into
implementable policy.

. Action Plan: A three year short-term action plan between 2017-18 to 2019-2020 to translate
- policies into action by 2019. . RN

The National Development Agenda aims at good govemance and best practices in sustainable and
equitable development.It offers a resolution method for inter-sector and inter-departmental issues
in order to accelerate the implementation of the development agenda.

5 YEAR PLAN 2>

© T ) NATIONAL DEVELOPMENT AGENDA ' o - -

178 t0 203132 | 201748 0202324 2017-18 to 2019.20
" 1Syearlongtesrm Vision  * T-year ‘midsterm *  3-year short-term Actio
. . o Strategy , Plan o :
* Combinesnationalsoilal, . Convartsa Broader * Translatespolicy into:
goals and international visloninter - action by 2019
Sustainable - - . implementable policy
Devslopment Goals - o
" Exgé_nd;. beyondthe _ . Align‘ed to the )
traditional Ptan mandate i, predictability of financial
toinclude internal vd resources during the
sectirity, defence; stc: i 14* Fingnce Commission
. . T - Award Period

Beginaing 2017.2018 © ..t

There are over 300 spectfic action points that had been identified, covering the whole gamut of

sectors. The period of action agenda coincides with the period of the 14th Finance Commission’s
award. '
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India And The Manufacturing Sector

India’s development experience with planming in the 1950°s had a foundstional approach to
manufacturing. The Nehru-Mahahobis model (2 FYP) is premised on capital goods mdustry
and self-reliance. India had the manpower. Technical institutes were set up and higher education
received its due. R&D was focused upon to feed into manufacturing through better technology,
Howeve, the momentum could not be sustained as we did not have the land Iesources necessary;
R&R policy could not be implemented satisfactorily and thus land acquisition was difficult in a
democracy; domestic private sector investment was scarce; we did not-open upto FDI and thus
competition suffered as did productivity. Lack of an outward looking policy denited on ‘our
competitiveness. By the nineties, China already was becoming an global industriaf powerhouse.
Since then, the following factors acted as deterrents to India’s manufacturing drve.

1. Infrastructure bottlenecks — power, roads, telecom ete.

2. from the last decade, Chinese imports did not allow local manufacturing and '_in fact led to de-
industrialisation in India whether solar cells, tyres, steel, electronic items efe.

3. reservation for the MSMEs and favourable terms to them led fo the morai hazard- they
developed a vested interest in not scaling up - _ -

4. labour laws were made to protect labour that was already working, They could not be retrenched
and thus companies preferred capital intensity as there was no liberal “exit policy”

e

s

7. In the last two ccades,serwes - ¥y stféin’g forc’e andit stﬁfcmccl that we
could skip thie secondary sectorand focus on becomiing a plobal back office, o

Services sector ~led growth in mdla*’@l@lﬁﬁfmeilég@%é E’g E

The services sector is the dommant sector in India’s GDP. There is more FDI into services sector
than manufacturing. Service exports are making up for merchandise trade deficit. However,
India’s economic growth path has been markedly different,

In today’s developed economies, manufacturing led the growth process in early stages of
development. After agriculture matured, services took over the lead role only after a fairly high
level of industrial development had been reached. The same pattern was also observed in the East

Asian “tiger” economies and in China.

Like many other developing countries, India’s economic growth has not conformed to this
classical historical pattern of agriculture to industry to services. We opted to promote services
sector in preferenee to manufacturing as we saw global opportunity in it as also because our land
resources did not allows us to go for Jarge scale manufacturin £- wiiness the friction in setting up
the special economic zones. India differs from China in this regard as well as the fact that China is
authonitarian and the government held all the land. Suiting India, the world offered historic

opportunities by way of digitization and globalization.

In the 1990’s certain government policies favoured services and disadvantaged manufacturing.
Compared to manufacturing, services have been lightly taxed and taxing began only in 1994. Rise
In per capita income also had a significant effect on the demand for better services in the country-
education, health, transport, finance, advertising, telecom, insurance ete.
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Inadequate atiention to development of physical infrastrneture constrained manufacturing more
than services. And since the reforms of the carly 1990s, trade and foreign investment for services
have been more liberal than those for manufacturing. The digial push to economic growth made
globalization inevitable and irreversible and raised prospects for service sector growth in India.

Services contribute more than manufacturing to India’s “output growt, productivity growth and
job growth.” |

Earlier there were fears that services sector could not sustain an economy but in three critical areas
. there is parity or even superiority established by the services sector- trade-ability, transport-ability
and scal-ability. Thanks to digital technologies connecting the world seamlessly,

About the sustainability of service sector led growth in India, Ejaz Ghani, World Bank
economist and a service secior evangelist for India’s rapid economic growth, says; “The digital
revolution, by lowering transaction costs in services and overcoming problems of asymmetric

infotmation, has made services more dynamic than in the past. The emergence of e-commerce -

platforms is an example of how digital yevolution can lower transaction costs, increase
productivity as well as make it more inclusive, For many internet-based businesses or services,
fixed up-front costs can be high initially, but once the physical infrastrecture is in place, each
additional customer, user, or fransaction incurs very little extra cost There is mounting empirical
evidence that developing couniries are relying more on services and less on manufacturing as
drivers of growth and job creation -Globalization of services is the tip of the iceberg, Services,
which accourt 152 &’83%?‘”‘?;%‘% I P OTINC 1CE

that services aré.non-fangh x?abl;é,, i
services thatgmbifﬂlglt%d%qglﬁlf zal

vides new Gpportiinities for India to

find niches beyondimaiiufiohifingty ale up, and aChieve high growth. As
) R e B b R It i arere
the services produced and traded across the world expand with globalization; the possibilities to

develop based on services will contﬁ%cﬁsgm%%eéof change will be rapid in line with

the digital- revolution. Global intebnct But this growth is much faster in

developing countries. India alone adds one million new users every month to a booming mobile
phone market,

Ghani’s Prescriptions: Investments in both physical and human infrastructure matter greatly for

attracting new enterprises ‘in both manufacturing and service industries. But unlike i the
manufacturing sector, investments in human infrastructure, education and skills, matter much
more. Given its stage of development, India needs accelerated investments in both physical and
human infrastructure to suppert new drivers of growth and job creation,

Some policy experts have rightly argued that India is on the “brink” of a techno-institutional
revolution. Take the example of mobile technology and examine its role in banking. Banking is
currently concentrated in the urban areas, but cities are saturated with bank branches. On the other
hand, 300 million rural people across 300 districts in India have no access to banking. Expansion
of digital technology can play a big role in improving rural access to banking. Financial inclusion
can be achieved through last-mile connectivity. Payments Banks since 2016 have been helping in
the process. India Post Payments Bank is likely to revolutionalise financiat inclusion even more.
That in turn could help medium-size cities, small towns and villages to become new drivers of
growth. Digital India, Jan Dhan, Skill India, Payments Banks are S0Ime examples.
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Services Sector Growth And Jobs In India

-Three ba310 groups of services can be defined: traditional services which include “wholesale and

retail trade, “hotels and restaurants™ and “transport and storage™; modern services which include
“communication” (a category that inchides telecom services), “financial services” and “real estate-
renting-business services” (a categody that includes software services); and social services which
include “public administration and defence” and “community, social and personal services”, The
traditional and the social services are non-tradable while the modem services are internationally
tradable. The traditional and the modern services are mostly in the private sector while the social
services are mostly in the public sector. '

Services stand out in many imporiant ways. Some generalities need to be noted to begin with.
Services are of three types: traditional, modern and social services. “Modern services”—banking
and insurance, education, computer related services, research and development, health,
communication, legal services and accounting—together account for about 16% of GDP. Modern
and social services are produced in the orgamised sector and mainly by formal employees.
Traditionial services are essentially produced in the unorganised sector and -mainly by self-
employed workers and employ generally low-skilled workers while modern and social services
employ high-skilled workers. Labomproductwny in traditional services is much lower than that in
modern services. In 2010, modern servicés accounted for less than {1 per cent of total services
employment and 38 per cent of services output, while traditional services accounted for S8 per cent
of sérvices empl d 40 per cent of services output. Thus, modem services productivity is

higher.

Eﬁcrcghig]ia_:skxllcd workcrs m comparison
i all the bencfits 16 employees.

As can be inferred from above, th%@@ ﬂde % He‘t%r%@givhat the services sector contributes

to the economy and its employment.For India, the share of the services sector in GDP is 53.2%,

wh_lle its share of total employment is much less, at 28.6%.

Construction sector is in the secopdary sector in the classnﬁcatlon of components of cconomy by
the CSO in the national income calculations.

A common. mlspercept:lon has to be comrected. India’s services-led growth has not been “jabless™.
It has created not only large number of jobs but also high quality, formal, highly skilled jobs. Real
wages of both regular-formal and casual employees have also increased though the former have
gained much more than the latter,

Manufactuning is far less job-intensive and creates low-skilled jdbs unlike the services-led growth.
Experts on the basis of the above evidence say that manufacturing-led growth could be used to

shift labour out of agriculture anid thus reduce underemployment and povertyand the rise in income:

inequality.

1990s, saw a combination of factors driving services sector growth domestically and globally
raising hopes that it can more than substitute for the manufacturing led growth. Digital technology
grew at cxponential speed and services sector was the biggest bencficiary particularly for India
with its higher education advantages. ft automatically led to growth 10 financial services, telecom,
retail and spread to transportation, travel, tourism, media, health services and so on as government

policies favoured and the percapita incomes rose. Technology facifitated new ways of deing
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business via increasing computing power, data storage capacity and date transmission capacity.
Telecom connectivity has grown at a rapid pace Farmers who were carlier dependent on
middlemen, now have better information on pricing. The organised retail sector has brought in
efficiency in the supply chain. We arc now seeing the rapid growth of e-commerce and onlipe
retail stores. The antomobile industry is a key contributor as the fise i sales of personal vehicles
has created a multiplier effect on support services required afier sales,

Transportation and logistics services grew rapidly as demand for goods grew across the obuntry.
Service sector not only creates direct output and direct ermployment, but also the anciltlary services

and employment generation. For every job created in the IT and IT easbled services sector, four
Jobs are created elsewhere.

India’s current per capita income is about $1,800 (India in 2017) and has enormous implications
for savings growth, consumption demand and the abili ty to be a sustainable driver for the demand
in services. Travel sector is seeing growth as air and road travel grow, in tum leading to a growth
in demand for tourism and hotels. It is aided by initiatives like “Paryatan Pary orgarized by
Ministry of Tourism in coilabdmt_ion with other Central Ministries and State Governments across
the country in October20[7.. .- -

Simiﬁrly other sectors like media, entertainment, h_ealih care and education all benefited with
increased aspirations of the retail consumer. .

- grcition of new smart businéss models which are
3¢zl Faedia. Given these factors, coupled with our
1 (rajectory for both growth and per capita
2ycléto sustain for many years that will have 2
"j'fmihéentivgs in wide variety of sectors such as

Technology ¢or S
based on leveragingldipi
demographic dividend anfifhe _

GDP, we-have ek , ,»ﬂ,
GOI wants services sector boosted and so

tigatida,

health. care, tourism, education, _'},“‘b;jg;ineae ing.§ Sommunications, transportation, information
. . Lo A B PR
technology, banking, finance, managemefit, among $thiers. :

" India signed Cdmprchcnsivc Economic Partnership Agreement {CECA) with Malaysia and

Singapore and Comprehensive Economic Cooperation Agreement (CEPA) with Japan and South

'Korea. Both have a service component,

After the trade facilitation agreement (TFA) in goods under the World Trade Organization (WTO)
came into force in 2017, India submitted the draft legal text at the multilateral body for a similar
dgreement in services which is expected to help in the smooth movement of professionals, The
implementation of the Goods and Services Tax (GST) would create a common national market and
reduce the overall tax burden on goods. It is expected (o reduce costs in the long run on account of
availability of GST input credit, which will result in the reduction in prices of services,

India-ASEAN free trade aﬁree}neﬁt_ (FTA) in services and investments came into force from 2015
in countries which have ratified it. :
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- words, fiscal polics

FISCAL SYSTEM
Fiscal Policy Definitions
¢ That part of government policy Wilich is concerned with mising revenue through taxation and

with deciding on the amounts and purposes of govemment spending.

+ The govermment's policy in regard to taxation and spending programs. The balance between
these two areas deterrnines the amount of money the government will withdraw from or feed
into the economy, which can counter economic peaks and shimps.

* Government spending policies that influence Imacroeconiomic eonditions. These policies
affect tax rates and government spending, in an effort to contro] the economy. -

* Government ﬁolicy for dealing with the budget-especially with taxation and borrowing

* The policy of a government in controlling its own expenditures and iaxation, which fogether
- make up the budget Lo - ' i

* Fiscal policy is the means by which a government adjusts its levels of revenue and spending
in order to monitor and influence a nation’s economy :

Fiscal policy involves use of taxation and government spending to influence economy. In other
cyselates to raising andspending mone quaiititative and qualitative terms.
a0 T h2 - : i :

';

As far as fiscal oceIpts are cb’hcém'_: faxes, ‘usér c wei, water, tran's'port'.f'phargcs efc.),
disinvestmentf{p_r&icéé_d_é;_bqrrowirigs__ ternal, andextentil sofirces are’ the mainchannels. All
receipts are not earfied and some are borrowed. Receipts and expenditure are divided into revenue
and capital accourits. Expenditure is Bso hown as Plan.and Nba-plan items.

prstaccouts Bxpenditureis Beoghoun o Planah M

Fiscal policy deals not only with the quantity but the guality of public finance as well. In other
words, not merely how much is raised and spent but how has it been raised- is it raised by way of
taxes or borrowings; are they excessive or imational etc. Also, the way the finances so raised are
used- wastefully or productively. How much is spent on plan heads and how much populistically
targeted etc also is studied. ' ‘

Fiscal policy can achieve important public policy goals like growth; equity; promotion of small
scale industries; encouragement to agriculture; location of industries in rural areas; labour -
intensive growth; export promotion; development of sound social and physical infrastructure etc.

Art.112 of the Constitution mandates that expenditure be shownin revenue and other categories.

Neon-Plan expenditure is not a Constitutional term but s in use to erophasize on the point that
government spends financial resources for consumption (maintefiance) as well as asset creation, It
includes expenditure on i nterest payments; defense; subsidies; and public administration.

A break up of the finances into revenue and capital streams, in general, is as follows:
*  Revenue receipts are recurrent rece{pts. Revenue account includes the following receipts:
laxes and non-tax sources. Taxes are income ftax | corporation tax, excise duty, customs
duty etc; non tax resources include user charges ;interest reccipts; dividends; profits etc
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* Revenue account expenditure js essentially the non-plan expenditure that does not create
assets, that is, - interest payments, defence; subsidies and public administration. 1t is
synonymous with maintenance and consumption expenditure as also welfare expenditure,

* Capital account receipts are recoveries of loans and advances made by the Union

Government to States, UTS and PSUs; fresh bomowings from inside the country and from

abroad; disinvestment proceeds ¢tc. As is clear from above, some of them are debt and
some are non-debt, '

* Capital account expenditure is loans made to States, UTs and PSUs; expenditure for assef
creation in infrastructure and social arcas; loans repaid etc.

Definitions of Deficits

Revenue deficit is the difference between the revenue receipts on tax and non-tax sides and the
revenue  expenditure.  Revenue  expenditure s conventionally  considered synonymous
with consumption. and non-development, in general. But in the case of India, the social sector
expenditure like on education, labour welfare, heaith, contributions to agricuiture, social security
etc on government - flag ship schemes are in the revenue expenditure. When revenue deficit is
-ze10, we can fund for consumption from govermment’s own resources and not borrowing.

ERD

Biit, was introduced in the FRBM Act
=1 defined as the“difference between

P A 3

“the revenue d

s

E=

Grants for creation of capital asse%.rare_ ,ggﬁ ed, as i?c_ ts-in-aid given by the Central
Government to the State Govemmer,ti‘ts, d&&iﬁ]ﬁ ﬁﬁ' ; Jtm bodies, autonomous bodies and
other scheme implementing agencies for creation of capital assets”. The amendment seeks to
-eliminate effective revenue deficit by 2015 which was later postponed to 2018 March. -

The government is committed to reduce the effective revenue deficit to 0.7 per cent in 2017-18 and
take it t 0.2 per cent by 2019-20 .

The [4th Finance Commission suggested the government scrap this concept because the
Constitution has provisions only for revenue and capital expenditures.“Under the Constitution,
there are only two categories of expenditure — the ome on the revenue account and that broadly
expressed as capital expenditure. Artificially carving out revenue account deficit into effective

revenue deficit... leads to an accounting problem and raises the moral hazard issue of creative
budgeting,” the Commission had said.

FD = Total expenditure of the Govemment in a budget minus (Revenue receipts + non-debt
creating capital teceipts).
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~ Budget deficit considers only the difference between the total budgeted receipts and the
expenditure, the amount that was printed by RBI and supplied to the GOI as credit It was abolished
in 1997. : ,

Fiscal Deficit mirrors the health of government firances most accurately unlike the budget

deficit concept. BD does not cover all bbrrowings but only that portion of the borrowings for
whick govemment relies on printing money by the RBI

like LIC etc.) any longer due to pressure on interest rates or for reasons like fresh money injection
into the economy is necessary to push growth up, It means infusion of fresh currency into the
market. It corresponds to fhe budget deficit that is discarded as 2 concept since 1997. It is
discontinued from 2006 asa part of the FRBM 2003.

Primary deficit is the difference between the fiscal deficit and the interest payments. The concept
helps in assessing the progress of the government in jts fiscal control efforts. -

Deficit FinanGing:ié she phiaseisedtodsonibe ancing:of gap between Government receipts
and expenditure. Such gap is called budgetary deficit. It is fi ngnced by printing fresh money by the
RBI. The gap can be genuine as lhej%é Sriyhént : E}}é@énd on welfare and infrastructure for
which it has no money and so borrows from the RBJ; or due to bad finances of the government; or
mainly for consumption and populism, .

When the Government has to spend more than what it can raise through tax, non-tax and other
sources, it borrows from the market, It can not borrow above a certain amount from the market as
it may be inflationary; push up interest rates and thus make it even more costly for the government
to service the loan which also tilts the balance away from capital expenditure; and crowd out
privaie investment. Then Reserve Bank of India prints money and supplies credit though at a cost
and not free. In other words, when the résources from taxes, user charges, public sector enterprises,
public borrowings, small scale borrowings and othiers are not enough, RBI prinis and gives to the
Government. It is called deficit firancing. ' :

The money printed by the RBI s called high powered money or reserve money or monetary base,

The concept of budget deficit was dropped from 1997 budget and as a result deficit financing also
was stopped in that limited sense. That s, as 4 concept both were discontinued as the two were two
sides of the same coin- budget deficit is monetized through deficit financing. In fact, FRBM
disallows RBI printing money fo finance government deficit in normal conditions.

The bencficial contribution of deficit financing to India’s economic planning and development is
manifold. First, in the early 1950s, our domestic savings ratio was less thae 9 per cent of GDP, and
atconstrained the investment and welfare activity of the government.
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Second, the capacity to raise non-inflationary sources of financing (taxes, smal savings, genuine -

pubtic borrowings, ete.) was highly limited.

Third, external aid could supplement domestic funding only to a limited extent. It is better to
source debt from inside than outside. '

Fourthly, foreign direct investment was discouraged as a source of investment and thus scarcity of
tuvestment resulted. Therefore, govemnment borrowing became necessary through monetization,

There are two views on the matter, There are some people who regard deficit financing as essent;al
for-the purposes of development and welfare; as a healthy means of stimulating economy., There
are those who regard any deficit financing as inflationary and 2 serious threat to the stability of the

On-balance it may be said that, if deficit ﬁnanciﬁg is done prudently and the borrowed momy is
used well, it is healthy. However, if the borrowed - money is wasted for maintenance, is it against
good economics as it can negatively affect money supply and inflation; and also dampen growth.

- The viability and desirability of deficit financing, in short, depends on
- ® Extent of borrowing L '
* Eud use of the money borrowed.

How Mucl__]__j}s(-;fstﬁ el iyt

t.is: bridged by’ market,-bor
(monetization),-if negessary: To a’ imtted EXtent Rl

5L

.cénitral tbank printing fresh currency
iitiportant as the Government’s ability to
help growth and welfare increases. -_i%:vgtmncnt-' _alév ySereum the loans when its revenues
tmprove due to tax buoyancy. Howeveri Fly bec :,-éjgggtgg;auc and even destabilizing when it
overshoots a rational threshold. Sovercign debt crisis in Greece and the fiscal woes of USA are the
result of unsustainably high debt and bomowing. ' ' '

Thcrcfore, moderation of fiscal deficit js important. Large and persistent fiscal deficits are a cause

of concern, s they pose several risks. Fiscal deficits may cause macroeconomic instability by
inflating the economy as money supply rises, '

Government liabilities- interest payments. increase and there is far less for development.
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BOP pressures may mount if inflows drop due to the-country being downgraded by rating agencies j
like Standard and Poor, Moody etc. Therefore, FDs must be moderated they are desirable within

limits but hurtful beyeond the limits.

The above analysis applies to FD in normal times. But in abnormal times like since 2008-09 when
the world slipped into recession impacting Indian economy negatively, FD must be allowed to be
increased . for the fiscal sttimuli which are necessary to arrest downturn in the economy and revive
growth. FRBM allows such counter-cyclical expenditure. Even then deficit should be incnrred not
for populist expenditure but o stimulate the economy. :

AR T o L R

25

s

The sovereign debt crlsis__(SDC) of Greece is due to excessive FD. However, an SDC is by
definition inability of the government to service the loans taken from offshore credit market in "
foreign currency. It has no relation with intemnal debt. Though the two are intimately related as
explained here: Greece borrowed from overseas market and spent excessively. Taxes were not -
collected efficiently and there was large scale evasion. Government revenues fell drastically due to
recession and tax leakages. The need for massive borrowing and spending increased. The stimulus
package aimed at keeping up social services did not yield any retums in monetary terms which
meant that the Government could not retum the loans it took and so could not rzise further loans
that were affordable: government was not ablé to raise the money at normat rates of interest. It had
to pay high rates of interest. That means it was debt-trapped- borrow to pay the existing debt at
higher and higher rates. The banks and other financial institutions that invested in Greek
government bonds panicked The:r share pnce fell. Financial system was in danger of instability.
Similar Cl‘lSlS "w:w 243 : idz pam aud Portugal too. These countries are
acronymally called PIGS “Th lesson from Greek crisis is that 'FD may be incurred only for-
productive reasons and ensure good returns and extemal loaris for budgetary purpases are to be ata
minimal level: Tax: collect1ons shOuld be cfﬁc1ent Accounts of govcmment should be properly

maintained and not dressed up.

e T R N R A AL e g et

L bR ]
W I RE EFEeT iR
Mi Fr OENL % R3

Reducing FD

FD has to be reduced and the FRBM fargets are to be conformed to, under norrnal conditions. But
upto3% of GDP for FD as laid down by FRBM Act is necessary and cles1rable as the Government
can borrow and spend for welfare and growth.

it

T

bt

The extent of reduction and the manner of reduction matter. More resources should be raised from
taxes, user charges, disinvestment etc. Expenditure control should not involve cuts on social sector
expenditure as it hurts poor and demographic dividend can not be reaped

The level of FD should be determined keeping in consideralion the following
» whether the debt can be put to productive deployment

» The rate of retrm on the borrowed funds’ use is adequate

» the impact on private sector investment by way of crowding out effect ctc.
Even more important is not to cut social spending in a move to reduce deficit. In other
words, while FD reduction is needed for macroeconomic stability and inter-generational panty.

Introduction of GST, the DTC amendments, selective disinvestment, broadening of tax base, tax
buoyancy etc. will yield enough to moderate borrowings.
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Global Crisis And The FD In India

Therefore, Govcnnncn@ took it upon itself to spend more by borrowing. The result is that fiscal
deficit reached an abnormally high level- 6.8% in the year 2009-10. The fiscal measures taken by

the govemnment to counter the megative fall -out of the global slow down on the Indian economy
paid off. ‘

Firstly, the Government responded by providing three focused fiscal étimulus packages in the form

- of tax relief to boost demand and increased expenditure on public projects to create employment
- and public assets. : ‘ '

" Secondly, the RBI took a tumber of monetary easing and liquidity enhancing measures to facilitate

How of funds from the financial System to meet the needs of productive sectors,

This fiscal accommodation led to an increase in fiscal deficit from 2.7 percent in 2007-0.8 to 6.2
petcent of GDP in 2008-09, These measures were effective in arresting the fall in growth rate of
GDP in 2008-09 and stemmed the fall and achieved a growth of 6.7 per cent. The growth rate
further improved 1o 8.4 % for the next two fiscal years of 2009-10 and 2010-11.

Fiscal Responsibility and Budget M}néfgérﬁ-gnt (E&Mf éét's‘zom was notified in 2004 with the

following salient features _
* annual targets of reduction ip deficits, government borrowing and debt

* Goverriment to annually teduce the revenue deficit by 0.5 per cent and the fiscal deficit by
0.3 per cent beginning fiscal 2004-05. -
2009

* acapon the leve] of guarantees and total liabilities of the Government.

. Prohibits Government to bormaw from the RBI (primary borrowing) after April 1, 2006. RBI
Can not print money to lend to the government. -

* climination of revenue deficit and reduction of fiscal deficit to 3% of GDP by March 31,'

-+ Ona quarterly basis, that Government shall Place before both the Houses of Parliament an
assessment of trends in receipts and expenditure.

¢ Annually pre'sent.the macro-economic framework statement, medium term fiscal policy
statement and fiscal policy strategy statement. The three statements would provide the
macro-economic background and assessment relating to the achievement of FRBM goals.

of deviations, the Government would not only be required to take comective measures, but
the Finance Minister shall also make a statement in both the Houses of Parliament.
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Borrowing from the RBI is permitted in exceptional situations like natural calamities, FRBM was
brought in for fiscal discipline; increase plan expenditure; reduce the amount of borrowings; meet
consumption from government’s own fiscal resources; leave the RBI with autonomy as far as
money creation goes eic. Fiscal consolidation is necessary particularly in the era of globalization
when the penalty for imesponsibility is high.

New Zealand was the first country to enact a Fiscal Responsibility Act in. 1994, thereby setting
legal standards for transparency of fiscal policy and reporting; and holding the Government
formaliy responsible to the public for its fiscal performance. A similar legislation, the Charter of
Budget Honesty, has been enacted in Australia. The UK too, has enacted a Code for Fiscal
Stability. The global recession from 2008 onwards has made the government breach the FRBM

targets vastly. But fiscal consolidation since then has been on track and the target for FD in 2017-

18 as mentioned above is 3.2% of GDP and to be made 3% by 2018-19.

FRBM 2.0

The 13th Finance Commission reviewed the Act in 2009 and suggested that there should be greater
flexibility regarding the fiscal targets as there is uncertainty in'general and also about the global
economy.These include agro-climatic events of a national dimension, global recessions impacting
the country’s exports and shocks caused by domestic or external events like asset price bubbles or
systemic crises in important sectors like the financial markets, '

1:by: the Finance Act 2012. Ori¢ of the
amendments 3 3 .tl@%f“a] Pelicy Statement, Fiscal Policy
Strategy State; Croecon tatement;the Central Govemment would
also have to ‘lay:a-Fourth :Statement viz,; the Mediuin Ten Expenditure Framework (MTEF)
Statement in both the Houses of Parjiament, imr'r%gdiatel? ollowing the Session of the Parliament

in which the Budget has been presep{ih;‘_d:imﬁF §t§%e@gn;'i§e§ forth a three-year rolling target for
expenditure indicators. '

Another sigmificant change made in the amendment fo the FRBM Act in 2012 was that, instead
of targeting the revenve deficit, the FRBM Act would target a new concept, the ‘effective revenue
deficit’—the difference between. revenue deficit and grants for creation of capital assets. In
essence, this placed capital expenditure out of the purview of the revenue deficit.

Finally, the dates by which the effective revenue deficit and fiscal deficit targets were to be met

were extended. The effective revenue deficit was to be climinated and the fiscal deficit was to be -

below three per cent by March 2015. These targets were once again revised in the Finance Act
2015, postponing the dates of achievement to March 2018, ‘

Fiscal Consolidation

Fiscal consolidation means strengthening  government finances. Fiscal consolidation is citical as
it provides macro-economic stability; cuts wasteful expenditure; can enable govemment to spend
more on infrastructure and social sectors. Tax reforms, disinvestment, better targeting of subsidies
and so on are the hallmarks of fiscal consotidation. “

Enactment of FRBM Act provides an institutional framework and binds the government to adopt
prudent fiscal policies. There is a need to involve states to effect overal! fiscal consolidation and
strengthen the growth momentum,
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GST and revised DFC are  ap important federal effort toward fiscal reforms and consolidation, - ;ér,
Also, without fiscal consolidation. conversion of subsidies into capital expenditure that forms b
assets- it is not possible to step up public investment, especially in areas such as agriculture, where g—;
gross capital formation has dropped from 1.9 per cent to 1.3 per cent of GDP since 1990.9). J
Fiscal consolidation in India includes fhe following reforms: : ;.
* Revenue reforms include tax reforms og both direct and indirect tax front; rationalization of ;
tax exemptions, improving efficiency of tax collection, and tax stability, g3
¢ On the expenditure side, reform areas include cutting out non-essential and unproductive "-: .
activities, schemes and projects, allocation of resources to priority areas, reducing cost of
services, rationalizing subsidies; reduction of time and cost overruns on projects, getting ]
Proper ‘outcome’ from output | :
The reduction in fiscal deficit should pot be achieved by a reduction in plan expenditure. It shoul.d ' u
be done by way of realisation of higher revenues and rationalizing revenue non-plan expeaditure - B _.
Kelkar Committee 2012 &,

b
coat 1

ieve fiscal prudence after the stimulus. Kelkar

tt could be achiaved through a combination of share sale 5

diict subsidies: through raising piices of diesel and
and Services Tax or GST.Administrative

becfing p of IT ifiritive ave lso boen sggestod

reforms including

Bimal Ja]sin'é;rﬁi:ﬁi‘ftﬂée 011 Expenditure Ménaéement

i
B

subsidy regime, incliding food and petrolenm éubsidics, and make it more targeted while

providing full protection to the poor. The subsidy biil on food, petroleum and fedilisers is
-estimated at Rs2.4 lakh crore for 2017-18 fiscal, '

Austerity

When the fiscal position weaken much, the austerity measures taken can be: ban on five-star
- venues for government meetings; foreign locations for conferences, exhibitions and seminars; and
executive class airtine tickets- for officials; keep .the size of delegations going abroad at an

“absolute minimum; banned recruitment for. central govermnment posts for one year and the
purchase of new vehicles. ' -
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N.K. Singh panel to review India’s Fiscal Responsibility and Budget
Management (FRBM)

The N.K. Singh panel to review fndia’s Fi.s'.ca! Responsibility and Budget Management (FRBM)
Act suggested the creation of a new Fiscal Council and a focus on public debt o GDP ratio- target
of 60% debt to GDP by 2023 from the present level of about 68%.

The FRBM Committee, set up-in May 2016 to review the Centre's fiscal roadmap, had submitted
its four-volume report in January 2017. '

The committee favours a debt-to-GDP ratio of 60% for the general government by 2022-23, 40%
(38.74%) for the central government and 20% for state governments. Within the framework, the
committee has recommended adopting fiscal deficit as the key operational target consistent with
achieving the medium-term debt ceiling, at 3% of GDP for three years, between 2017-18 and
2019-20. Revenue deficit-to-GDP ratio has been envisaged to decline steadily by 0.25 percentage
points each year from 2.3% in 2016-17 t0 0.8% in 2022-23.

The committee has prescribed a so-called glide path to these targets—steady progress towards
them—and also suggested that there be. some flexibility in the deficit targets on both sides,
downwards when growth is good and upwards when itiss’t. - o

The panel has recommerid andFiscal:Responsibility Actafier repealing the

(FRBM) Act, and creating a fiscal council.

The proposed:three: member fiscal council will:prepare multi-year fiscal forecasts for the central
and state” goverminients (togethér “called {He ™ genetal Sovernment) and provide an’ independent
assessment of the central govemnmeft's fiscal peeformaricé and compliance with targets set under
the new law. Lo RETYY LA Ry -

However, to deal with unforeseen events such as war, calamities of national proportion, collapse of
agricultural activity, far-reaching structural reforms, and sharp decline in real output growth of at
least 3 percentage points, the committee has specified deviation in fiscal deficit target of not more
than 0.5 percentage points. )

The committee said that if there is a sharp increase in real output growth of at least 3 percentage
points above the average for the previous four quarters, fiscal deficit must fall by at least (.5
percentage points below the target,

For any deviations, the Centre would be expected to hold formal consultations with the three-
member Fiscal Council that would also make multi-year fiscal forecasts for Central and General
governments. '

The commitiee has also called for institutional reforms in general- government’s fiscal

management, including the Centre giving consent to State borrowings under Article 293 of the
Constifution. ' : '
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| Major Budget Reforms 2017

* Budget presentation preponed — Union budget was traditionaily presented in the

last week
of February and passed by mid-May. However, in 2017, budget was presented op
L : : :

February

* There was no vote on account(Art.116) thus

* Railway Budget merged - The Railway Byd gel was presented separately since 1924 on the
recommendation of committee leg by Sir William Acworth, This was

~ Railway revenue was high. But railway revenne has shomk to 115 percent of genera)

revenue. From 2017 onwards, railways will be part of the general budget. By merging the
two budgets, the government can take a wholistic view.

done because

. * Planand non-plan expenditure removed

* Shankaracharya committee on calendar for budge(

Plan And Non Plan Expenditure Classification And Its Unsustainability

[n the Budget, expenditure is shown both as revenue and capital and also ag plan and non-plag
‘within both, In conventional understanding, ‘Plan’ expenditures, as the name implies, encompass
annual plan projects contributing to five-year plan; these include projects like dams, roads,
power Pl_alltsfggg@y -Blan expendi b0 'tenance,,cconsumptien-@and-awelfare. Non-
plan- expendifire. Qe@h@_"g‘ s being built, it is asplan item of
expenditure, %e‘ﬁ%‘o@f gféd'gn

pl¢ 0n-plan item of eij‘jg;}dit_ilrc.

] T ananboth feven eand-capital expensiture and revenue
Plan expenditure ig composed of Hagship Programmesgasssecen below. Ag present, non-Plan
expenditure constitutes approximately 70-75 percent of the budgetary expenditure at central and

‘_Ndn-plan’ expenditure rﬁay be on the revenue or capital accounts and has the following items
* Interest payments :

" e Subsidies
* Defence
* Puablic Admn,
* Loans and grants to States, PSEs and UTs

for CBDT, construction  of office buildings by CPWD, acquisition/construction of

residential and non-residential buiidings for Indian Missions abroad and investment in
Intemational Financial Institutions, Capital Outlay on Police '

* Erants to foreign governments - for BhutAn, Nepal, African Countrics, Bangladesh | Sri
Lanka, Myanmar, Afghanistan, Maldives, and other developing countries
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Rangarajan Committee 2012

The high-level expert committee was set up in 2010 under the Chairmanstip of Dr. C. Rangarajan
to suggest measures for efficient management of public expenditure and was mandated 1o see
whether the classification of expenditure into Plan and Non-Pian is ratiogal and can be continued.
The report of the Commitiee was presented in 2012 and the following are the salient points;
¢ The govemment should do away with the distinction between Plan and Non-Plan
expenditure and redefine roles of the Planning Commission and the Finance Ministry. Plan
and Non-Plan distinction in the budget is not able to provide a satisfactory classification of
developmental and non-developmental dimensions of govemment expenditure, ‘[t has

therefore become dysfunctional. The commitice recommended that Plan apd Non-Plan
distinction in the budget should be removed. ' B

* The report suggested a basic shift to outputs and outcomes.

* The report also called for strengthening the Central Plan Monitoring System (CPMS) and

empowering the citizens to seck information on flow of resources and utilisation with a
view to promoting fransparency and accountability. ' '

The distinction between plan and non-plan expenditure items has become simplistic and
is artificial and untenable. The building of a ew school or a primary health centre is considered a.
Plan investment but its nunning and- maintenance is considered non-Plan spending.. Thus, very
nent allocation being reduced for mainfenance as it is classified as non-

5% salary consntuted Plan Revenue
vas, Plan Capital Expenditure. The

i chers (Kendriya Vidyalayas, Navodaya Vidyalas, other
govemment schools) and for doctors (Health centres and Medical colleges of the government)
came from Non-Plan Budget while school buildings and hospital buildings were plan expenditure.
Thus there are buildings without employecs. ‘

Expensive equipments in hospitals were bought under plan spendin g but maintenance suffered as

employees were not hired, Thus, assets are neglected, New projects are allofted money while the
completed projects are neglected. '

would be easier now by putting plan and non-plan expenditure together; this approach of looking
at expenditure as a whole will also hel p link outlays to outcomes betier.

The rcaso'r;s for scrapping the distinction from 2017-18 are
* 5 Year Plans are discontinued

* Pianning Commission js no longer there

'*  Undesirability of keeping the distinction for the 1casons detaijed above.
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Public Debt A
Public debt includes government's intenal debt comprising borrowings inside the country like "%
market loans; borrowing from the RBI through printing; and external debt comprising loans from i
foreign countries, international fwancial institrtions, NRI deposits, commercial institutions etc. In <7
the expression public debt and “other liabilities” “Other liabilities” include outstanding against ?%
the various small saving schemes, provident funds ctc. External debt means what the nation owes o
to foreign lenders- includes private sector borrowings too. However, public debt includes what the £3
govemment owes to lenders inside and outside the country. (More in the classroom)
Public debt is justified as the government does not have adequate resources and taxation can not be -
done beyond a’point. ¥ should be for productive reasons and also welfare reasons. The spiral of ki
deficit and debt run the risk of undermining the country's creditworthiness, devaluing the curmency
and destabilising the entire economy with grave social consequences. Therefore, it should be 2
incurred judiciously. " &
India’s debt to GDP ratio, when the total outstanding liability ~internal and external, is included as 3
of March 31, 2017, is Rs 68:5%. ¥

Genenally, Government: debt-as a percent. of GDP is used by investors to measure a country’s
ability to make future payments on its debt, thus affecting the country’s borrowing costs and
government bond yields. - - . : _ :

S ExlEm 2 Reéport '.:(:11.6--1.7-’ prq;ared.by-the Department
of Economic Affairs, Ministry of Fiﬂ%rgce, Government of India gives a detailed analysis of India’s
Extemal Debt position at end-March 2017 %% 137 2EE Ny .

The salient features of the Report are:
* India’s external debt stock stood at US$ 471.9 billion, decreasing from 2016. The decline in

external debt was due to the decrease in long-term debt particalarly NRI deposits and
- commercial borrowings.

* long-term external debt w'asUS$ 383.9 billion and  accounted for 81.4 per cent of totat
external debt '

* Short-term extemal debt increased by 5.5 per cent to US$ 88.0 billion. This is mainly due
to the increase in trade related credits, a major component of short-term debt with a share
0f98.3 per cent.: " : ' '

. Government (sovereign) |

.éxteﬁia'l debt was USS 95.8 biltion and constituted 20.3 per cent
of the total external debt. . :

* India’s external debt has remained within manageablc limits and the extemal debt situation
has improved as indicated by the increase in foreign exchange reserves cover to debt to
784 per ceat and fall in the external debt-GDP ratio 1020.2 per cent. External debt of the
country continues to be dominated by the long-term borrowings.
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A cross country compatison based on ‘Intemational Debt Statistics 2017' of the World Bank, which
presents the debt data for 2013, shows that India continues 1o be among the less vulnerable
countries with its external debt indicators comparing well with other indebted developing
countries. External debt comptises of commercial borrowings, NRI deposits, short-term debt as
well as multilateral and bilateral debt.

Commercial borrowings continued to be the highest with a share of 37.4 per cent of total external

debt, followed by NRI deposits (24.1 per cent) and short-term debt (18.4 per cent). Multilateral
debt .is at 12% and bilateral debt is at about 5%. The share of US dollar denominated debt
continued to be the highest in external debt, followed by the Indian rupee, SDR, Japanese yen and
euro. The ratio of concessional debt to total external debt was 8.7 per cent.

The valuation effect arises because external debt is denominated in different currencies, and the
US dollar value which is the international unit for debt, fluctuates over time vis-a-vis other
cutrencies. If US dollar appreciated against Indla.n rupee and most other ma_lor currencies or

“otherwise, there is'a change in the total debt stock.

External Debt Manageme'nt

The prudent extemnal debt management polrcy of the Government of Indla continues to focus on
monitoring long and shori-term debt, ralsmg soverelgn loans on concessional terms with longer
maturities, regu Mhrough. end-use, encouraging rupee
denominated Lferesii__rates_onn Non-Resident Indian
deposits. Lo h

Rupee Debt -

T

Rupee denominated debt refers to that pal?ﬁ 3 I.édl%is l%a%k cxternal debt that is denominated in
India’s domestic currency, thc Rupee.

Unhke foreign currency denominated external debt like ECBs, FCCBs etc in case of rupee
denominated debt the currency risk (the risk arising “from appreciation or depreciation of the
nominal exchange rate) is borne by the creditor and not by the borrower. Borrower retrns as much
as he borrowed (as many rupees) with interest as fixed irrespective of the exchange rate . Thaus, if
the domestic currency appreciates vis-a-vis the foreign currency, the creditor stands to gain vis-a-
vis the borrower siace he receives more rupees than the curreat rate suggests,

In India rupee denominatgd debt comprises the following categories;
* Rupee Debi; Includes the outstanding defense and civilian state credits extended to India by
the erstwhile Union of Soviet Socialist Republics (USSR). The repayment is primarily
through exports of goods to Russia. :

o Rupee denominated Non-Resident Indian (NRI) Deposits,

¢ Foreign Institational Investors (Fll) investment in Government Trcasury-Bills and dated
securities and

* FI investment in corporate debt securities (with such investments ceiling set by GOI
annuatly).
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In short, external debt consisis of
* long-term external debt which is the bulk part

¢ NRI deposits

. multiiatcral loans

* commercial borrowings
* bilateral loans and

*  Trade credit

Internal Debt

Intemal debt includes loans raised by the government in the open market through treasury bills and
sovernment securities, special securities issued to the RBI and most importantly, various bonds
like the oil bonds, fertilizer bonds etc.The money sterilized from the market in by the Market
Stabilisation Scheme (MSS) is also shown in the govemment's staternent of liabilities, Introduced
- In 2004, MSS envisages the issue of treasury bills and/or dated securities to absorb excess | iquidity

arising out of the excessive foreign currency inflows, (Read ahead)

The internal debt of the government also includes others like the outstanding against small-savings
schernes, provident fund , deposits under special deposit schemes etc. These debts are shown
x e s g N : T R M b g e,

under a sep

Debt should bemodérated for:the T s - t noﬂFD aﬁi_?ﬁ!_ve.g.’:' '

b Ly
Masala bond is a term used to refchb g'é:gncna] instroment through which Indian entities can
_raise money from overseas markets in rupee, not foreign currency. By issuing bonds in Iupees, an
Indian entity is shielded against the risk of currency fluctuation, typically associated with

Masala is an Indian word for spices. The term was used by Intemational Finance
‘Corporation (IFC) to ‘evoke the culture and cuisine of India. Dim sum bonds are bonds issued
-outside of China but derominated in Chinese renminbi, and not the local currency. They are named
after dim sum, a popular style of cuisine in Hong Kong. Similady, Samurai bonds for Japan,

it raised money to fund infrastructure projects in India, Later in Intenational Financial Corporation

for the first time issued green masala bonds to be used for Private sector investments that address
climate change in India.

in 2016 HDFC issued Masala bonds and thereby became the first Indian comﬁany to issue masala
bonds and later NTPC issued first corporate green masala bonds. NHAI, Shriram Transport
Finance and Indiabuils Housing Finance are the others (2017)
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An investor who buys a bond issued by an Indian entity at a rate that is, say, 200 basis pomts
above the globally accepted pricing benchmark — the London Interbank Offered Rate or Libor is
optimistic about India, and hoping that currency and inflation would be stable enough to ensure
good returns after factoring in exchange rate risks. With India’s GDP or national income rising,
and projected to grow at a reasonably fast rate over the next few years, many overseas investors
like to buy such bonds to earn higher returns compared to the US and Europe where interest rates

are stifl low,

The key for the success of these bonds will be a stable exchange rate. If the masala honds take off
it conld lower India’s cost of capital over a penod of time. Inflows from these financia]
instruments could also support the fupee. Tt is seen as a small incremental step towards
internationalisation of rupee and full rupee convertibility. Masala bonds are a step to help
internationalise the Indian rupee and also deepen the Indian financial system. IFC's S-year green
Masala bond is listed on the Londoa Stock Exchange. Similar offerings from other countries have
also been afier the food or culturs of that country like "dim sum” label for Chinese offshore issues
or "Samurai" bonds for Japancse oﬁ'shorc iSSies.

Before masala bonds, corporates have had to rely on avemues such as extemal commercial
borrowings or ECBs. The challenge with the likes of ECBs is the entity raising money is faced
with a currency risk - they have to be raised and repaid in dollar termus.

The Reserve Bank of Indl_ja has issued gmdclmcs a!lowmg Indian- compamcs non-bankmg finance

companies (HDE ndias: mElcs “of ‘such’ compamcs) and
infrastructuresin %stmg" ﬁﬂvestment vehlcles thai pool money
from vanousz, I estate st‘.ctors);sto 1S5ue  nipee-

denominated B b

Zero Basc Budgeting N E}eﬁ}ii

Tenth Plan Approach Paper says that ZBB will be followed for rationalization of expenditure. The
ZBB methodology was taken up firstin 1987 in the Union Budget and was recommended for the
Govermment departments and PSUs. Many state governments also applied it, for example,
Govemment of Rajasthan and Maharashtra .The Maharashtra (Government renamed it
Development -based budget’ :

Under the ZBB, a close and. critical examination is made of the existing government
programmes, projects and other activities to ensure that funds are made available to high priority
items by eliminating outdated programmes and reducing funds to the low priorty items.
Governmental programmes and projects are appraised every year as if they are new and funding
for the existing items is not continued merely because a part of the project cost has already been
incurred. Programmes are discarded if the cost-benefit ratio is below the prescribed norms.

The objective of the ZBB s to overhaul the functioning of the government departments and PSUs

so that productivity can be increased and wastage can be minimised. Scarce govemnment resources

can be deployed efficiently. ZBB as a resource planning and control technique and process yielded |

substantial benefits in the advanced countries like New Zealand, UK, Australia and Sweden in
terms of efficiency gains, better resouzce use, lower costs and finally surptus budgets, particularly
in New Zealand. However, the use of ZBB to human development programmes and poverty
alleviation and employment generation programmes is limited and the results are cumulatwe and

can not be assessed annually.
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The Economic Survey 2014 says that the expenditure on social schemes needs to be rationalised.
-“What is needed is a ‘zero budgeting® approach with a Tevamp, reorganization, and convergence of
schemes.” Zero-based budgeting runs contrary to traditional budgeting where the previous year's
.budget is taken as a base, It re-evaluates the entire budget o -

WMAs

Prior to 1997, the RBI lent to central government against ad hoc Treasury bills, (since mid-50’s)
This provision for extending short-term financing was created t6 bridge temporary mismatches in

receipts and paymients. However, the central government slipped into the practice of rolling over
this facility, resulting in automatic monetisation of thé government’s deficit. Automaticity refers to
RBI having to"print money if the Government’s cash balances with the RBI went below a
threshold fixed. It had no choice but to create currency and lend to the Government of India. The
process of creating 91-day bills and: subsequently ‘funding them into non-marketable ‘special
securities at a very low interest. rate (4.6%) emerged as a principal source of borrowing. It was
 thought to be irrational for the reasons that the inferest rate is not market driven and was very
concessional. Nor did the RBI have any voice in deterring the same. Nor was there a limit to how
much'could be printed in this way, T '
In the case of statc governments, the RBI
or unsecured advances extended at the bank rate( marginal standing facility), while special WMAs
are extended zgainst the povernment secirities: The latfer | exhausted first and then the former
may be sough ! borrqws over and above the WMA
allowed for ity th  liniit €6 that foo set by the RBI

Adhoc Treasu

Union Government replaced adhoct?éa{&%%lllsgwﬁth‘m in 1997. WMAs given by RBF to
GOI do not require any ¢ollateral. Its amount is limited and arrived at the beginning of the fiscal
year through consultation between Govetnment and the RBE. There are penal interest rates if the
pre-agreed amount is violated. Ways and Means Advances are made at the Repo Rate. Overdraft is
charged penally at two percent above the repo rate '

Replacement of the adhoc bills with WMA. represents an advance in fiscal discipline and
harmonization of the fiscal and monetary policies as the RBI is consulted in Govermnmental short
term borrowing and the ‘automaticity’ is dropped in the creation of currency by the RBI to fund
govemmental expenditure. : '-

Some Words

Fiscal Drag

A situation where inflation pushes income into higher tax brackets- bracket creep. The result
is increase in income taxes but no increase in real purchasing power. This is a problem during
periods of high inflation. Government gains due to higher tax collections and the economy suffers
as growth is dragged down due to less demand. In high-growth and high inflation economies
(“overheated”), fiscal drag acts as an automatic stabiliser, as it acts naturally to keep demand stable.
More in the Classroom '
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- Fiscal Neutrality . _
When the net effect of taxation and public spending is neutral: nejther stimuiating- nor
dampening demand.

Crowding Out . : -
Excessive govemment borrowing can fead to shrinkage of the liquidity .in the market; forces
the interest rates to go up; private investment is crowed out for two reasons: liquidity availability is
less and the rates are high. Investment suffers and growih decelerates. The Govemment also may
not spend the borrowed resources well to generate returns. it may spend on populist schemes.
However, if the government deploys the fands well, it may have a ‘crowding in’ effect: the
infrastructure built can have a multiplier effect on investment, jobs, tax collections and growth. For
example, Bharatmala that-was announced in October 2017.

Pump-Priming | .

Deficit financing and spending by a goveinment on public works in an atiempt to revive economy
during recession — countercyclical measures. Tt can raise the purchasing power of the people and

thus stimulate and revive economic activity to the point that deficit spending will no longer be

cconsidered necessary to maintain the desired economic activity. o

Small Savings _

Small savings instruments are Post Office Monthly Income Schemes and Time Deposits; National
Savings Scheme; Indira Vikas Patra; Kisan Vikas Patra; Public Provident F und and so on. They
are aimed at promofing safe: anck uals, They are Called small savings
because ‘the athdting'saved-is Telativels/siall. T nitiated by the central’ Government but
mobilized by the ‘State Governmenits:and are. dépasited “with’and managed by the central

government, Asareward Sté;é":'G all’such- savings as loan.

Small savings are a sizeable ponioﬁ?%g ﬁnancialﬂsavﬁgsgof the country. They contribute to the

¥

finances of the Government- federal afd"Stath- tHat' i§,’ tﬁe’y‘a?c an important source of borrowing -

for the government. These schemes have a built in tax concesston that enhances their attraction for
the small savers. They also earn a rate of interest that is higher in comparison to what the banks
offer. They are meant to be savings by low income and other groups but are open to ali.

Small savings instruments in India are retailed through 1.53 lakh post offices of which about 1.29
lakh are in rural areas. : |

The National Small Savings Fund (NSSF), in the Public Account of India has all the small savings.
Money in the Fund is invested in Central and State Government Securities. The javestment pattern
is as per norms decided from time to time by the Government of India.

The Fund is ‘administered by the Government of India, Ministry of Finance (Department of
Economic Affairs) under National Small Savings Fund (Custody and Investment) Rules, 2001,
framed by the President under Article 283(1) of the Constitution.

2017

The government in 2017 exempted all but four States from mandatory investment norms for the
National Small Savings Fund (NSSF). It means that all other states except the four are not on-lent
the savings mobilized. They have other ways of raising loans, presu mably at cheaper rates. But the
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It will help the Centre lower its dependence on market borrowings through the RBI, it will also
help keep the fiscal deficit in check though only in statistical terms. Public Account of India where
the NSSF is placed is outside the budgetary approvals from Parliament. However, repayment of
the principal and interest will be from the Union Budget. Economists said the Centre could provide
other public sector units a dispensation similar to the one given to the FCL.

Public Goods, Merit Goods And Demerit Goods

Public goods are those goods whose consumption by some does not diminish them for others. That
is, they are non-rivalrous. Common éxamples include law and order, parks, street-l; ghting, defence
etc. They are goods meant for the entire public. Merit goods are 800ds like education, health care
¢tc. that are important for the society as a whole- that is, they have positive externalities, Market
may not supply them in adequate quantities. Government supplernents the market. Demerit goods

They include

) ficre i5es. They ar¢ the status markers
and exclustvi

' H o .
Budget deficit (fiscal deficit) audm}icoigﬁtg ééhgcg;?t e former fuelling the latter as the
borrowings increase are known as twin deficits. USA is a piime example. So is India!!!!
(Recent developments in the classroom) '

‘Fiscal Cliff'

A combination of expinng tax cuts and across-the-board government spending cuts that were
scheduled to become effective Dec, 31, 2012. The idea behind the fiscal cliff was that if the federal
Sovemnment allowed these two events to proceed as planned, they would have a detrimental effect
on an already weak economy, pethaps sending it back into an official recession as it cut
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MONETARY AND CREDIT 'POLICY

Definitions: :
* The strategy of influencing movements of the money supply and interest rates to affect
output and infiation :

* The actions of a central bank that determine the size and rate of growth of the money
supply, which in turn affects interest rates.

* A macroeconemic policy tool used to influence interest rates, inflation, and credit
availability through changes in the supply of money available in the economy

'* An attempt to achieve broad economic goals by the regulation of the supply of money

¢ - The regulation of the money supply and interest rates by a central bank in order to control
inflation and stabilise currency '

* Monetary policy is the process of managing a nation's moitey supply to achieve specific
goals—such as constraining inflation, achieving full éraployment etc.

= Monetary policy is made by the central bank to manage mouey supply to achieve specific
goals—such as constraining inflation, maintaining an appropriate exchange rate, generating
jobs and economic growth. Monetary policy involves changing interest rates, either
direct:_. pr-indirees]: ;hgo ch-open.mark _%g%xggsmtting-.Iesepve...,récgyire;nents, or

123

The use by the Central Bank of int% ey 'ndgcathgn. §1§ o ents to influence money supply to
achieve certain macro economic gcfals tgﬂfvwn”‘as rh{jnf:EgI policy. Credit policy is a part of
monetary policy as it deals with how much and at what rate credit is advanced by the banks.
Objectives of monetary policy are: .

e accelerating growth of economy

« price stability

« exchange rate stabilization

+ balancing savings and investment

+ Generating employment and

Monetary policy can be expansionary or contractionary: expansionary policy increases the total
supply of 'money in the economy, for example, in 2008-09 all over the world including India, to
beat recession/slowdown; and a contractionary policy decreases the total money supply by
tightening credit conditions. Expansionary policy is traditionally used to combat unemployment in
a recession by lowering interest rates, while contractionary policy has the goal of raising interest
rates to control inflation. .

Historically, Monetary Policy was amnounced twice a year - a siack season policy {April-
September) and 2 busy season policy (October-March) in accordance with agricultural cycles.
However, since monetary Policy has become dynamic in nature, RBl reserved its right to alter it
from time fo fime, depending on the state of the economy. Reserve Bank of India decided to
announce Bi-monthly Monetary Policy Statements- once every two months- from April 1, 2014,
This statement is in keeping with the recommendation of the Ugit Patel Committee.
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The tools available for the central bank to achieve the monetary-policy-ends are the following
¢ Bankrate - ‘ ' ' T
s Reserve ratios

Open market operations

Intervention in the forex market and

Moral suasion '

Bank Rate

Bank Rate is the rate at which RBI lends long term to coinmercial banks. Bank Rate is a tool
which RBI uses for managing money supply. Afiy revision in Bank Rate by RBI is a signal to
banks to revise deposit rates as well as prime lending rate (PLR is the rate at which banks lend to

- the best customers. It is not in use any more.)

Since beginning of the last decade, bank rate is in a limbo. It has no effective use. It ig a penal rate.
In 2011, the bank rate was aligned with the newly introduced marginal standing facility. Today it
stands at 6.5% (2017).Bank Rate is aligned with Marginal Standing Facility (MSF) rate, which, in
tum, is linked to the policy repo rate. Alignment was because the MSF is also a penal rate. (Read
ahead). R EER TR

Earlier, bank rate was the policy rate. Bank rate has been replaced with repo rate as the policy rate
for many years now.:: 4] day: epabyate charged-onbanks for shortfzlls in

meeting their’

It is a transaction in which two pdrtfés:age{%a ségl?nga% i hase the same security. Under such
an agreement the seller sells Speciﬁe_(? Securities witlah Jagfeement to repurchase the same at.a
mutually decided future date and a price. Similarly, the buyer -purchases the securities with an

agreement fo resell the same to the seller on an agreed date in future at a predetermined price.

In India, RBI lends on a short term basis to banks on the sc;:urity of the government bonds (iepo).
Banks undertake to repurchase the security at 2 later date- over night or few days. RBI charges a
repo ratc for the money it lends. It is 6.25 % presently (201 7

Reverse repo is when RBI borrows from the market (absorbs excess liquidity) on the basis of
securities and repurchases them the next day or after a few days. The rate at which it borrows is
called reverse repo rate as it is the reverse of the repo operation. Reverse repo rate 25 basis points
(0.25%) below the repo rate- 6% (2017) o

The Repo/Reverse Repo transéction can only be done in securities as approved by RBI (Treasury
Bills, Central/State Govt. securities). RBI uses Repo and Reverse repo as instruments for liquidity
adjustment in the system. : I

Repo rate is known as policy rate and.'is used as signal to the financial system to adjust their
lending and borrowing operations. '
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Repo rate. Collateral used mcludas' all the govemgxe%n securities.

SRIRAM 'S [FES
MSF

In 2011, RBI introduced the Marginal Standing Facility as a window through which the
commercial banks can borrow from the RBI at a rafe that is more than the repo rate. It is meant to
ease liquidity in the market. Banks can use the repo route for the secunities that they hold over and
above the mandatory SLR level- 19.5% of bank deposits. If the banks do not have securities over
and above the SLR requirement for any reason, MSF is open to them. They can use securities
below the stipulated SLR. MSF is open to the banks that want to borrow from the RBI even if the
credit is costlier. However, there are limits to how much can be borrowed from the MSF window.

The aim is to ease liquidity.

MSF is the penal rate- because the SLR limit is breached. Bank rate is also a penal rate- for
breaching the SLR and CRR limits. Therefore, there is a need to bring the bank rate on par with the
MSF as was done by the RBI in2011-12. Both stand at 6.25% today (2017).

MSF window also has become necessary because the repo operations are [imited to a specific
period during the day. Banks have sccurities in excess of the SLR requirement as is a safe
investment and also repo window opens. Only.Scheduled Commercial banks use this route. They
use the collateral of government securities including SLR. (Read above)

LAF.

Liquidity AdjiSlieiit FAGRGALAFToEsatodice: in 2000. Funds vnder LAF are used
by the banks day ' i ~LAF covers ¢redit at repo and reverse
repo rates. U) rore. It has uses for Batiks, ‘NBFCs, DBs
(Development 6anks)’ ts:of RBI. Money is lent by the RBI at

e
Reserve Requirements

In economics, fractional- reserve “banking is the near-universal practice of banks in which banks

keep a fraction of the total deposits managed by a bank  as reserves that are not to be lent. The

Teserve ratios are penodleal]y changed by the RBI. The reserve requirement is a bank regulatlon,
that sets the minimumn reserves each bank must hold as a part of the deposits. These reserves are
demgned to sat[sfy various needs like providing loans to the Government ), safety of ‘banking
operations, regulation of liquidity, management of interest rates, checking speculation”  and
inflation management(CRR).They are in the form of RBI approved securities (SLR) kept with
themselves or cash that is kept with the RBI(CRRY). .

Statutory Liquidity Ratio (SLR)

It is the portion of time {fixed deposits) and demand liabilities(savings bank and current accounts)
of banks that they should keep in the form of designated liquid assets like government securities
and other RBI-approved securities like public sector bonds - current account balarices with other
banks and gold SLR. aims at ensuring that the need for government funds is partly but surely met
by the banks. SLR was progressively brought down from 38.5% in 1991 to 19.5% (2017).
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The main objectives for maintaining the SLR ratio are the following:

* focontro! the expansion of bank credit. By changing the level of SLR, the Reserve Bank of
India can increase or decrease bank credit expansion,

¢ toensure the solvency of commercial banks,

* tomake the commercial banks 1o invest in govemnment securities like govemment bonds
so that government has adequate financial resources for its commitments

SLR is 2 blunt instrument and Wwas unchanged for more thap a decade and half till the Lehman-
induced global financial and €conomic crisis of 2008,

CRR

cap on CRR :a£3% STesn timade in these stitutes in 2007
removed the ligntslowersy Apper; er Operatiopal Hexibility to make its
monetary adjgstients ORR i¥adjudt 1 d inflationzThe mbreithe CRR, the
less the monegzuanbli AendinE et Rl in.the economy. CRR was 159 i

1991 and today 1t s 4%(_201’7) If _in__flatié is , mg cy.sﬁiaply needs to be taken out and so
CRR is generally increased. Byt in 2%eSAReRS

governed by the provisions of Section 42 of the Reserve Bank of India Act, 1934,

RBI uses CRR: either to drain excess liquidity or to release funds needed for the growth of the
- economy from time to time. Increase in CRR means that banks have [ess funds available and
money is sucked out of circulation. Thus jt Serves two purposes.is a portion of bank deposits is
kept with RBI and js totaily risk-free enables RBJ to control liquidity in the System, and thereby,
inflation. RBI increases CRR to tighten credif and lowers CRR to expand credit. During the
downturn afier the global Great Recession 2008 October onwards, CRR was reduced but as growth
and inflation retumed since 2009, CRR was gradually increaseq,

management,

1ncremental CRR
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and 31,000 bank notes. RBI obscrved that with the demonetisation decision, there wag , Surge i

deposits relative to the expansion in bank credit, leading to large excess liquidity in the System,

It assessed that the magnitude of surplus liquidity available with the banking syster wag ex
to increase further in the weeks o come. In view of this, RBI decided to absorb thg
liquidity by applying an incremental CRR a5 a purcly temporary measure. The Process of puttj 2
in place other liquidity absorption measures like issuance of Market Stabilization Scheme (MSS]
bonds was taking time and in the meantime the incremental CRR hike was an nterim measure, J;
also aimed at signaling RBI’s apprehension that inferest rates could fall sharply with Such
unprecedented excess of liquidity.

Banks raise deposits to lend and make profitBut in the case of remonetisation deposits, they wil] be
allowed to be withdrawn afier some time- months or weeks and if the bajkks don’t have the money
having lent all, there will be a crisis. The- deposits that came into the banking system as a result of
the demonetization were not voluntary but forced. They were not savings but only to get
remonetized, Thus, their nature is different. They were not to be lent and therefore had to taker out
of the system. That explains the 100% CRR on these deposits within a certain period. That is why
it is calfed incremental CRR and not CRR. CRR continued to be 4%,

SLR vs CRR

ots.in.the-hands.of RBI. ta regulate money
&d for different purposés. CRR has 3
alongfeimtool. SLR enables Banks fo earn money
FIRRSs Didintainied in cash orm with ‘central bank,

FKEDEwith the banks themselves,

Both Cash Rese

ahy

Open Market Operations oﬁiﬁﬁ% g} ¢ EE;

OMOs of the RBI can be described as outright purchase and sale of government securities in the
open market (open market essentially means banks and financial institutions) by the RBI in order
to influence the volume-of money and credit in the economy. Purchase of government securities
injects money into the market and thus expands credit, sales have the opposite effect- absorb
excess liquidity and shrink credit. ‘Open market operations are RBI’s most mportant and flexible
monetary policy tool. Open market operations do not change the total stock of government
securities but change the proportion held by the RBI, commercial and cooperative banks.

There are two methods that the RBI uses to control the money supply in the economy-
* Qualitative Method _
*  Quantitative Method- through reserve requirements and ratios

Qualitative Method
By Quality we mean the uses to which bank credit is directed.

For example- the Bank may feei that speculators or the big industrialists are getting &
dispropartionately large share in the total credit, causing various disturbances and inequality in
the economy, while the small-scale industries, consumer goods industries and agriculture are
starved of credit. Correcting this type of discrepancy is a matter of Qualitative Credit Control.
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Because it does not reduce the total quanfum of-credit available to the market but changes the
quantum of what is available to a particular sector. . -

Qualitative Method controls the mamner of channelizing of cash and credit in the economy. It is a
‘selective method” of control as it restricts credit-for certain section and may expand for the others
known as the “priority sector’ depending on the situation. o :

Tools used under this method are-

Margin Requirement : .
Lending to a select sector may be accompanied by having to set aside a certain percentage of
money for safety. When banks have to keep aside some money (margin) whenever they lend to
the specified sectors, it hurts them with blocked funds. Thus, the credit flow to such sectors comes
down as intended. In case the flow of credit has to be increased, the margin requirement will be
lowered.-

Rationing of Credit ,

Under this method there is a maximum limit to loans and advances that .can be made, to a
particular sector: which the commercial banks cannot exceed. RBI fixes ceiling for specific
caiegozics. Such rationing is used for situations when credit flow is to be checked, particularly for
speculative activities. ' '

T Se—
elifiz of certain’esseritial commodities by
uanfim of credit does not change, but the
ific sector or sectors, '

Coutrolling credit in the Economy isTimangstithe fg@s{uﬁ% ant functions of the Reserve Bank of

india. The basic and important needs of Credit Cotitrolin*the économy are-
~* Toencourage the overall growth of the “priority sector” like agriculture etc

* To keep a check over the éhanhelization bf credit so that credit is not delivered for
undesirable purposes. - : :

* Toachieve the objective of controliing “Inflation” as well as “Deflation”, o
* To boost the economy by facilitating the flow of adequate volume of bank credit to
different sectors to develop the EConomy. : -

Moral Suasion

A persuasion measure used by Central bank to influence and pressure; but not force, banks into
adhering to policy. Measures used are closed-door meetings with bank directors, increased
severity of inspections, discussions, appeals to community spirit etc. : '

Rece.ntly the RBY Governor appealed to banks not o raige rates even though the central bank was
following a tight money policy.
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MCLR And Base Rate

Passing on the rate changes made by the MPC is crucial for growth, equity, inflation managerent

eic. It is called monetary policy transmission. The experience with the Marginal Cost of Funds

Based Lending Rate (MCLR) system introduced in 2016 for improving the monetary transmission

has not been entirely satisfactory, even though it has been an advance over the Base Rate system

that was introduced in 2011. An internal Study Group has been constituted by the Reserve Bank of
India (RBI) to study the various aspects of the MCLR. system from the perspective of improving
the monetary transmission and exploring lisking of the bank lending rates directly to market

determined benchmarks, The Group will submit the report by September end'2017.

MCLR is based on curent cost of funds rather than overall cost of funds which was used to
calculate based rate. This will ensure quicker transmission of RBI rate euts to borrowers.

Market Stabilization Bonds

For normal liquidity management, there are open market operations of the RBI when the RBI sells -
and buys G-secs as the market conditions demand. But when the need to absorb huge amounts of
cash anises for example post-demonetisation in 2016, normal OMOs do not work. Similar has been
the condition since 2004 when India sarted attracting foreign currency inflows of unprecedented
magniture. In 2004, RBI floated Govemnment securities, as a part of the Market Stabilization
Scheme, to absn_:b...@gpﬁss_lli_quid,i:ty_._-_fr,pm_.,f;bg_-mgglgcp.-_.;.Whgn-;_RBl started buying US dollars with
freshly minted rupee it led to over-supply of the domestic currency raising inflationary fears. MSS
was introduced 10 mop up this excess liquidity. The excessiliquidity is the result of RBI buying
dollars from the market. MSS is a sterilization:effort of th -Central bank. ‘The normally available
government seciirities:are ot enoughfor the RB g ‘stickout the huge rupee supply (printed
money) that was caused for buying dellar, Therefore, the MSS-was started.

W RO
There are limits to MSS. The limits were raised to absorb the post-demonetisation deposits. The
rzising took time and in the meantime the incremental CRR was brought in at 100% of incretnental
deposits as detailed above. '

Interest Rates And Their Significance

Interest rates are the rates offered to money that is deposited in the banks; rates offered for

imvestment in bonds; rates at which money is borrowed from banks and financial institutions etc.

Savers want higher interest rate while investors want the cost of credit to be low. There hastobe a
balance. The delterminants of interest rates are: .
* Inflation- the higher the inflation, the higher the interest rates because the same money
invested in commodities and other assets should not fetch more, becanse of the inflation.
Savers need to be tiracted which is possible only when their money neutralizes inflation.

* Need for growih lower interest rates reduce cost of credit and facilitate investment for
growth

* Prometion of savings
* Govemment's need to borrow: the magnitude of government's borrowing programme also

determines interest rates. The more the borrowing, the higher the interest ratcs.
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* Need to generate demand :as interest rates come down, consumer demand for credit goes up
and there will be a stimulus for growth

» Global trends as we need to retain foreign funds. For example, interest rates on NR] deposits
are kept high to attract their dollar deposits under the FCNR. (B).

Deregulation of Interest Rates

As a part of banking sector refomms, interest rates have been dercgulated. The rationale is that
banks can adjust rates quickly according to market conditions; financial innovations should be
facilitated; competitive rates can be good for savers and investors; global alignment is possible
more dynamically; etc. RBI however, uses repo rates and CRR adjustments to influence interest
rates. : '

Floating and Flexible Rates of Interest

There are two types of interest rate- fixed and floating, If they are offered together (when they co-
exist), it is called flexible interest rate regime. Floating interest rates are linked to an underlying
benchmark rate. In other words, the interest rate offered “floats' in relationto the interest rate of a
govermnment security instrument of similar maturity (5 years or 10 years maturity etc) as
determined by the market. That is, floating rates of interest are basically market driven rather than
“fixed”. The effective rate is adjusted on a quarter) 1-annually or annually.

Inflation T

Under this po pproach:thé: rgetisito-keep inflationin"a particular range or at a particular
level. Government and the RBI agree,0n convergenee between the fiscal and the monetary policies
to achieve the common goal. RBI ﬁi@rﬁ‘?}hm&mﬁﬁfl fiage inflation while the government
agrees (o have a fiscal policy that will contribute to price stability- for example, not borrow
excessively etc. India does not follow it. ' '

This monetary policy approach was pioneered in New Zealand. It is currently used in the
Eurozone, Australia, Canada, New Zealand, Sweden, South Africa, Norway and the United
- Kingdom. (See Chapter on | :

Urjit Patel Committee 2014

An expert committee appointed to examine the current monetary policy framework of the Reserve
Bank of India (RBI) in early 2014 suggested that the apex bank should adopt the new CPI
(consumer price index) as the measure of the nominal anchor for policy communication. That is,
the policy should centre around the new CPI and not any other index like WP eic.

The expert committee was headed by Usjit R. Patel, Deputy Governor of the Reserve Bank of
India. Recommendations are:

* The target for inflation should be set at 4 per cent with a band of +/- 2 per cent around it,

* The nominal anchor should be defined in terms of headline CPI inflation, which closcly
reflects the cost of living and influences inflation expectations relative to other available
metrics. This target should be set in the frame of 2 two-year horizon.
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* The committee asked the Central Government to ensure that the fiscal deficit as a ratio to
GDP (gross domestic product) is brought down to 3.0 per cent by 2016-17. “Administered
setting of prices, wages and interest rates are significant impediments to monetary policy
transmission and achievement of: the price stability objective and so thege required 2
commitment from the goverment towards their elimination.

¢+ The Patel panel felt that the monetary policy decision-making should be vested with a
monetary policy committee (MPC). It went on to recommend that the Governor of the RBI
should be the Chairman of the MPC.

While Ugit Patel committee said that RBI should fix inflation target, Central Eovernment believes
that it should specify ‘inflation targets’ for the Reserve Bank of India (RBI) to achieve. The reason
isthat tis best that inflation targets are set by the goveruments elected by the people.

Indian Financial Code (IFC), MPC and Infiation Targeting

The Financial Sector Legislative Reforms Commission was constituted in 2011, The commission
was set up since it was felt there was a need to review the legal and institutiona] structures of the
financial sector in India and recast these in tune with contemporary requirements. The commtission
gave its first report in 2013 containing an analysis of the current regulatory architecture and a-drafi
Indian Financial Code to replace the bulk of the existin g financial laws. IFC proposes changes in
the way monetary policy is made and publ
suggested an MPC t6'také tate decisionsbya

jority vote.

Under the pre-MPC 'set_-up, ﬂlc-_-goyemm_enbgpf;oim'ed RBI Governor, who controlled the monetary

policy and had':vctquWcr' over the existing advisory committee of RBI members and ouiside _

i

appointees that sets rates. The final policy is usually a consensus arrived at by the governor,

the Deputy Governor in-charge of netary policy .dnd: the Executive Director In-charge of

monetary policy. But ultimately the fespo s'ibi[ity?is‘ the gﬁoigr'ﬁor's.

There are three advantages of taking the decision of monetary policy formulation away from the
Govemnor and giving it to 2 committee. First, a committee can represent different viewpoints and
studies show that its decisions are typically better thar an individual's. Second, spreading the
responsibility for the decision. can reduce the internal and external pressure that falls on an

individual. Third, a committee will ensure broad monetary policy continuity when any single

member including the governor changes.

It leads to institutionalising the process of monetary policy formulation which is vital given that
the government has given the RBI a clear inflation objective. '

 Reserve Bank of India

The central bank of the country is the Reserve Bank of India (RBI). The Reserve Bank of India
Act, 1934 came into effect in [935. The Act provides the Statutory basis of the functioning of the
bank It was established with a share capital of Rs. 5 crores on the basis of the recommendations of
the Hilton Young Commission, The share capital was entircly owned by private shareholders in the
begineing, The Goverument held shares of nominal value of Rs.2,20,000.

Reserve Bank of Indiz was natiopalised in the year 1949, The gencral superintendence and
direction of the Bank is entrusted to Central Board of Directors of 20 members, the Governor and
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four Deputy Govemors, one Government official from the Ministry of Finance, ten nominated
Directors by the Government to give representation to important elements in the economic life of ?
the country, and four nominated Directors by the Central Government to represent the four local 2y
Boards with the headquarters at Mumbai, Kolkata, Chennaj and New Delhi. .

RBI : . . _ . _é'k

._
a

Functions

The Reserve Bank of India Act of 1934 entrusts all the important furctions of a central bank to the
reserve bank of India, _'

RECRE RN
1. b N

s
s

Bank of Issue _ ks
- Under Section 22 of the Reserve Bank of India Act, the Bank has the sole right to issue bank notes ¥
of all denominations, The distribution of one rupee notes and coins and small coins all over the
country is undertaken by the Reserve Bank as agent of the Govemment. The Reserve Bank has a
separate Issue Depariment which is entrusted with the isste of currency notes.

L e

g

RBI should maintain gold & foreign exchange reserves of Rs. 200 cr, of which Rs. 115 cr. should g
be in gold. This is a technical criterion. In reality, in a growing globalized econonmy like ours, as "
foreign currency inflows take place, the RBI will acquire them by printing more rupee thus adding

to the rupee stock and the money supply keeping the demand for money satisfied in the economy

for the given magreeconoimic.goals, on.0n-RBLs the systemic-onex it should not

create instabmgﬁg ; -*E%ply.?;Money supply should have a
correspondence o gowth, . -

.‘ﬁi i1
Banker to Goveris . e

The second important function of the,Reserve Ba { India is to act a5 Government banker, agent
and adviser. The Reserve Bank is a&@ﬁnt&l}%@% fgnt and of all State Governments in
India. The Reserve Bank has the obligatioa to transact Government business, to receive and to
make ‘payments on behalf of the Government and to carry out their other banking operations. The
Reserve Bank of India helps the Government - both the Union and the States to raise loans. The

Bank makes ways and means advances to the Governments. It acks as adviser to the Government
on all monetary and banking matters.

- Banker’s Bank And Lender of The Last Resort.

The Reserve Bank of India Acts As The Bankers' Bank

The scheduled banks can borrow from the Reserve Bank of India on the basis of eligible securities

by rediscounting bills of exchange. CRR deposits of banks are kept with the RBL Since

commercial banks can always expect the Reserve Bank of Tndia to come to their help in times of
 banking erises, the Reserve Bank is the lender of the last reson.

Controller of Credit

The Reserve Bank of India is the controller of credit i.e. it has the power to influence the volume
of credit created by banks in India. It can do so through the variety of instruments available to it
like reserve requitements etc (see above). According to the Banking Regulation Act of 1949, the
Reserve Bank of India can ask any particular bank or the whole banking system not to lend to

particular groups or persons. All its monetary policies are aimed at this function directly or
indirectly.

&0



Agent and Adviser of The Government
The RBI acts, as the financial agent. and adviser to the Government. It renders the following

functions:
a) As an agent to the Government, it accepts loans and manages public debts on behalf of the

Government.

b) Itissues Government bonds, treasury bills, efc..

¢) Acts as the financial adviser to the Government in all important economic and financial
matters.

Debt Management Office (DMO)

Public Debt Management Agency (PDMA) is a specialized independent ﬁgcncy that manages the
internal and external liabilitiés of the Central Govemment and renders advice. PDMA manages the
issue and trading of Government securities and undertakes cash management for the governmeat. .

PDMA is considered to be set up with the objective of "minimising the cost of raising and
servicing public debt over the long-term within an acceptable level of risk at all times, under the
general superintendence of the central government". This will include managing the public debt

and related activities.

I manages the market borrowing programmes. of Central and State Governments.
‘of Economic Affairs), Ministry of
India; monitorstand regulates ECB
ffice woulgl consolidate all debt
ylistic management of the internal and

As of now, RB

Finance, Go
guidelines
management functions:an ~AES L
external liabilities. L .

“ owy Dethi
It is considered as an internationally accepted best practice that debt management should be

disaggregated from monetary policy, and taked out of the realm of the central bank. Most -

advanced economics have dedicated debt management offices. Several emerging economics,
including Brazil, Argentina, Colombia, and South Africa, have restructured debt management in

recent years and created an independent agency for the same.

There is a conflict of interest between setting the short term interest rate (ie. the task of _monetaxy_
policy) and selling bonds for the government. RBI has to manage inflation for which the rates
have to be kept high when the prices are high. But being a debt manager, it has to borrow at lower

rates of interest for the GOI.

Where the Central Bank also regulates banks, as in India, there is a further conflict of interest. If
the Central Bank tries to do a good job of discharging its responsibility of selling bonds, it has an
incentive to mandate that banks hold a large amount of government paper. This bias leads to
flawed banking regulation and supervision, so as to induce banks to buy government bonds,
particularly long-dated government bonds. Having a poot of captive buyers undermines the growth
of a deep, liquid market in government securities, with vibrant trading and speculative price
discovery. This, in turn, hampers the development of the corporate bond market - the absence of a
benchmark sovereign vield curve makes it difficult to pnce corporate bonds. '

Ministry of Finance formed an Internal Working Group, Chaired by Shri. Jahangir Aziz, to analyse
how best to move forward on establishing a DMO. Report of the Internal Working Group on Debt
) 81
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Managemcnt (2008), suggested creating a "National Treasury Management Agency (NTMA)" as
an independent public debt management office.

Dr Raghuram Rajan chaired Committee op Financial Sector Reforms (2009) constituted by the
Planning Commission pointed out that intemnationally, there has been a strong movement towards

establishing independent debt management offices (DMOs) which is now considered as the best
practice, and favoured it. _

Justice B. N. Srikrishna chaired FSLRC or Financia] Sector Legislative Reforms Commission

report (2013) also recommended setting up the independent "Public Debt Management Agency
- (PDMA) at the earliest. : . . .

The Constitution of India gives the executive branch of the Government t powers to borrow upon
the security of the Consolidated Fund of India. Reserve Bank as an agent of the Govemment {both
Union and the States) implements the borrowing program. The Reserve Bank draws the necessa

statutory powers for debt. management from the Reserve Bank of India Act, 1934, While the
management of Union/Central Government's public debt is.an obligation for the Reserve Bank, the

céiiéié'n_g, as :tcouldlmpat jniércst rates which, in tum, could have

wider public policy implications. Otfigr arguments which; Have been put forward by those backing
R Pl g gkl

The concern which has been flagged off is that if debt Management is moved away from the RBI
to DMO, which could function as an extended arm of the ministry of finance, the possibility of
conflict of interest is greater as the govemnment is the owner of the majority of banks in India. This
contlict of interest is more potent in the backdrop of banking sector continuing to be the dominant
Player for govemment market borrowing, with banks holding over 50% of outstanding government
securities. As an interim arrangement for a full-fedged agency for managing public debt to be

called as Public Debt Managetment Agency (PDMA), the government in 2016 set up Public Debt
Management Cell (PDMC) at RBIs Delhi office. - )

RBI as National Clearing House

In India RBI acts as the clearing house for settlement of banking transactions. This function of
clearing house cnables (e other banks fo settle ther Interbank claimg casily. Further it facilitates
the settlemen; cconomically. It essentially means the inter-bank cheque clearing settlemen.
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‘ RBI as Lender of Last resort

The RBI acts as a lender of last resort or emergency fund provider to member banks. If the
_commcrciﬁl banks are not able to get financial assistance from any other sources, then as 2 last
resort, they can approach the RBI for the necessary financial assistance. In such situations, the RB]
provides credit facilities to the commercial banks on ¢ligible securities including genuine trade
bills which are usually made available at repo Rate/MSF. This facility comes into operation when
the bank is struggling to survive and there are no sources of credit available because of its

weakness.

Custodian of Foreign Reserves

The Reserve Bank of India has the responsibility to act as the cusiodian of India's reserve of
intermational currencies. It takes up operations in the forex market to stabilize the exchange rate of
iupee and ensure that there is no speculation and there is order. To be able to do so effectively, it
holds forex reserves which it acquires from the market (purchases). It has about $400 b of forex
reserves (2017 November) which includes foreign currency assets, gold and IMF’s SDRs. SDRs
are increasing in importance since 2008 when dollar stability came under question, Diversification
and hedging of nsk is being done by all ceniral banks. Even though rupes exchange rate is market
driven, RBI watches the movement to ensure order and normalcy and there is no volatility. Thus, it
maintains exchange rate oversnght {t has many levers Wthh we will discuss in the chapier ahead

on BOP.

Sup ervnsory Functlons

The Reserve Bank Act 1934, " anid thie Bank g Regilation Act, 1949 have given the RBI wide
powers of supervision and control ozgr coynerclal and co-cipcranve banks, relating to licensing
and establishments, branch expansion, scttmgircservé rati“os &t€. They are:

& Granting license to banks.

e Inspect and make enquiry or determine position in respect of matters under various seetions
of RBI and Banking Regulation Act.

¢ Implementation of Deposit Inslurancé‘Scheme.

» Periodical review of the work of commercial banks.

e Giving directives to commercial banks.

» Control the non- banking finance corporations.

.»  Ensuring the health of financial system through on-site and off-site verifications
o Banking Regulation { Amendment) Act 2017 enables the GOI to authorise the RBI to
issue directions to barks to initiate insolvency resolution process to recover bad loans.

Promotional Functions

Since Independence, the range of the Reserve Bank's functions has steadily widened. The Bank
now petforms a vanety of developmental and promotional functions. The Reserve Bank promotes
banking habit, extend banking facilities to rural and semi-urban areas, and establish and promote
new specialised financing agencies. Accordingly, the Reserve Bank helped in the setting up of the
IFCI and the SFC; the Industrial Development Bank of India in 1964, the Agricultural Refinance
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as set up i 1982. It has an

important role in facilitating microfinance for financial inclusion. Further, its inovations include

Funetions of Centra Bank, In Sum.
¢ monopoly on the issue of banknotes
* the Government's banker
bankers’ bani
Lender of Last Resort
fmanages the country's foreij 80 exchange and gold reserves
* regulation and supervision of the banking industry;

¢ setiing the official interest rate - used to manage both inflation ang the country’s exchange
< rate, .

(falling prices). It is the lender of last resort, and  assists banks in cases of financial distress (see
Note on bank runs). : '

Furthermore, -Ei.t,:;-_h_qi‘d;s:fg_rg‘_igq,_g;;changgsrg__:s ¢s
exchange rates.” Some exchange rates’are -
are somewhere.in Bgtwéep}f{"man;igcd; od
category largely. Typically s

- and reverse repo rates). Theee
interest rates, =

‘2ud-official goid reserves, and has influence oyer
anaged, some:are market based (free float) and many

y 1oat"). Indid fals ip the market-determined
rtain types of short-term interest rates (repo
I"bond m a5 well & mortgage and other

RBI Ace Amended 2006

Government made amendments to RBI Act 1934 and Banking Regulation Act for allowing the
apex bank to have more flexibility to fix the Cash Reserve Ratio (CRR), It removed the floor and

cap on CRR to provide flexibility to RBI to manage liquidity. This would result in better hqnidity
anagement in the system.

RBI_ And Bitcoin

Bitcoin is 4 worldwide private cryptocurrency and digital payment System. It is the first
decentralized digital currency, as it works without o central repository or single administrator. [t
Wwas developed under the hame Satoshi Nakamoto and released ag Open-source software in 2009,

system i peer-to-peer, and transactions ftake place between users direetly, without an

intermediary These transactions are verjfied by network nodes and recorded in a public distributed
ledger calied a blockchain.

Bitcoins are createg a5 a reward for a process known a8 mining. They can be exchanged for other
currencies, products, and services. Because of bitcoin's decentralized nafure, restrictions or bans on
it are impossible to enforee, although it yse can be criminalized. The legal status of bitcoin varies
Substantially from Country to country and is <] undefined or changing in many of them. While
Some countries have explicitly allowed its yse and trade, others have banned o restricted it
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The Reserve Bank of India is in control of fiat but not bitcoins which is private. A fiat currency is
the legal status given to a currency issued by the central bank. Non-fiat cyptocurrencies like

bitcoins are not approved or disapproved by the RBI nor does RBI find them to be viable and
desirable.

IR R E

Reserve Bank had talked of possible "black money" risks from virtual currencies like bitcoins and
that they are "susceptible to misuse"” by terrorists and fraudsters for laundering money. Some have
expressed concerns that bitcoin could be a Ponzi scheme. Bitcoins can be inflationary and thus
RBI should have a role in regulating it.

R

The Reserve Bank of India has not given any licence and authorisation to any entity or company io
operate such schemes or deal with bitcoing er any virtual currency (VCs). An inter-disciplinary
committee, which includes an RBI representative, has been constituted by the Finance Ministry to
examine the regulatory framework with regard to virtual currencies in 201 7.

2

Autonomy for RBI

RBI being the architect of the monetary policy requires autonomy to be effective. Advocates of
central bank independence argue that a central bank should be autonomous to manage money,
credit and exchange rate dynamics in the globalizing economy. It helps check populist pressures
and schemes that the political Icadership may be tempted to indulge in. For example, the RBI may
come under pr 5 10 lend easy to corporates and consumers to
stimulate grows ¢ pressure if _ it has autoriomy,

QB L P (R

lcctcd_ iﬁgogcr’nmgnts{ ould have the final say within which RBI should be

3 N X ™

Others believe that h | u
autonomous both while'tendering advice ‘and 4o with enough discretionary powers. For example,

demonetization of 2016 November when the govenment suggested to the RBJ and RBI agreed,
SOW BReih
The recent measures to make RBI independent are
* -replacement of adhoc treasury bills with WMA from 1997
* FRBM Act empowers RBI with autonemy- no primary borrowing from 1-4-2006.
* RBI Actamended in 2006 to give it more power for reserve requirement management

The arguments in favour of autonomy are:
* monetary stability which is essential for the efficient functioning of the modem economic
system can be best achieved if professional Central bankers with the long term
perspective are given charge. Otherwise, political keadership may be tempted to populism

* without such autonomy, povemment tends to be profligate with its policies of automatic
monetization '

e e

The arguments against are: -
* democratic systems are run with Parliament and Cabinet making all important policies

* monetary policy is an integral policy of the overall economic policy and so RBI has to
subordinate itself to the larger objective.

The best course is to have 2 middie path Iike in the MPC where the RBI and others together take
decisions.
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RBI Dividend

The RBI functions according to the Reserve Bank of India Act of 1934. Chapter 4, section 47 of

the Act, titled “Allocation of Surplus funds” lays down that profits( “surplus) made by the RBY

from its operations should be transferred to the GOLThe original provision states -“Afier making
provision for bad and doubtful debts, depreciation in assets, contributions fo staff and
superannuation funds .. the balance of the profits shall be paid to the Central Government.”

- The RBI cams its profits through its oj)en market operation; forex market interventions etc. When

what it costs the RBI is deducted from the gross profit, net is arrived at and that is called surplus
and goes to the GOL

Specified Bank Notes {Cessation of Liabiﬁﬁcs) Act 2017enabled the Central Bank to write off the

unreturned amount from its balance sheet after the demonetisation. The written-off amount, under

the law, can be transferred to the govemiment as a special dividend.

The Centre had budgeted Rs 58,000 crore as dividend from the RBJ in 2017, The Reserve Bank of
India (RBI) paid a dividend of Rs 30,659 which was less than half of the Rs 65,876 crore that was
transferred in FY 2015-16. The fall in the amount may be due to the- additional costs incurred
because of  printing of new currency notes and in managing the excess liquidity due to the
unexpected and huge inflow of deposits into the banking system post remonetisation.

The lower dlwdcnd Inay make i tne

deficit, unless. tax. collections or soine other budgetary source shows better than expected

performance. s

Money Supply | WA

D%

-7

This refers to the total volume of money circulating in the ¢conomy. Money supply can be
estimated as narrow or broad money. ' : .

Ml equals the sum of currency with the public and demand deposits with the banks. It is the

narrow money.

M3 or the broad Ihoney, as it is also known, includes time deposits (fixed deposils), savings
deposits with post office saving banks and all the components of M1.

These notions are important for the RBI to understand the demand in the €conomy so that it can
gauge inflation, demand and so on for jt to adjust the same. But with the coming of credit cards,

‘bitcoins efc, the utility of these concepts is relatively diminished.

Liquidity Trap

A liquidity trap is a situation when rates and reserve requircments are lowered to stimulate
demand but it does not impact on reviving demand and growth. There are no takers for bank credit.
It happens in times of recession that is getting worse. There are deflationary expectations and the
ceenomy can be faced with the problem of short-term interest rates reaching or neaning zero. This
makes the monctary policy ineffective. To come out of tquidity trap, QF is atternpted. Otherwise,

recession can tum into depression.
86
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Quantitative Easing |

The term quantitative easing describes an unconventional fotm of monetary castng used to
stimulate an economy. It involves the central bank to buy financial instruments which in ordinary
times are not accepted for OMOs- for example, the housing market securities that were discredited
in the USA since 2008. It is a step that is taken after the interest rate reduction to very low levels
and similar downward adjustment of reserve ratios like CRR fail fo induce any positive change. It
involves printing fresh currency and de-risking lending as rates and supply of money ease to
unprecedented levels. Central bank uses unconventional means, other than the usual monctary
policy tools, to flood the financial system with new money through quantitative easing.

Federal Reserve of the US (its central bank like the RBI} used quantitative easing to overcome

the liquidity crisis since the fall of Lehman Brothers in 2008 September when many banks went
bankrupt and credit froze. It worked as US came out of recession, In 2017, GDP of USA increased
at about 3% leading to announcement of its ending in October 201 7.

EU, Japan and Britain also used the technique of QF to shore up growth.

Taper Tantrums

The unconventional monetary policy called quantitative easing means printing money by the
central bank and supplying it to.the market to stimulate demand and revive growth, US Central
Bank Federal Reserve Started.it in 2009 -and since it is.not meant to be a long term solution to
recession and deflation, it is being phased out with the retum of growth and inflation, Also,
continuation of QE unduly leads io asset bubbles. Closing it in phases is called -tapering. When
QEs is being tapered, markets react adversely as rates become dearer and consumers will not like
it. Bonds sell off arid stocks may fall.as money supply decreases. On the other hand, when rates go
up as taper takes effect, global moncy gocs'to H¥SA: is it tams them more in US banks. Other
currencies may fall as Indian Rupee did in 2013 when QF faper started. These aftershocks of QE
taper are cailed —taper tantrum. The US Federal Reserve in 2017 September announced the
unwinding of the biggest experiment in the history of central banking starting from October. It will
start the process of normalizing its balance sheet from October There is such talic again and the
question is how India will be affected. India is said to be more comfortable i late 2017 for the
following reasons: _
I. Real GDP growth is good though the potential is far higher than the actual. Therefore,
foreign flows will continue thus checking any fall in rupee.

2. The country's foreign exchange reserves are at a record high of $404 billion in November
2017 mainly due to a rise in foreign currency assets (FCAs) and will arrest the possible fall
in rupee. _ _

3. Because India‘s interest rate is relatively high, existing foreign money will stay and more
will come to take advantage ofit.

Experts suggested that because of the volatility created in domestic and global markets due to the

QE taper, there should an intemational mechanism to regulate it as US dollar is a global reserve
currency and US GDP is worth about $19 triliion. '
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FSDC

Financial'StabiIity and Development Council is apex-level body constituted by government of

India. The idea to create such a super regulatory body was first mooted by Raghuram Rajan

Committee in 2008, The recent global economic meltdown hag put pressure on governments and
institutions across globe to regulate the financial sector towards greater stability.

The new body envisages to strengthen and institutionalise the mechanism of maintaining financial
stability, financial sector development, inter-regulatory coordination along with monitoring macro-
prudential regulation of economy. :

Its Chairperson is the Union Finance Minister of India.

Members are:
* Governor Reserve Bank of India (RBD),
* Finance Secretary and/ or Secretary, Department of Economic Affairs (DEA),
* Secretary, Department of Financial Services (DES),
*  Chief Economic Advisor, Ministry of Finance, -
* Chairman, Securities and Exchange Board of India (SEBD),
* Chairman, Insurance Regulatory and Development Authority (IRDA),
* Chairman Pension Fund Reguiatory and Development Authority (PFRDA),

. \ t__e .[_:5_._3 s is deemed necessary for any of its
Responsibilities h -
- Financial Stabil Y ove Pyalle:
inancial Stability %104 é}iff E h :

*  Financial Sector Development =
* . Inter-Regulatory Coordination
* * Financial Literacy
* Financial Inclusion _
* Macro prudential supervision of the economy inciuding the functioning of large financial
conglomerates
- *  Coordinating India's international interface with financial sector bodies like the Financial

Action Task Force {FATE), Financial Stability Board (FSB) and any such body as may be
decided by the Finance Minister from time to time.

17th Meeting of FSDC

The seventeenth Meeting of the. Financial Stability and Development Councit (FSDC) was held in
mid-2017.

The Council noted that India has macro-economic stability today on the back of Lmprovements in
its macro-economic fundamentals, structural reforms with the launch of the Goods and Services
Tax {GST), action being taken to address the Twin Balance Sheet (TBS) challenge, financial
market confidence, reficcted in high and rising bond and especially stock valuations and long-term
positive consequences of demonetization. The Council also discussed the issues and challenges
facing the Indian econory.
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The Coungcil also took note of the propress of Financial Sector Assessment Program for India,

jointly conducted by the Intemational Monetary Fund and the World Bank. Council directed that -

the assessment report should be finalized by the end of this calendar year. FSDC took note of the
developments and progress made in setfing up of Computer Emergency Response Team in the
Financial Sector (CERT-Fin) and Financial Data Management Centre and discussed measures for
time bound implementation of the institution building initiative. A brief report on the activities
undertaken by the FSDC Sub-Committee Chaired by Governor, RBI was placed before the FSDC.
‘The Council discussed the Central KYC Registry (CKYCR) system. The Council also deliberated
on strengthening the regulation of the Credit Rating Agencies (CRAs). -

CKYCR: Central KYC Registry or CKYCR replaces the multiple KYC submission process while
opening savings bank accounts, buying life insurance or investing in mutual fund products into
one time centralized process. The Government of India authorized the Central Registry of
Securitization and Asset Recoustruction and Security interest of India (CERSAI) to manage
Central KYC Registry process. From Ist August, 2016 this new process was made applicable to all
individuals. ' '

India and Financial Stability Board (FSB)

FSB was established in 2009 under the aegis of G20 by bringing together the national authonties,
standard setting bodies and internationa! financial institutions for addressing vulnerabilitics and
developing and implementing strong regulatory, supervisory and ather policies in the interest of
financial stabil s an actite :

Macro Prudential Analysis: % £

Macro prudential analysis is a method of economic analysis that evaluates the health, soundness
and vuinerabilities of a financial system. Macro prudential analysis looks at the health of the
financial institutions in the system and performs stress tests{ simulate financial crises and check
impact on the banks and other financial institutions ) and scenario analysis to help determine the
system's sensitivity to economic shocks.

Monetary Policy Committee (MPC)

Monetary policy decisions by ceptral banks are crucial for individuals for their consumer loaas,
corporates for their investment and government for its fiscal operations like borrowing. They are
also crucial for savings, economic growth, price stability and financial stability. Therefore, the
decisions need to be taken by a cormittee as many governments do. Commitiee systermn has many
voices; not subject to vagaries of individual judgement; has multiple stakeholders and institutional

continuity

in 2016, the Government amended the RBI Act to create Mopetary Policy Committee {MPC).
MPC was set up consequent (o the agreement reached between Giovernment and RBI to task RBI
with the responsibility for price stability through inflation (argeting. The Reserve Bank of India
and Government of India signed the Monetary Policy Framework Agreement in February 201 5.
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Subsequently, in the Finance Act 2016 the government amended the Reserve Bank of India (RBI)
Act, 1934 for giving a statutory backing to the MPC Agreement and for setting up a Monetary

six-member panel headed by the RBI Govemor that is expected to bring value and transparericy o
‘Interest rate-setting decisions. It is entrusted with the task of fixing the benchmark policy interest
rate (repo rate) to contain inflation within the specified target level, The MPC replaces the system
where the RBI governor, with the aid and advice of his intemal team and a technical advisory
committee, had complete control over monetary policy decisions.

It has three members from the RBI- Govemnor, the RBI Deputy Govemor in charge of monetary
policy, one official nominated by the RBI Board; and three independent members to be selected by
the Government. The three central government nominees of the MPC appointed by the search cum
selection committee will hold office for a period of four years and will not be cligible for re-
appointment. RBI Act prohibits appointing any Member of Parliament or Legislature or public
servant. A search committee will recommend three external members, experts in the field of
coonomics, banking or finance, for the Government appointees. The MPC will meet atleast four

-times a year to decide on monetary policy by a majority vote. And if there js a tie, the RBI
govemor has the deciding vote, '

onétary: Policy -Framework Agreement, the RBI will be
responsible fof contiding infEition  at 4% (give or-take 2%) in the medium term. Central
Govemment determines the inflation rget in-terms of the headline (unadjusted) Consurmer Price
Index, once in_every five yéars-in.. consultati . with the RBL RBI would have o give an
explanation in the form of a report to the Central Goverriment, if it failed to reach the specified
inflation targets for three consecutive quarters. 3¢ ‘shall, in Ihe report, give reasons for failure,
remedial actions as weil as estimated” time within' which fhe milation target shall be achieved.
Further, RBI has to publish 2 Monetary Policy Report every six months, explaining the sources of
inflation and the forecasts of inflation for the coming period of six to eightezn months.

Functions of theMPG:: Un'd'g'?i} he

The MPC takes decisions based op majority vote (by those who are present and voting). In case of
a tie, the RBI governor will have the second or “casting” vote. It is a casting vote in the sense that
it breaks a tie. The decision of the Committee would be binding on the RBL The government may,
if it considers necessary, convey its views, in writing, to the MPC from time to time. RBI is
. mandated to famish necessary information to the MPC to facilitate their decision making and if
any Member of the MPC, at any time, requests the RBI for additional information, including any
data, models or analysis, the same have to be provided, not just to that member but to all members.

In2002Y. V. Reddy Commitiee recommended for a MPC to decide policy actions. Subsequently,
suggestions were made to set up a MPC in 2006 by the Tarapore Committee, in 2007 by the Percy
~istry Committee, in 2009 by the Raghuram Rajan Committec and then in 2013, both in the report
of the Financial Sector Legislative Reforms Commission (FSLRC) and the Dr. Urjit R. Pate)
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Committee.As can be seen from above, India 5 shift to an MPC is drven by a clear inflation-
targetmg framework. :

Negative Interest Rates |

The Bank of Japan, the European Central Bank and several smaller European countries started
negative interest rates regime lately. It is an aftempt to spur demand and revive economy. Negative
interest on excess reserves of banks patked with the central bank is an instrument of
uncoaventional monetary policy applied by monetary authorities in order to encourage lending by
making it costly for commercial banks to hold their excess reserves at central banks. Commercial
banks have accounts with the central bank as the central bank is a bankers” bank. When they
deposit their excess of money in their central bank accounts, generally they get paid for it. But in
the NI regime, it is the reverse. Thus, NI is a rate when lender pays the borrower.Such pohcy can
be associated with very slow economic growth, deflation, and attempts to prevent currency
appreciation. The European Central Bank and central banks of other European countries, such as
Sweden, Switzerland, and Denmark, have paid negative interest on excess reserves—in effect
taxing banks for exceeding their reserve requirements - as an expansionary monetary pohcy
measure. It makes lending by banks cheaper as banks will not keep their excess reserves in a
central bank deposit account due to negative returns. They have to lend it. Further, there is
competition among banks ¢o lend their excess reserves and that also will push rates down. Low
rates shouid make euro investors try to move to places where interest rates are higher, such as the
U.S. When they.do so; they sell euros and buy. dollars which can weaken their currency for

keeping expotts. lngh and aftracting torists. The Swiss National Bank, for instance, wants to keep

the Swiss franc from strengthenmg against the €uro. "The criticism: Older people who depend on
interest income are hust and may cut their consumptton more deeply than those who benefit - rich
owners of equity. Many investors will shift their portfolios toward riskier assets, exposing the
economy to greater financial instability, N

Demonetisation

On 8 November 2016, the Government of India announced the demonetisation of all 500
and 1,000 banknotes of the Mahatma Gandhi Series. The govemment sought to curtail the
shadow economy and crack down on the use of illicit and counterfeit cash to fund illegal activity
and terrorism. Those with these notes had to deposit them in the bank and exchange them for new
notes though initially there were sorme restrictions, By the end of August 2017, 99% of the banned
currency was deposited in banks, leaving only around 14,000 crore of the total demonetised
currency discarded,

The Indian government had demonetised bank notes on two prior occasions—once in 1946 and
then in 1978—and in both cases, the goal was (o combat tax evasion by "black money" held
outside the formal economic system. In 1946, the pre-independence government hoped
demonetisation would penalise Indian businesses that were concealing the formunes amassed
supplying the Allies in World War II. In 1978, the Janata Party coalition government demonetised
banknotes of 1000, 5000 and 10,000 rupees, again in the hopes of curbing counterfeit money and
black money. Demonetisation under the two occasions was done bh an ordinance while the 2016
decision was an executive decision.

Monetary Policy Transmission
{In the classroom)
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INFLATION:
CONCEPTS, FACTS AND POLICY

as it reduces the purchasing power of money. It impoverishes the poor disproportionately more as 2
greater proportion of their incomes are needed to pay for their consumption. Inflation reduces
savings; pushes up interest rates; dampens investment; leads to depreciation of currency thus
‘making imports costlier which feeds into inflatio further. -

Dcpending upon the rate of growth of prices, inflation can be of the following types:

Creeping inflation is a rate of general price increase of upto 4% a year It has the same effect of

Trotting inflation is when creeping inflation increases a few more hundreds of basis points. (A
basis point is_1/100, 100 basis int is 1%,
EigesRE

If not controljed>

8-10% a year: %

Rrch

bix,

galloping inflation can aggravate to "runaway" inflation which may change into a
hyperinfation SeCW Delh

Hyperinflation is when prices are  “out of control." That is, a monthly inflation rate of 20 or 30%
or more- ‘an inflationary cycle without any tendency toward equilibrivm’. The worst is a monetary
collapse, if prices ‘are not reined in, in time, money loses its value and either barter may become
popular or a foreign currency will become the dominant medium of exchange

It must be noted that rates of growth of prices that are attached 1o the above mentioned terms are
not of universal application. The tolerance levels differ from country fo country. Developed

‘countries have far lower tolerance levels compared to developing countries. In India . from 2008-

13, inflation ruled above 10% which is most unlikely to be tolerated in advanced economies.
Other related concepts are: : | -

* deflation when there is 2 persistent general fall in the level of prices

* disinflation is the reduction of the rate of inflation

* stagflation which is a combination of inflation and rising unemployment due to recession
and

* Reflation, which is when inflation retums after a spell of deflation and recession thus

showing that growth is back as seen ig the US and LU after the great recession (2007-09)
when growth was revived.
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Measures of Inflation

GDP deftafor : : :
It 15 the most comprehensive measure of inflation as it reports the change in prices of all
domestically produced final goods and services in an economy. The GDP deflator is not based op a
fixed market basket of goods and services but applies to all goods and services domestically
produced as implied above.

- Cost of living index

A certain standard of living requiring a specific set of goods and services is defined and the basket
is tracked for price rise to check affordability. The cost of living is the cost of maintaining such
predefined standard of living. When their cost goes up, the index goes up and is refered to as
“dearer.”. It has a value of 100 in the base year. An index value of 105 indicates that the cost of
living is five percent higher than in the base year.

PPI _

The price at which the producer sells to the wholesaler/distributor is the producer price. Tracking it
is done by the Producer price index (PPIs). It gauges the change in the prices received by a
producer. The difference with the WPI is accounted for by Jogistics, cost of credit, warechousing
costs, transportation costs, margins, nisk consiclerations ete. Producer price inflation measures the
increase in prices of inputs like raw materials, wages, rapec exchange rate if imports are invelved
etc. The Department, of Industrial Policy and Promotion, Ministry of Commerce and Industry set
up a working'¢o ekthechdimanship of B.N. Goldar to outline

on'thié PPLi3 i
the timeline ftifilaunft:h"df the PP['.' | iy

Wholesale price index comprises iransactions at first point of bulk sale in the domestic market.

Moy ek
CRI

Consumer price index measures the changes in prices paid by the consumer at the retail level. It
can be for the whole economy or group-specific- for example, CPI for industrial workers etc as in
India.

Types of Inflation Based On Causes -

* Demand-pull infiation: inflation caused by increases in demand due to increased private
and govemment spending, ete. It involves inflation rising as real gross domestic product
tises and unemployment falls. This is commonly described as “too much money chasing too
few goods". For example, food inflation related to protein items have been high-priced for
many years in India as demand has shot up due to consumption patterns in India shifting
due to income increases. Demand-pull inflation can be caused by money supply increasing.
For example, the expansionary monetary policy of the RBI in 2009 saw rates come down
and easy and cheap credit pushed up prices as demand grew. Wage inflation, money supply
growth ctc create this type of inflation. Collapse-of demand causes prices to plunge- for
example international crude prices crashed - since 2014( there are many reasons other than
the giobal slowdown though: US shale gas coming up; tenewables emerging in a big way,
Iran sanctions were lifted; Iraq was able to produce and export as the country stabilized )

» Cost-push inflation: When the cost of production goes up, it leads to cost-push inflation.
For example, a higher prices for inputs; higher cost of capital; in India, monsocon failure and
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damage to production; internationa commodity prices go up, for ¢xample, crude or food or
metals. It is also refered to as "supply shoc,” caused by reduced supplies due to increaged
prices of inputs, for example, crude prices globally had gone up till 2014 causing supply
constrainis which meant higher costs of production and so higher prices. Just as a shortage

of goods tends to push prices up, an oversupply of commodities tends to induce the
opposite effect on prices,
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conditions in the economy such as 2 backward agricultural sector that is unable to respond
to people's increased demand for food, inefficient distribution and Storage facilities leading
to artificial shortages of goods, backward technology and the resuiting urderproductivity is
also a structural source of inflation. Food inflation witnessed for a decade in India till mjd-

* Structural inflation: A type of persistent inflation cauged by deficicncies in certaj-

* Speculation in the commodity exchanges

tH
by
W

=

2

- ¢ Cartelization of producers when they come together and manipulate the prices in the
market for the goods or services that they produce for their own profits. For example,
Competition Cormmission of India (CCI) had imposed penalties in 2016 upon 10 cemer.
companies and their trade assaciation i.e. Cement Manufactuiers Association (CMA) for - 07
cartelisation in the cement industry. ' : '

BC quantities of poods and releasing them into the

; Iso a cause of inflation. In 2017
or onion fraders in Lasalgaon and
din ict of Maharashira, orie of the largest onion matkets in the
country-oi. Hnfomation. that the onidi traders of Lasalgaon and adjoining towns
were involved in the hoarding of onions and planning to create an artificial scarcity in the
maiket to inflate the prices. Essential Cénimodit} gAct, 1955 aims to check hoarding,
among other things. In 2014, GOI ncluded Snibhs dnd potatoes for one year under the
ECA to curb hoarding. The decision taken by the Cabinet Committee on Economic Affairs
(CCEA) imposed limits on-the quantity of onions and potatoes. that individuals and

wholesale traders could stockpile. It empowered state governments to take measures to
prevent hoarding. -

* Imported inflation when a country that depends on imports -has its prices rising due to
intémational prices of them rising or due to exchange rate depreciating

High Inflation Hurts
If inflation is high in an economy, the following problems can arise
¢ low income groups are particulatly hurt

. Peoble on 2 fixed income (e-g. pensioners, students receiving scholarships) will be worse
off in reat terms due to higher prices and same income as before :

* inflation discourages exports as domestic sales are attractive . Inflation may erode the
extemal competitiveness of domestic products if'it leads to higher production costs such
as wage mcrcases, and hi gher interest rate.

* inflation can drag down growth ag mvestment clirate turns bad due (o instability and
uncertainty and also as inierest rates are raised and cost of credit increases
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» Inflation may discourage saving and thus hit inyestment. The savings pattern also gets
skewed in favour of unproductive assets like gold as inflation may be higher than interest
rates and yield is negative.

¢ Inflation tax is a hidden tax. It 1s the financial loss in the value of money incurred by.
holders of cash. Another way of seeing it is: when the government wants to tax people,
they resist it. But the govemnment needs the money. So it prints and releases the money
into market and that inflates the economy which means people pay more for the goods and
services they consume. The end result is that the tax that they did not pay is paid by way
of price rise.

¢ strikes can take place for higher wages which can cause a wage spiral. Also if strikes
occur in-an important industry which has a comparative advantage the nation may see a
decrease in productivity, exports and growth.

¢ Govt. fiscal deficit may go up as the need to subsidise is more to make goods and services
affordable :

Small Amouht of Inflation Can Be Good

Inflation means growth, normally- higher incomes and more demand and so more inflation. Tt can
be argued that a low level of inflation can be good if it is a result of innovation, Thus, there is
encouragement for innovation .Also, a small price nse is necessary for wages to go up. It frther
helps the economy Keep off deflation which: """othemlse seroff 4 recession. Besides, inflation at
a rnoderate level is an mcenuve fo’ the pro der. Some see mlld 1nﬂat10n as "greasmg the wheels of

commeree.”

Losers: Individuals 61'1'ﬁxed'i'ri:t§d-mes féii’r'e' all credltors' (Who lent at fixed rate of intsrest. )

Gainers: Individuals whose incomes ﬁse fa‘éter tf{an mﬂatloni debtors (who will pay back at fi xed
rate of interest). :

Optimal Inflation

For the consumer, inflation should be negative which means prices should drop in absolute terms
as it helps him afford goods and even save. That is possible when supplies outstrip demand on-a
sustainable basis which is not.possible as the producer incurs losses. Negative inflation which is
desirable from consumer viewpoint is also possible if government subsidises goods and services
adequately. But that 15 impossible fiscally as deflation hurts fiscal receipts and on top of it
subsidies bill will damage the fiscal position even more. Besides, consumer will not be benefited if
prices fall due to recession-driven deflation as it may hurt his own job and business prospects in

the medium run.

So we can aim at inflation that is in the positive termitory that augurs well for economic well being
for all- producers and consumers alike. Too much inflation hurts from all sides. Too little is no
incentive for growih. There has to be price stability at a moderate level of inflation. But the
question remains how much of inflation will be good for the economy- growth, welfare and
stability wise. In India, Reserve Bank of India and Government of India signed a Monetary Policy
Framework Agreement in 2015 which says that the objective of monetary policy framework is
mainly to maintain price stability, while keeping in mind the objective of growth. The monetary
policy framework would be operated by the RBI. RBI would aim to contain consumer price
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inflation within 4 percent with a bang of (+/-) 2 peroent. This level of inflation is considered
optimal from growth, stability, fiscal consolidation, foreign trade and welfare perspectives.

. Concepts

"Open Inflation : -

One of the primary responsibilities of the government is o ensure affordability of goods an.
services. Governments subsidise goods and services to keep them inexpensive. For example,
kerosene, food, transport etc. The inflation that results when the government does not suppress it
with subsidies and monetary policy is called open inflation.

is named so because, the problem of inflation is only managed and not resolved, It may reemerge if
fiscal policies changed- reduce subsidies etc.

Headline Infiation
Headline inflation is a measure of the total inflation. It is an unadjusted number. It is the overall

inflation ag it i reported. 1t is best understood whep Coritrasted with core inflation given below.
Headline inflation is what consumers experience,

'Core" or' Unde . .
he“general prige level. Temporary
BEn lation. For this pirposcicertain iterns are
excluded fromthe computation:oftreshflation Thesettems.include: changes in the price of fuel
and food which are volatile or subject to short-term fluc tiops and/or seasonal in nature like food
items. In other words, core or ui%@y@%%nﬂ@ {fs%%u‘; dlternative measwre of inflation that
eliminates transitory effects . The main argument here is that the centra) bank should effectively be
responding to the demand side- for example, the money available in the.market, demand for credit
~and so on and not the supply shocks like energy and food. Headline inflation on the other hand

iy

- includes the official rate of increase in prices that excludes Bo item in the basket, Core inflation

excludes the changes in the fue] and food articles and the food processing part of manufacturi ng.

~ Headline and core inflation are calculated both a the wholesale and consumer levels, CPI

{Combined, that is rural and urban) headline inflation is considered when inflation is being targeted

“% in the country by the RBI since 2015,
v

.-

.

Philips’s Curve .
The .inverse relationship between rate of inflation and rate of unemployment is shown in the
Phillips curve: price stability has z trade-off against employment, Some leve] of inflation could be

. considered desitable i order to minimize unemployment.
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Potential cutput (sometimes
called the "natural gross
domestic product”) is an
important concept in relation
to inflation. It is the level of
.DP where the economy is at
its  optimal _ level  of
production, given various
constraints- institutional and
natural. (Discussed elsewhere
in the Notes)

Inflation Rite

If GDP exceeds its potential,
inflation will accelerate and if
GDP falls below its potential
level, inflation will decelerate
as supplters attempt to use
excess capacity by cutting
prices.

Deflation
Deflation is a'prolongéd an J thaf causes conSumers and businesses to
curb spending as:they: rices:to-fallfuithe pposite of inflation, when prices rise,

and should not be confirsed with ﬂlsihﬂétiqn:-:\;"l%i
growth of prices. Deflation may occn?ﬁ@tgh%@holgg
or supply side reasons. - '

%'lh mgrgly describes a slowdown in the rate of
3l¢ or I%Zagl level. It may result for demand side

Deflation is hard to deal with because it is self-reinforcing. Deflation needs to be checked with
Keynsian stimulus or it can breed deeper deflation, leading to what is known as a deflationary

spiral.

When an economy experiences deflation, demand from businesses and consumers to buy products
goes down because they expect to pay less later as prices fall further. With crashing demand,
producers can not to sell and go bankript, unemployment rises reducing demand further. That

causes deflation to become even more aggravated. It makes it more expensive to service existing -
debts. As debt becomes unserviceable, the risk of default and bankrupicy rises too and bankss: -

become reluctant to lend as their own NPAs nise.

Remedy: ' BT

« Tax cuts to boost demand from consumers and businesses
o Lowering central bank interest rates to encourage economic activity

®

Printing more currency to boost money supply
Capital injections into the banking system

» Increase government spending on projects that boost the return on private investment

India did not face the threat of deflation at the retail level but till December 2015 for 14

consecutive months, Wholesale Price Index (WPL) intlation was in the negative.
97
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Inflation And Corruption 3
The link is as follows : g E
* through black money z

* hoarding not being checked
*  commodity prices being manipulated through speculation as NSEL crisis shows,

coant

Inflation Tafg‘eting

LS T

Monetary policy and fiscal policy have to converge for achievement of inflation targeiing
Advantage is that it promoteg transparency in the conduct of monetary policy. F urther, it increases
‘the accountability of monetary authorities to the inflation objective.

S

Reserve Bank of India/(RBI) entered: in t‘_gp;_ggrr:f:gmqgt--_wit!;--the'Mim’stry of Finance in 2015 that
mandates the RBEfo bring‘inflation b low.6% 1ary. 2016, and 4% {plus or minus 2%) in the
following years. Target i sel. by GOT in'c nsaltation-with RBIbut. the RBI is responsible for _
achieving it. Do A LR

In case of failure to meet targets, RBI has. fo explain the Teagon for its failure to meet as well as
give a timeframe within which it will ichieVe it RBLwillipublish the operating targets as well as
operating procedure for the monetary policy though which the target for the monetary policy will
be achieved, The RBT will also be required to bring a document every six months to explain the

sources of inflation and forecast for inflation for next 6-1 & months.

As recommended by Urjit Patel Committee in 201 3, RBI has been using headline CPI (Combined)
inflation as the nominal anchor for targeting,

This flexible inflation targeting framework which Is a paradigm shift is positive for India because
it increases monetary policy fransparency, predictability and chances of effectiveness.

Indices of Inflation

Changes in the price levels at the wholesale and retail level are tracked by various price indices in
India- WPI and CPL 3 CPls exist for different consumer groups each of which is homogenous.

All price indices use 2 particular year as a “bage year”. That means that rises or falls in prices are
measured with reference to the price in that year. For example, the base year used for the
Wholesale Price Index is 2011-]2 from the fiscal year 2017-18. Wholesale prices of all products in
the basket with their respective weightages in that year add upto “H0”. If, in the base year, the
wholesale price of gur was Rs.2 a kg, and rose by 50 paise the following year, it would mean that
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the wholesale price index for gur would rise to 125. But the movement of an index is based on the
average of price movement of all the goods in the basket and not just one article.

Ideally the same base year should be used for all indices but different base years are used for
different price indices due to convenience, data availability, logistics etc.

' W:PI

Main uses of WPI .
The main uses of WPI are the following: a) Provides estimates of inflation at the wholesale

fransactions level for the economy as a whole. This helps in timely intervention by the

Government to check inflation, in particular inflation in essential commodities, before the price
increase spills over to retail prices. WPI is used as deflator for many sectors of the economy for

estimating GDP by CSO. It is also used to deflate nominal valves of production in high frequency
[IP. Global and domestic investors also track WPI as one of the key macro indicators for their

investment decisions.

'The Indian WPIis updated on a monthly basis. The WPl is published by the Economic Advisor in
‘the Ministry of Commerce and Industry, with a mouth lag, The various commodities taken into
consideration for computing the WPI can be categorized into primary article, fuel and power, and
manufactured goods. Primary articles included for the computation of WPI include food articles,
non-food articles and minerals. In the fuel, power, light and lubricants, electricity, coal mining and
mineral oil ar¢inéluded. The manufictire 800ds iy-encompasses food products; beverages,
tobacco and 1gbacee products, wood arid wood prodijcts? téxtiles, paper and paper products, basic
metals and afloys, rubber. and rubber prodiicts 4 y others. The index is a vital guide in
economic analysis and policy formlation; = == = e

The WP s pot intended to capture th"e,‘eff'c‘crg)f pglé“egls}%fg fhe consumer though it generally and
broadly indicates it. WPI has an All India character. It is due to these attributes that it is widely
used in business and industry circles and in Govemment and is generally taken as an indicator of
the rate of inflation in the economy. The inflation rate is calculated on point to point basis i.e. on
the basis of the variation between the index of the latest week of the current year and for the

corresponding week of the previous year.

There are a number of agricultural commodities, especially, some fiuits and vegetables, which are
of a scasonal nature. Such seasonal items are handled in the index in a special manner. When a
particular seasonal item disappears from the market and its prices are not quoted, the index of
such an item ceases to get compiled and its weight is distributed over the remaining items and
new seasonal items, if any, in the concerned sub-group.

Limitations on WP
The accuracy of WP1 is unsatisfactory even after the introduction of the revised series in 2017.

Services such as rail and road trangport, health care, postal, banking and insurance, for example,
are not part of the WPI basket. Neither are the products of the unorganised sector that are
estimated fo constitute about 35 per cent of the total manufactured output of the country. The
index thus falls well short of being a broad based indicator of the price level even in its

construction.
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New All-India Wholesale Price Index (WPI)

The Govemment periodically reviews and revises the base year of the macroeconomic indicators
as a regular exercise to Capture structural changes in the economy and improve the quality,
coverage and representativeness of the indices. As a part of the ongoing exercise, the base year of
All-India WPI has been revised from 2004-05 to 2011-12 by the Office of Ecomomie Advisor
(OEA), Department of Industrial Policy and Promotion, Ministry of Commerce and Industry to
align it with the bage year of other macroeconomic indicators like the Gross Domestic Product
(GDP) and CPI. The revision entails shifting the base Year io 2011-12 from 2004-03, chaoging the
basket of commodities and assigning new weights to the commodities. For the new series with
base 2011-12=109, Working Group was  chaired by Late Dr.  Saumitra Chaudhuri, Member,

erstwhile Planning Commission and comprised most stakeholders. WP basket does not cover
services.

representativeness. New definition of wholesale price index does not include taxes in order t
remove Lmpact of fiscal policy. This also brings new WP series closer to Producer Price Index and
IS in consonance with the global practices. Further for the first time a Technical Review
Commiittee has been get up to recommerid appropriate rethodological intervention to contmuousty

improve covergge; yuality dimelinesEBE WL B

The new seriés alsd; preserit separate SW. which alg ]
published by ESQ_;&_&?Q&_Id__-._ﬂélp-imonltog.f : n.effectively.. The scasonality chart of the
Fruits and Vegetables ‘Sub Group under the F icles 'has been updated in the now series,
Prices of scasonal fruits and vegetabies wwillzbe a’v@lgb%g rlonger period. For example, tomato

price index will now be available afoun%’ﬂ?e%yea%‘as againsteight months in the earlier series of

WPI (base 2004-05). Cauliflower was earlier available only for six manths but now it will be
Aavailable for eight months in year,

A significant change in the new series of WPI has been the exclusion of indirect taxes while
compiling indices of manufactured products. The Working Group for revision of WP! had
recommended that taxes should not figure in this measure so that price signals emerging from
production side of the ceonomy are not influenced by the figea] policy,

Excluding indirect taxes brings the new series of WPI conceptally closer to the corncept of output

Producer Price Index (PPI). This is also in keeping with the international best practices. The -

exclusion of indirect taxes would also ensure the continuity and compatibility of new WPI series
when Good_s and Services Tax (GST)is introduced.

Summary of New WP

The base year of wholesale price index (WPI) has been revised o0 2011-12 from 2004-05 by the
Office of the Economic Adviser. Govt. of India, Ministry of Commerce & Industry Department of

Industrial Policy & Promotion (DIPP) who is in charge of the WPI. Under the revisad series, WPI

will continue to consist of three major groups namely, Primary Articles, Fuel & Power and
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all major groups while dormant sources have been removed. Additionally, a new WPI Food Index
has been compiled combining the Food Asticles under Primary Articles and Food Products under
Manufactured Products.

WPI with 201 I-12 base year
Groups Weight| Items {Quotations|Weight! Items [Quotations
Base year 2004-05(2004-05] 2004-05 2011-12{2011-12( 2011-12
" Primary Articles 12012 ] 102 579 | 2262 | 117 983
Fucl & Power 1491 19 | 72 1315 | 16 | 442
Manufactured Products | 6497 | 555 4831 . | 6423 | 564 6,906
|WPI 100 676 5,482 100 697 8,331

The overall inflation trajectory of FY 17 has shifted downwards due fo the change in the base year.
The Government of India (Allecation of Business) Rules, 1961, with subsequent amendments,

.assigns the responsibility for compiling the WPI to the Office of the Economic Adviser in the
" Department of Industrial Policy and Promotion under the Ministry of Commerce and Industry. The
Economic Adviser holds the final authority for all decisions regarding the WPL.

CPI

chéﬁéés""' . t_hc prices of a. baskct of consumer
: The CPI gasures: price. changcs by comparing,
i OdltieS It is based on a point to pomt comparison

goods and sennces purchascd by ‘ho ch
through time, ‘the cost of a1 xed basket o
like the WPI- that is, prices-at two poi
20{8 are compared to the prices *-%f October 2017, Sub-indexes are computed for different
categories and sub-categories of goodﬁand’%ml&sf Eelﬁg &otnbined to produce the overall index
with weights reflecting their shares in the total of the consumer expenditures covered by the index.
.CPI can be used to index (i.e., adjust for the effect of inflation} the real value of wages,
salaries, pensions, for regulating prices etc. -

The dearness allowance of Govermnment employces and v.:'age contracts between labour and
employer 1s based on this index. -

Over the years, CPIs have been widely used as a macroeconomic indicator of inflation, and also as -

a tool by Government and Central Bank for targeting inflation and monitoring price stability (2015
onwards based on Urjit Patel committee report in 2013) . CPI is also used as deflators in the
National Accounts. Therefore, CPI is considered as one of the most important economic indicators.

Consumer price index numbers were known as “Cost of Living Index Numbers” prior to 1955. The:

Sixth International Conference of Labour Statisticians recommended the change in nomenclature
from Cost of Living Index to Consumer Price index. The Cost of living index is a more broader
term which includes not only changes in prices but several other factors like change i
consumption habits and standard of living.

Presently the consumer price indices compiled i India are:
» CPI for Industrial workers CPI (IW)
o CPI for Agriculral Labourers CPI(AL)

“of time are comparod For example; prices of October .
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* Runl Labourers CPI (RL)
¢ CPYUtban)
. CP_I(Rural)

Till 2012, in India there were oaly following three CPIg compiled and released on nationa] level,
e Industrial Workers (IW) (base 2001 .
¢ Agriceltural Labourer (AL) (base 1986-87) and
* Rural Labourer (RL) (base 1986-87)

‘There was another CPT called the Urban Non-Manual Employees (UNME) (base 1984-85) but was
discontinued by the CSO from 2010. For Industrial Workers (CPI-IW), a basket of 370
commodities is tracked; for Agricultural Labourers (CPI-AL); 60 commodities. The baskets and the
weightages to each item have beeq determined on the basis of surveys of consumption patterns.
All-India figures declared are averages,

Each commodity is given a specific weightage, which differs from one index to another index. For
example, the CP1-AL would give a greater weightage to foodgrains than. the CPLUNME (sinre
discarded), since a greater proportion of the agricultural [abourer’s expenditure would go toward
foodgrains, and he would be unlikely to buy the sort of items the office-goer would buy.

Business) Rules, 1961, as amended from time to time, it is the

f?-'i-f%ompilé'ﬁndiil‘_‘él@a'se the data on the CPI for Industrial
1 I,a'b_ou_rers_ R 3

The Central Statistics Office (CSO),.}ﬁn‘%s“tF‘y’%of Statistics AddiProgramme Implementation in 2015
revised the Base Year of the Consumer Price Index (CPI} from 2010=100 to 2012=100. In this
revised series, many methodological changes have been incorporated, in order to make the indice.
more robustDue to change in the consumption pattern from 2004-05 to 20]|-12 the weighing

~ diagrams (share of expenditure to total expenditure) havc'changed. A comparison of weighing
diagrams of the old and revised series is given in the table below: :

* The number of Groups, which was five in the old series, has now been increased to six,
“Pan, tobacco and intoxicanis’, which was a Sub-group under the Group ‘Foad, beverages
and Tobacco’, has now been made a5 a separate Group. Accordingly, the Group ‘Food,

- beverages and Tobacco’ has been changed to ‘Food and beverages’,

*  Egg, which was part of the Sub-group ‘Egg, fish and meat’ in the old seties, has now been

made as 1 separate Sub-group, Accordingly, the earlier Sub-group has been modified as
‘Meat and fish’.

*  Sample size for collection of house rent data for compilation of House Rent Index, which
was 6,684 rented dwellings in the old series, has now. been doubled to 13,368 rented
dwellings in the revised series,

The new CP] mdex, weight of food and beverages is 45.86% and wetght of fuel and light segmer
is 6.84 %, :
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The basket of items and their weighing diagrams have been prepared to make it consistent with the
infernational practice of shorter reference periad for most of the food items and longer reference
period for the items of infrequent consumption/purchase.

Price data are collecied from selected towns by the NSSO and from selected villages by the
Department of Posts.

Consumer Price Indices (Ruzral, Urban, Combined), compiled by the Ministry of Statistics and
Programme Implementation, reflects the realistic picture of the prices of consumer goods and
sgrvices because of the following reasons: "
" o priccs are collected from 1,181 selected village markets covering all districts of the country
for rural areas and from 1,114 urban markets of 310 selected towns of urban areas;

s these markets are, more or less equally, distributed over different weeks of a month to
capture price vanations during the month;

+ only transaction prices, that is prices achually paid by the consumers, are collected for
compilation of indices;

o the items having significant share in the overall consumption expenditure of the
households, including the Public Distribution System (PDS) items and the items consumed
by majority of the households arc included in the basket '

All cities/tow_m:;:having-: pop_ula__tim_:t.(Cen_sus,gﬂl)_t.) more than nine lakh and State/UT capitals not
covered therein have been selected. Thie Consumer Price Index is released every month on 12th day
of the following month, - - '

The Reserve Bank of India (RBI) has-started using CPl-combined as the solc inflation measure for
the purpose of inflation managemen( and_monetary policy. -As per the agreement on Monetary

Policy Framework between the Goveriument and ‘the ‘RBI {(Febriary 2015 ) given in detail
elsewhere in the Chapter, the sole objective of RBI is price stabjlity and a target is set for inflation
45 measured by the Consumer Price Index-Combined- 4% is the anchor with 2% up and down to
make the range.

Difference Between Wholesale Prices And Consumer Prices

WPl measures price rise at the wholesale ievel. Wholesale means sale in large quantities and
usually meant for resale. It covers a certain set of goods that are traded at the wholesale level CPI
on the other hand measures price rise at the retail level. There is a difference between the two in
terms of prices. The difference is due to a number of factors. A substantial portion of the difference
is accounted for by the retailers' margins which are built into what the consumer pays. Besides, the
way the two indices are calculated differs both in terms of wei ghtage assigned to products as well
as the kind of items included in the basket of products.

While wholesale prices are more or less the same throughout the country, consumer prices or refail
prices vary across regions (rural and urban) and also across cities according to the consumer
preferences for ceriain products, supplies and purchasing power. Besides, taxes levied by states
compnse an important component of the variation in prices of many products.

103

" :
L e T e AN e e e ot o

LSRRI I i reneng

TR T AR L 2



Divergence Between WPT and CPI

WPI reflects the change in average prices for bulk sale of commodities at the firgt stage of
transaction while CPI reflects the average change in prices at retail level paid by the consumer.

Food group has a weight of 39.1 PeT cent as compared to the combined weight of 24.4 per cé
(Food articles and Manufactured Food products) in WPI basket Simitarly weights of the major
petroleum products such as petroleum and HSD also vary significantly. The CPI basket consists of
services like housing, education, medical care, recreation etc. which are not part of WPI basket.

A significant proportion of WPI item basket represents mannfacturing inputs and intermediate
goods like minerals, basic metals, machinery etc. whose prices are influenced by global factors but
these are not directly consumed by the households and are not part of the CPI item basket. Thus
even significant price rise or decline in items included in WPI basket need not necessari ly translate
into CPI in the short run. The rise or fall jo prices at wholesale level spills over to the retail level
after a lag. Middlemen and indirect taxes that add on make the CPl higher. The divergence is likely
fo get greater as the new WPI series excludes indirect taxes.

Which Indéx:Sh

ertain :confexts.sFor: le -industrilists, the cosfs of setting up a
of Several ‘years®and'fuither to cal cilate the costs of production and returns
over several years. The basket of tems in ihc‘C]g;does E"%l& include machinery, chemicals, and so
on; secondly, the price of electricity ;i%!fﬁf(ﬂi] Is § e?é&fn&mﬁei tariffs, wot the industrial tariffs; and
$0 on. - -

Services And Price Index

While the WPI now does not include services, consumer price index (CPI) meant for industrial
‘workers includes certain services such as medical care, education, recreation and amusement,
ransport and communication. On the other hand, some of the other major services such as trade,
hotels, financing, insurance, real estate and business services do not find a mention either in the
CPIIW). In India, the services Sector accounts for about 57 per cent .of the GDP. In 2010,
Department of Industrial Policy and Promotion (DIPP), Ministry of Commerce & Industry
constituted an Expert Committee to render technical advice for development of Service Price Index
(SPI) and its related issues. The Committee is chaired by Prof. C. P. Chandrasekhar.

Producer Price Index

The process of infroducing the producer price index (PPI) is underway in India. It means prices of

goods as they are sold to the wholesalers by the producers. The difference between WPl and PPI is -

accounted for by the margins and other transport and distribution costs. The government in tate
2014 set up a commitee to devise Producer Price Index. The 13-member committee is headed by
Professor BN Goldar and has fepresentation from various central ministrics and departments.
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Food Price Indices

WPI food index ‘

The government in mid-2017 revised the wholesale price index (WPT) by shifting o a new base
vear of 2011-12 from 2004-05 and added a new WPI food index to capture the rate of inflation in
food items. Revision of macroeconomic data is undertaken to reflect changes in the economy.The
WPI Food index is compiled by taking the aggregate of WPI for “Food Products” under
“Manufactured Products™ and “Food Articles” under “Primary Articles” using weighted arithmetic
~mean.In view of the sensitivity of food to the overall well being of people, it is important to track

their prices as they fluctuate. During the 11¢h FYP period, food prices soared hurting the poor
disproportionately. If we track the WPI food prices, the gap with the CPI food component can

be better understood and remedies applied.

Consumer Food Price Index (CFPI) :

Consumer Food Price Index (CFPY) is 2 measure of change in retail prices of food products
consumed by a defined population group in a given area with reference to a base year. The Central
Statistics Office (CSO), Ministry of Statistics and Programme Implementation (MOSPI) started
releasing Consumer Food Price Indices (CFPI) for three categories -fural, urban and combined -
separately on an all India basis from 2014. Like Consumer Price Index (CPD), the CFPI is also
calculated on a monthly basis and methodology remains the same as CPL

riculture Organization of the United
ly change in intérpational prices of a
ive commodity group price indices
th the average export shares of each of

basket of fnoiijﬁfig:orﬁméd'iﬁés-:'iif consists. of the ‘aver
{Cereal, Vege-_'lfa‘!;__

le:01l; 'Dai_ry,}':’Méiitfahd Sugar) ‘weight
the groups for 2002-2004. '

Mational Housing Bank Residex

RESIDEX, the country’s first official housing price index (HPI) was launched in 2007 covering 26
cities and was published till 2015 on a quarterly basis. It was discontinued then and has been
revived in 2017. The revamped RESIDEX has been expanded to 50 cities spread over 18 States
and UTs. These inchide 38 smart cities, of which 18 are state capitals. NHB RESIDEX enables the

policy makers, banks, housing finance companies, builders, developers, investors, individuals, efc.,

to- track the movement of housing prices across different cities in India on quarterty basis.NHB
RESIDEX helps buyers and sellers to check and compare prices before entering a transaction.
They can also analyse the price trends across different citieslt not only has expanded city coverage
(rising from 26 to 50, to be eventually raised to 100), a new base year (2012-13) and new dala
sources (with data from banks and home finance companies and market surveys).The NHB
Residex currently offers two sets of quarterly Housing Price Indices (HPIs) across the cities it
fracks. List prices of under-constiuction property, collated through a survey of developers, are
‘captured in the'Market HPI’. Data reported by banks and finance companies that extend home
loans, is collated into the® Assessment HPI'.

House Price Index (HPI) of Reserve Bank df India (RB])

The Reserve Bank compiles quarterly house price index (HPI) (base: 2010-11=100) for ten major
cities, viz., Mumbai, Delhi, Chennai, Kolkata, Bengaluru, Lucknow, Ahmedabad, Jatpur, Kanpur
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Beginning with Mumbai city, the Reserve Bank initiated the work of compiling a house price
index (HPI) in 2007 .Over the quarters, the coverage.has been extended by Incorporating 9 more
- major cities, viz,, Delhi, Chennai, Kolkata, Bengalurn, Lucknow, Ahmedabad, Jaipur Kanpur and

Kochi and the base is shifted to 2010-11=100.1 Besides separate HP{ for individual cities, ap
average HPI representing all-India house price movement is also compiled,

Under the new Agct, people or companies not divulging data would have to pay a fine of Rs 1,000
and they would be given a 14-day notice period to comply. If the irformation is not provided even
after two weeks, the penaity will rise to Rs 5,000 per day.

Under the old Act, which was passed in 1953, the penalty 'was only Rs 500 for the first default and
Rs 200 per da)_!{_ _thereaﬁer.,:_ L '

ifection is done on time. Tt will increase the
anipulation or omission of dafa a criminal
1up 10 6. months. This penalty will also apply
Colﬁlec;_i ng data. The Collection of Statistics

any. statistics as “core statistics” and also
he same. at

Deflation

Deflation is a profonged and widespread decline in prices that causes consummers and businesses to
curb spending as they wait for prices to fall further. It is ¢he opposiie of inflation, when prices rise,
and should not be confused with disinflation, which merely desctibes a slowdown in the rate of
inflation. Deflation occurs when .an economy’s annual headline inflation indicator -- typically the
consumer price indey -- enters negative temitory.

Deflation is hard 1o deal with because itis self-reinforcing. Put simply, unless it js stopped early,
c_leﬂation can. breed deflation, leading t6 what is known as a deflationary spiral. When an econorny
has fa[[ep into deflation, demand from businesses and consumers te buy products falls becange they

It makes it more €xpensive o service existing debts. This is as rue of governments, who have
borrowed trillions of dollars globally to prop up the financial sector, as it is for consumers, As debt
becomes more expensive to pay off, the risk of default and bankruptey rises too, makiitg banks
rore wary of lending. This reduces demand and further exacerbates the de fationary problem,
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Remedy for remedy
e Tax cuts to boost demand from consumers and businesses
* Lowering central bank interest rates to encourage economic activity
¢ Printing more currency o boost money supply
¢ Capital injections into the banking system
» Increase government spending on projects that boost the return on privale investment

India did not face the threat of deflation as demand has not droppccl so much. Also, food scarcity
meant food prices did not fall. In fact they rose.

India and D_eflation

On the WPI, we faced disinflation- rate of growth of prices fell but not prices themselves till the
first quarter of 2009. In the second quarter and later, there was ‘deflation’ on the WPI. This
negative inflation is due to higher base as inflation peaked in July 2008 due to international energy
and food price rises because of speculation.

But since late 2014, WPI was in persistent deflation zone till 2016.

Growth -Inflation Trade Off

With high growth, economy overheats. :Overheating -of the cconomy mieans demand overshoots
supply and there-is pressure on pnces As growth’ creates more employmcnt, incomes and demand,

pricCes rise.

As prices rise, the central bank interveries and raises rates to cool investmeat and consumption
demand and so price rise is moderatéd. chogatc— the pellcy rate- is the tool along with CRR and
OMOs available to the central bank as $ifnalsito the’ e(:onomy ‘that it is ready fo act to soften prices
-partly because the poor suffer disproportionately and partly because inflation can derail the
medium and long term growth.

Such intervention by the central bank has a dampening impact on growth as higher interest rates
prevent easy borrowing and thus demand slackens.

We witnessed the same in India with CRR and repo rates going down from 2009 for one year'and
later till 2011 going up in response to inflation in the country. The primary goal of the RBI is to
maoderate and stabilize prices as the inflation targeting framework of 2015 Febmary madates.

"Thus, growth and inflation are intimately connected- one being traded for the other depending upon
where the growth situation stands. .

As prices stabilise, growth resumes and a new and higher base is set for the growth process.
Growth and inflation do have a trade off but that is only in thc short term. As Dr.C.Rangarajan
says, growth 1s a marathon while overheating and slow down are temporary pauses to gain greater
strength.

Further, unless the RBI raises the policy rates with inflation going up, there is a danger of banks
failing to attract deposits as real interest rales become negative and savings may be diverted to
unproductive assets like gold with serious consequences- inside and outside for the economy.
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Government Steps To Control Inflation

The Goverment has taken 2 number of short term and medium term measures to_improve
domestic availability of essential commodities and moderate inflation. It has procured record food
grains. Even afler keeping the minimum buffer stock, there are enough food grams to intervene in
the market to keep the prices at reasonable [evel. A Strategic Reserve of 5 million tonnes of wheat
and rice bas also been created to offload in the open matket when prices ate high. This is ig
addition to the buffer stock held by FCl every vear, '

The price situation s reviewed periodically at high-level mectings such as the Cabinet Committee
on Prices (CCP). ' _

Fiscal Measures
* Reduced import duties on food items

*  Import duties are raised on gold etc to contain CAD and step rupee depreciation

Adminisirative Measures
* Banonexports of food items

*  Dehoarding

The measures taken by the Governmé; talong with &edling §n global oil and commodity prices
have contributed towards achieving low inflation. The measures taken by Government include,
advising states to allow free movement of fruits and vegetables by delisting them fom the APMC

Act, banning of export of all pulses (except kabuli channg and organic pulses and lentils upto

certain quantity), zero import duty on pulses and onion, cmpowering States/UTs 1o irapose stock
limits in respect of onion, pulses, edible oil; and edible oflseeds under the Essential Commodities

Act, modest increase in minimum Support prices in last two years etc. The vi gilant monetary policy

and RBI has also led to moderation in inflation by bringing in an element of certainty of action by
the RBIL. - :

Disinflation in Indja 2017: The Structural Basis

In-2017, the Economic Survey of GOl and inflation watchers have opined that there could be a
paradigm shift in the inflationary situation in India as.wel| as the world.

There is deceleration of rate of growth of prices in the country -for some months. It is calied
deflation. There are structurai reasons for it according to experts,  Qil prices are low since 2014
and will never go back to the earlier levels. US crude exports are forecast 10 exceed that of most
Organization of the Petroleum Exporting Countrics (OPEC) members by 2020,

Because of Chinese growth slowing, pressure on metal prices is expected (o continue..
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Globalization and lower inflation may go together due to labour’s declining pricing power as a
result of the threat of globalization — either be competitive or close down. Investment and jobs may
shift if tabour unionises and becomes aggressive. Expansion of the global labour force due opening
up of Asia and the former Soviet bloc almost doubled the effective labour force involved in world
trade. '

Robots are another threat to labour.

In India, there are other factors that point to Jower inflation. The fiscal deficit has come down, the
rupee has strengthened, the rains have been good and the government has successfully managed
~food prices. ) : '
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MONEY MARKET AND CAPITAL
MARKET IN INDIA: INSTRUMENTS
AND DYNAMICS

There is need and demand for funds for a short period of titne- less than one year. The need may be
for a large amount but the period is short, The need 1s for working capital requirements, repayment
of loans, consumption etc. That is the reason for a structured entity called money market. It is a
part of the financial ‘markets involved in short-term borrowing, lending, buying and selling with
original maturities of one year or Jess. Trading in money markets is done over the counter, Over-
the-counter (OTC) trading is done directly between two parties, without the supervision of an
exchange.)

Mouney market can be defined as a market for short-term funds with maturities ranging from
overnight to one year and includes financial instruments that are considered to be cloge substitutes
of money. Money market transactions could be both secured {with collateral) and unsecured
(clean, without collateral). =~ -

Banks and financial institutions (IDBI, LIC etc.) mdivideals, mutual funds, companies and
government are the maijn lenders and borrowers. The informal market operates through small-
scale money-Tendersias ell-as:othe detlie RBEGoGeE ™

Call Money

% - EFh . EE.C
New Pelhi
Call/Notice money is money horrowed or lent for a very short peniod. If the period is more than
one day and up to 14 days it is called Notice money' otherwise the amount is known as Call
money'. No collateral security is required to cover these transactions and goodwill and reputation
are the basis apart from the documents like promissory notes. The call market enables the bank_
and institutions to even out their day to day deficits and surpluses of money.

Cominercial banks, both Indian and foreign, co-operative banks, Discount and Finance House of
India Ltd.(DFHI), Securities trading corporation of India (STCI) participate as both lenders and
borrowers and Life losurance Corporation of India (LEC), Unit Trust of India(UTI), National Bank
for Agricuiture and Rural Development (NABARD)can patticipate only as lenders,

Interest rates in the call and notice money market are market determined.

A primary dealer is a firm that buys government securities directly from a govemment, with the
intention of reselling them to others, thus acting as a market maker of government securities.

Government Securities

The Government secusities comprisc dated sccuritics issued by the Government of India and state
governments as aiso, treasury bills issued by the Government of India.Reserve Bank of Incha
manages and services these securities through its public debt offices located in various places as an
agent of the Government. T-Bills arc 2 money market instrument.

1o

arket (both cdnupercial bills and

E=rE -'2_".\';_'.'-'. .



SRR I S N a e ey e

SRIRAM s

Treasury Bilis

Treasury bills (T-bills) are short-term investment opportunities, generally up to one year. They are
thus useful in managing short-term liquidity. At present, the Government of India issues three
types of treasury bills through auctions, namely, 91-day, 182-day and 364-day. There are no
ireasury bills issued by State Governments. Treasury bills are available for a minimum amount of
Rs.25,000 and in multiples of Rs. 25,000. Treasury bills are issued at a discount and are redeemed
at par. Treasury bills are also issued under the Market Stabilization Scheme (MSS).While 91-day

-bills are auctioned every week on Wednesdays, 182-day and 364-day T-bills are auctioned every
alternate week on Wednesdays. They are available in primary and secondary market, Treasury bills
are available fora minimum amount of Rs.25,000 and in multiples of Rs.25,000. Treasury bills are
issued at a discount and are redeemed at par. Treasury bills are zero coupon securities and pay no
interest. They are issued at a discount and redeemed at the face value at maturity. For example, a
91 day Treasury bill of Rs.100/- (face value) may be issued at say Rs.98.20, that is, at a discount of
say, Rs.1.80 and would be redeemed at the face value of Rs.100/-. The retumn to the investors is the
difference between the maturity value or the face value (that -is Rs.100) and the issue price.The
usual investors in these instruments are banks, insurance companies, FIs ete. T-bills auctions are
held on the Negotiated Dealing System (NDS) and the members electronically submit their bids
on the system. R

Cash Management Bills (CMBs)

Government of India, in consultation with the Reserve Bank of India, has decided to issue a new
short-tem instrunient, known as Cash Management:Bills (CMBs), to mieet the temporary
mismatches g the cash flow of the Government. T hé. CMBs have:the generic character of T-bills
but are issued:for manuritics less than 91 days. Like T-bills} they are also issued at a discount and

redeemed at face value at maturity. - Py EL
LI v 21336
= ow T [

- s R :% %.
Inter Bank Term Money
Inter bank market for deposits of maturity beyond 14 days and upto three months s referred to as

“the term money market.

Certificates Of Deposit .
Certificate of deposit (CD) is issued by scheduled commercial banks and Financial institations
(F1). Regional rural banks and Local area banks can not issue CDs.

CD is a negotiable promissory note, secure and short term (up to a year) in nature. A CD is issued
at a discount to the face value, the discount rate being negotiated between the issuer and the
investor. Minimum amount of a CD should be Rs.| takh. The maturity period of CDs issued by
banks should be not less than 15 days and not more than one year. The Fls can issue CDs for 2
period not less than 1 year and nof exceeding 3 years from the date of issue. CDs can be issued to
individuals or firms,

Inter Corporate Deposits Market

Apart from CPs, corporates also have aceess to another market called the inter corporate deposits
(ICD) market. An ICD is an unsecured loan extended by one corporate to another. Existing mainly
as an avenue for low rated corporates, this market allows fund- surplus corporate to lend to other
corporates.
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Commercial Paper

It represents short term unsecured Promissory notes issued by top rated corporates, primary dealers
(PDs),satellite dealers (SDs) and the all-India financial institutions (FIs). CP ‘can be jssued for

The main features of these papers are: o
* corporates having tangible net worth of not Jess than Rs.4 crore can issue them
¢ All CPs require credit rating from a creditrating agency
* Minimum amount invested by single investor is Rs. Five lakh or multiple thereof.
* CPsare issued ata discount to face value.

Ready Forward Contracts (Repos)

Repo is an abbréviation for Repurchase agréemcnt, which involves 2 simultaneous “sale and
purchas” agreement. When banks have any shortage of funds, they can borrow it from Reserve

2w 1&-seller (firawer)' of the goods or services

) of the ‘goods for the valie oF Bo0ds delivered. These bills ate called irade
bills, These trade biils are called commercial billsgwhen they, are accepted by commercial banks for
discounting. If the bill is payable at a?ﬁﬁﬁ-éiate gg $hel seller needs money immediately, he may

approach his bank for discounting the bill. The bank or any other discounting body takes a
coramission for it. '

Discount and Finance House of India (DFHI)

It wet up.in 1988 by RBI to strengthen the bifl market. Tt has been established to deal in money
matket instruments in order to provide liquidity. Thus the task assigned to DFHI is to develop a
secondary market in the existing money market instruments. The main objective of DFHI is to
facilitate the smoothening of the short term liquidity imbalances by developing an active money
market and integrating the varjous segments of the money market. At preset DFHI’s activities are
restricted to: : ' o

* Dealing in Treasury Bills

¢ Re-discounting short term commercial bills,

* Participating in the inert bank call money, notice money and term deposits and

* Dealing in Commercia} Paper and Certificate of deposits.

* Government dated Securities

The London Interbank Offered R 1o ts the averape interest rate estimated by leading banks in
London that they would be charged for what they borrow from other banks. It is usually
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abbreviated to BBA Libor (for British Bankers' Association Libor). It is the primary beachmark,
along with the Euribor, for short term interest rates around the world. Many financial institutions,
mortgage lenders and credit card agencics set their own rates relative to it.

Mibor - Mumbai Inter-Bank Offer Rate

The Commuttee for the Development of the Debt Market that had studied and recommended the
modalities for the development for a benchmark rate for the call money market. Accerdingly, NSE
had developed and launched the NSE Mumbai Inter-bank Bid Rate (MIBID) and NSE Mumbai
Inter-bank Offer Rate (MIBOR) for the overmight money market in 1998. The MIBID/MIBOL!
rate is used as a bench mark rate for majority of deals.

Money Market Reforms

On the recommendations of the Sukhmoy Chakravarty Committee on the Review of the Working
of the monetary system (1985) and the Narasimham Committee Report on the Working of the
Financial System in India, 1991, The Reserve Bank of India initiated a séres of moncy market
reforms basically directed towards the efficient discharge of its objectives.

Reforms made in the Indian Money Market are
¢ Deregulation of the Interest Raie
. Moneye\_ Market Mutual Fund: (M

. Discoglp and Fmance Housc‘ i Indla DFHI)_;’ as set.up in 1988 to :mpart hqu]dlty in the
money’ market. It ‘was" set upj mtly by the RBI Publlc sector Banks and Financial

Institations.
e Liquidity Adjustment Famllgy (‘ adg Es liquidity in the market th.rough
absorption and or injection of finfack res &sh‘é ¢ RBL

¢ In order to impart transpatency and efficiency in the money market transaction the
electronic dealing system has been started. It is useful for the RBI to watchdog the money
market. _ :

+ Establishment of the CCIL: The Clearing Corporation of India limited (CCIL) in 2001.

* Development of New Market Instruments like CMBs

¢ MSS since 2004 that came to great use in 2016 post-demonetisation.

Capital Market

It refers to market for funds with a materity of 1 year and above called as term funds that include
medium and long term funds. The demand for these funds comes from both the government for its
investment purposes and also the private sector. Banks, public financial institutions like LIC and
GIC; development financial institutions, mutual funds are the main participants in the market. The
components of the capital market in India are the following:Governiment securities, industrial
securities that include the shares and debentres of Indian companies- both the primary and
secondary market, DFIs (IFCL, IDBI, State Financial Corporations (SFCs); UTI, ICICI (private
sector) Financial intermediarics: merchant banks; mutual funds; leasing companies; venture capital
companes and others.

M s)-_--are..v.-allowcd to- -sell‘unitsv’ro-'corporates and
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G-Sees (Gt Edged Securities)

A Government security is a tradable instrument issued by the Central Government or the State
Govemnments through RBI. It acknowledges the Government’s debt obligation. Such securities are
short ferm (usually cailed treasury bills or Cash Management Bills with original maturities of less
than one year) or long tenm (usvally called Government bonds or dated securities with original
maturity of one year or more). Tn India, the Central Government issues both, treasury bills and
bonds (dated securities) while the State Governments issue only bonds or dated securities, which
are called the State Development Loans (SDLs). Government securities carmy zero risk of default
and, hence, are calied risk-free gilt-edged instruments. Govemment of India also issues savings
instruments (Savings Bonds, National Saving Certificates (NSCs), etc.) or special securities {oi!
bonds, Food Comoration of India bonds, fertiliser bonds, power bonds, recapitalization bonds
etc.). They may not be tradable and are, therefore, not eligible to be SLR securities. They are not
issued through the RBI,

Dated Govcrﬁmcnt securities are long term securities and cany a fixed or floating coupon (intcrést
rate) which is paid on the face value, payable at fixed time periods (usually half-yearly). The tenor
of dated securities can be up to 30 years. The G-Sec instrument is in the nature of bond.

GOI Dated Security can be held by any person, firm, company, corporate body or institution, State
Governments, Provident Funds and Trusts. Non-Resident Indians (NRIs, viz., Indian citizens and
Individuals of Ind igt VeIseas corporate odies predominantly. owned by NRIs and
" Foreign Instituf ed*with ‘SEBI aiic roved by Reserve Bank of India are
also eligible dck. G-Seciare issined both in demat-and physical form.
The minimy Secs. could be of the following types:

Dated Securiiies: Théy have -ﬁie'd&r.namﬁty and,?fiﬁéci .ggtupgn rates payable half yéarly and are

identified by their year of maturity. fé;! iy 3 $ A § 11
Floating Rate Bonds: They are bonds with variable mterest rates with a fixed percentage over a

benchmark rate. There may also be a cap and a floor rae attached, thereby fixing a maximum and
minimum interest rate payable on it, _

Capital Indexed Bonds: They are bonds where the interest rate is a fixed -perqentage over the

inflation rate: WPI or CPI depending on the terms.

Reserve Bank of India sets limits to FP] investment in GOI securities, state development loans
(SDLs) and corporate bonds. :

State Development Loan (SDL)

State Governments also raise loans from the market through the RBI. SDLs are dated securities
issued through an auction similar to the auctions' conducted for dated securities issued by the
Central Government, Interest 1s serviced at half-yearly intervals and the prncipal is repaid on the
maturity date. Like dated securities issued by the Central Government, SDLs issued by the State
Governments qualify for SLR. They arc also eligible as collaterals for borrowing through market

repo as well as borrowing by cligible entities from the RBI under the Liquidity Adjustment Facility
(LAF). |
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DFIs or Development Banks

Financial institutions assume a critical role in the provision of long term credit. A development
finance institution (DFI) can be broadly categorised as All-India or State / regional level
ingtitutions depending on their geographlcal covcragc of operation. Functionally, All-India

institutions can be classified as
¢ term-lending institations (IFCI Ltd., IDBI, IDFC Ltd I1BI Ltd.) extending long-term
finance to different industrial sectors

+ refinancing institutions (NABARD, SIDBI, NHB) extending refinance to banking as
well as non-banking intermediaries for f nance to agricultire, SSIs and housing sector,
respectively .

+  sector-specific / spectalised institutions (EXDM Bank, TFCI Ltd., REC Ltd., HUDCO
Ltd., IREDA Lid, PFC Ltd., IRFC Ltd.) _

s investment institions (LIC, UTL GIC, IFCI Venture Capital Funds Ltid., ICICI
Venture Funds Management Co Ltd) State / regional level institutions are various
SFCs, SIDCs etc.

Historically, low-cost ﬁlnds were made available to DFls to ensure that the spread on their lendinig

operations did not come under pressure. DFIs had access to soft window of Long Term Operation

{LTO) funds from RBI at concessional rates.

dustﬂal Investment Bank of India Ltd.
BI), National Housing Bank (NHB),
" ARD‘) Expuit Import Bank of India
TFCL); Life Insurance Corporation of

(EXIM Bamc)"r* s
India {LIC), General Insurance Corp%-atlgiﬁf Ig
'Company of India Lid. (IDFC). All thEse-i tutio n all-India basis. Other institutions

comprise Export Credit and Guarantee Corporation (ECGC) and Deposit Insurance and Credit
" Guarantee Corporatlon (DICGC). The state level institutions consist of state financial corporations
(SFCs) and state industrial development corporations (SIDCs))

Merchant Banks / Investme'nt Banks

MBs are those who manage and underwrite (Underwriting an issue means to guarantee to purchase
any shares in a new issue(fPO) or rights issue not fully subscribed by the public.) new public
issues floated by companies to raise funds from public. They advise corporate clients on fund
raising. They are also called investiment banks (I banks) They deal only with corporates and not

general public, essentially.

Lehman Brothers was a global financial services firm. Before declaring bankauptcy in 2008,
Lehman was the fourth-largest investment bank in the US (behind Goldman Sachs, Morgan
Stanley, and Merrill Lynch), doing business in investment banking, equity, trading (especially U. S.
Treasury securities), research, investment management, private equity and private banking.

On September 15, 2008, the firm filed for bankruptcy protection following the massive exodus of

most of its clients, drastic losses in its stock, and devaluation of its assets by credit rating agencies.
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Collective Investment Schemes (C1S)

According to the Securitics Laws (Amendment) Ag 2014, a CIS js any scheme Of arrangement
which pools funds frop, investors and involves 4 corpus amount of ¥ 100crore o more, It is an
arrangement where investors pool in their finds to derive some return on investment, The pool of

funds is, in turn, used for Purposes of the scheme or amangement.CIS is govermned by the Securities
and Exchange Board of | ndia (SEB]) Regulations, .

While they are ysefy for the unbankeq people, man};f CIS_s emerged as Pong; schemes(fraud).

Alternative Investment Fungs

ily listed or exchanges and will be
rmitied to be listed i India is K;
shouldn't be Jess thap Rs 250

untts of REITs from both pitmary and

secondary markets which are baged op commercial rea) estate' without actually having to buy those
assefs. : '

Mutuai Funds

Mutual funds raise mon

ey from public and mvest them ig stock market securittes; bonds efc. SEBI
regulates mutual funds, ' ' '

Hedge Fund
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Venture Capital

Venture capital is money provided by financial institutions who invest in startups generally that
have the potential to develop into significant economic contributors.

Angel Investors

An angel investor or angel (also known as a business angel or informal investor) is an affluent
individual who provides capital for a business start-up, usually in exchange for convertible debt or
ownership equity. They invest their own money unlike a venture capitalist who invests public
money. They became popular after the web-based enterprises came up in the 1990°s. With an aim
to encourage entrepreneurship in the country by financing small start-ups, market regulator SEBI
in 2013 notified norms for angel investors, who provide funding te companies at their initial
stages. Angel investors are allowed to be registered as Alternative Investment Funds (AIFs) - a
newly created class of pooled-in investment vehicles for real estate, private equity and hedge

funds.

In order to ensure investment by angel funds is genuine, the Securities and Exchange Board of
India (Sebi) has restricted investment by such funds between Rs. 50 lakh and Rs 5 crore. Amiong
other norms included, angel funds can make investments only in those companies which are
incorporated in fndia. These funds need to be invested in a firm for at lcast three years, can invest
in companies-not older than 3 years.Angel funds are required to have a corpus of at least Rs 10
crore and minimum investment by an irivestot should:be Rs 25 lakh. The regulator also stipulated
that the fund must not have ‘any.family. conniection with the investee company. ~ -

The new noms’would heip in 'encouragmg'entiiépféﬁéurship in the country by financing small

start-ups at a stage-where such start-up-finds it difficult to;obtain funds from traditional sources of

. H Py W R O R
funding such as banks, financial mstmf‘tléns‘ih%lonﬁ Gthers.: & =

In 2016, GOl introduced a statt-up policy which can get a stimulus from the angels.

Private Equity

A company can sell some of its shares- in significant quantity, to a PE firm which obliges the PE
to be a part of the management and make the company profitable in a few years or s after which
the PE firm exits. The company may be listed or not. The placement of equity is private and not
through an IPO. It generally has a lock in period during which they are not publicly traded on a
stock exchange. Capital for private equity is raised primarily from mstitutional investors.

Hundi

Hundis were legal financial instruments that evotved in India. These were used in trade and credit
transactions; they were used as remittance instruments for the purpose of transfer of funds from
one place to another. In the pre-modem era, Hundis served as travellers cheques. They were also
used as credit instruments for borrowing and as bills of exchange for trade transactions.
Technically, a Hund is an unconditional order in wiiting made by a person directing another to
pay a certain sum of money to a person named 1n the order. Being a part of an informal system,
hundis now have no legal status and were not covered under the Negotiable Instruments Act, 1881.
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Chit Funds . .

A chit fund is an amangement that a group of people arrive at to contribute money in a defined £

* manner at periodic intervals into a pool. Itisakind of savings scheme.Such chit find schemes may )
be conducted by organised financial institutions, or may be unorganised schemes conducted ik
between friends or relatives. Chit funds played an important role in the financial development of X

State Financial Enterprise exists under the Kerala Statc Government, whose main business activity
is the chitty. During the process of collection, any member can draw a lump sum through varions
ways like a lucky draw, an auction or 2 member Can even fix a payout date based on a known
expenditure. These schemes are very popular in tier Xl and T towns in India and even in rural
India, because under-penetration of banking services, as they are a way of raising quick money or
catering for sudden liquidity needs or even a planned expenditure. They thrive as bark loans are
very cumbersome and many are not eligible. Chit funds are govemed by state or central laws.
There is a central Chit Funds Act of 1982, apart fiom a number of state chit fund Acts, There js an
office of “Registrar of Chit Funds” in every state that monitors operations which are quite
stringent. - o )
Securities Laws {Amendment) Act, 2014 provides Securities and Exchange Board of India (SEBT)
with new powers to effectively pursue fraudulent investment schemes, { ponzi schemes) and gives
guidelies for the formation of special fasttrial courts.

o

FRATET P TA
P o

QIPs

Al P mcnt “(vﬁhich includes puBlic financia]
estors; ventire capital funds and foreign ventur,

capital funds registered-with-the : SEBD; ld-shares/ fully convertible debentures/ partly
converfible debentures or any securifies which aeconyertibie mto or exchangeable with equity
shares at a later date. Since the begiﬁ@in '}0%’2{)09,; Tadiah ﬁélﬁp&nies are raising billions of dollars
from the QIP route.

NBFC

NBFC means Non-banking financial company. A non-banking financial company (NBFC) is a
company registered under the Companies Act, 1956 and is engaged in the business of loans and
advances, housing finance, acquisition of shares/stock/bonds/debentures/securifies issued by
government or local authority or other securities of like marketable nature, leasing, hire-purchase,
insurance business, chit business, but does not include any institution whose principal business is
that of agriculture activity, industrial activity, ale/purchase/construction of jmmovable property.

NBFCs are similar to banks; however they do not accept demand deposits,

Some microfinance companies are registered as NBFCs and are regulated by the RBI while other
MFls are either registered as money lenders or Societics. An RBl-appointed panel headed by Y H
Malegam had recommended setting up of a special category of NBFCs operating in the micro

Institution (NBFC-MEFI)

The Reserve Bank of India (RBI) introduced a new category calied Non-Banking Financia
Company-Factors. Factoring is the business of selling invoices (receivables) to a factoring
company (Factor) at a discount. Consequently, the selling corporate can get cash quickly and avoid
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risk of coflecting debt. Factoring can be of two types: domestic and export oriented, the latter
being called forfaiting. Forfaiting is the’ purchasing of an exporter's reccivables (the amount
importers owe the exporter) at a discount by paying cash. The forfaiter, the purchaser of the
teceivables, becomes the entity to whom the importer is obliged to pay its debtThe factoring'
mechanism mostly assists smaller companies, which run relatively shorter fund flow cycle.

Factoring bails them out by supporting their fund system instantly.

ECBs

ECB (Extemal Commercial Bomowings) is an instrument used to facilitaie the access to foreign

" money by Indian corporations and PSUs (Public Sector Undertakings). ECBs inclede commercial

bank loans, buyers' credit, credit from official export credit agencies and commercial borrowings
from the private sector window of Multilateral Financial Institutions such as lotemational Finance
Corporation (Washington), ADB and Investment by Foreign Institational Investors (FIIs) in
dedicated debt funds. ECBs cannot be used for investment tn stock market or speculation in rezl
estate. The DEA (Department of Economic Affairs), Ministry of Finance, Government of .
India along with Reserve Bank of India, monitors and regulates ECB guidelines and policies.
External Commercial Borrowings provide an additional source of fumds to Indian corporates and
PSUs for financing expansiot of existing capacity and as well as for fresh investment, to augment
the resources avaitable domestically. ECBs can be used for any purpose (rupce-related expenditure
as well as imports) except for investment in stock market and speculation in real estate. Applicants
are free to raise ECB fr internationall ised source like banks, export credit agencies,
suppliers of :equipment, ECBs help diversify’ risk for the
companies. Also, ‘the intefes ey help Indian companies with foreign

ﬁmds.Countrf{“;Be'nqﬁtsi $ it

ECBs can be raised through two rautes: Automatic Rongl and the Approval Route. The former
does not require permit from the: Regulatyr »%h_%égsg the flatter requires. RBI policy allows
corporates registered under the Companies Act, 1956, except financial intermediaries such as
banks, financial institutions (Fls), housing finance companies and Non-Banking Finance
Companies (NBFCs) to aceess: ECBs. NGOs engaged in micro-finance activities have been
permitted to raise ECB up. to certain limits. Financial institutions dealing exclusively with
infrastructure or export finance such as IDFC, IL&FS, Power Finance Corporation, Power Trading
Corporation, IRCON and EXIM Bank are considered on a case-by-case basis. '

The priority end use of ECBs includes investment (such as import of capilal goods, new projects,
modernization/expansion of existing production units) in real sector - industrial sector including
small and medium enterprises (SME) and infrastructure sector, power exploration, telecom,
railways, roads & bridges, ports and exports.ECB Policy helps source loans cheap; domestic
liquidity constraints are eased; country gets forex; rupee slide could be contained; infrastructure

benefits.

Euro Issues

Indian companies are permitted to raise forcign cumency resources through issue of Foreign
Currency Convertible Bonds (FCCBs), ordinary equity shares through Global Depository Receipts
(GDRs) to foreign investoss ie. institutional investors or individuals (including NRIs) residing
abroad. That is, Euro-issues include Euro-convertible bonds and GDRs.
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Stock Market

(Given as a'separate chapter)

Credit Defauit Swap

Corporaté Debt -

Corporate debt js necessary for their investment, acquisitions etc.

The following are some of the different types of cotporate debt securities issued:
Non-Convertibie Debentures ' :

Partly- Convertible Debentures : :

*  Fully-Convertib]e Debentures (Convertible into Equity shares)

¢ Bonds. - : '

stment vehicles which Sponsored by corfihercial banks and NBECs in India in
which domestig/offshore institutional investors, specially insurance and pension- funds can invest
through units and bopds issued by th‘éa’lDés. @35’%‘3'%"‘.; beisgt up either as a Trust or as a Company.
A trust based IDF would normally be % Mibjal Fund"MP)E Rgulared by SEBI, while a company
based IDF would tormally be a NBFC regulated by the Reserve Bank. IDF-MFs can be sponsored
by banks and NBFCs. Only banks and Infrastructure Finance companies can sponsor IDF-NBF(s,
By 2017, while all IDF-NBFCs have asset base of over % 9,000 crore, IDFs under the MF route
(IIFCL, ILFS,) have assets of t about ¥ 2,000 erore. '

FHs Investment in Debt

Fils can invest in government and corporate debt- primary and secondary market. These [imits and
the rules are relaxeq from time to time depending on the needs of the economy. FII debt js rupee

Take-out Financing

It came into effoct in2010. It is a method of providing finance for longer duration projects (for
example, |5 years) by banks by sanctioning medium term loans (like 5-7 years). It is the
understanding that the loan will be taken out of books of the financing bank within pre-fixed
pertod, by another instifution thus preventing any possible asset-liability mismatch’

Under thi}s process, the institutions engaged in long terrm finéncing such as IDFC, agree to take out
the loan from books of the banks financing such projects after the fixed time period when the
roject reaches cegtain previously defined milestones. On the basis of such understanding, the bank
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concerned agrees to provide a medium term loan- 5-7 years. At the end of the period, the bank
could sell the loans to the institution and get it off its books. This ensures that the project gets
long-term funding through various participants. Banks otherwise cannot lend for infrastructure as
their deposits are for a short period and the lodns are for a long period- asset liability mismatch.

External Sources of Finanice For India

+ Stock market{ partly touched abovc under Euro 1ssucs) like ADRs and GDRs
¢ ECB( see above) .
+ IBRD and IFC
+ Private equity
¢ Bilateral loans by Governments abroad
*» Masala bonds{ in rupee) '

International Finance Corporation's (IFC) and Masala Bond

IFC floated the first ever global rupee bond in 2013. The first tranche of International Finance

~ Corporation's {IFC} rupee bond saw unprecedented demand from global pension funds, banks,
asset management companies and central banks. It paved the way for Indian corporates to raise
cheaper funds as the cumency risk will be borue by the investor.
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 STOCK MARKET.
INDIA AND GENERAL

A stock exchange is an Organization which provides a platform for trading shares- either physical
- orvirtual. The origin of the stock market dates back to the year 1494, when the Amsterdam Stock
Exchange was first set up. In a stock exchange, investors through stock brokers buy and seil shares
and other financial products jn a wide range of listed companies. A given company may list in one
ormore exchanges by meeting and maintaining the listing requircments of the stock exchanpe.

organization which owns one or more shares issued by a corporation. The aggregate value of 2

corperation's issued shares, at current market prices, is its market capitalization. Stock broker buys
and sells for an investor ag no one but the broker can do it. '

Importance of Stock Exchanges

* exercise disci plitie.on (':‘omban_jc_sﬁ_’;and‘ makethcm profitable
* investment in backward regions. for job gen tio% s s

. . RHISTE ge%?g_"‘t *§a
* another vehicle for investors? savingst g r & § Ei}

Stock Exchan_ges in India

There were more than 20 regional stock exchanges till recently but 4| of them shut down from
2012 when 012, wheq SEBI brought out new norms for RSEs, under which
platform, with ap annual trading of not less thap 21,000 crore,
exchange should not be less than < 100 crore. -

they needed to own a
to continue.Net worth of the

There are 5 stock exchanges in the country: BSE, National Stock Exchange (NSE), United Stock
Exchange ( USE), MCX Stock Exchange Ltd (MCX-SX) and India Intemational_[-?,xchange {(INX)
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Bombay Stock Exchange (BSE)

'BSE is Asia’s first stock exchange is the world's [1th largest stock exchange with an

overall market capitalization of $1.8 tritlion (2017) More than 5500 companies are listed on the
BSE. ' '

BSE’s popular equity index - the S&P BSE SENSEX (Formerly SENSEX) - is India’s most widely
tracked stock market benchmark index. It is traded internationally on the EUREX as well as
leading exchanges of the BRICS nations (Brazil, Russia, China and South Africa).

One of the unique features in the BSE includes the automatic online trading system known as
BOLT that ensures an efficient and transparent market for trading in equity, debt instruments and
derivatives. In 2005, the status of the exchange changed from an Association of Persons (AoP)toa
full fledged corporation under the BSE (Corporatization and Demutualization) Scheme, 2005 and
its name was changed to The Bombay Stock Exchange Limited. It went for an IPO in 2017 and got

listed on NSE.

National Steck Exchange (NSE)

Tt is stock exchange located in Mumbai, India. National Stock Exchange (NSE) was gstablished in -
1992 and started trading in 1994. It was recognised as a stock exchange in 1993. NSE has played 2
critical role in reforming the Indian securities market and in bringing transparency, efficiency and
market integt SE has amarket capitalization of more than US$1.5 triflion, making it the
world’s 12th-largésEstock exchange (2017).-About 1600 companies:are listed on it (2017).

NSE was set up by agroupofleadlng I_ndia‘ﬂ--ﬁnéﬁc_i_alii:ﬁstitiitions at the behest of the governtment

of India to bring transparency to the Indian capital market NSE was established with a diversified
sharcholding comprising domestic anid. global invesiqrs § The key domestic investors include Life
Tnsurance Corporation of India, State Bank of India, IFCI Limited [DFC Limited and Stock
Holding Corporation of India Limited. There are many domestic and global institutions and
comparies that hold stake in the exchange. Some of the domestic investors include LIC, GIC, State

Bark of India and IDFC Ltd. Forcign investors include Citigroup.

The Standard & Poor's CRISIL NSE Index 50 or S&P CNX Nifty -Nifty 50 or simply Nifty is the
leading index for large companies on the National Stock Exchange of India. The Nifty is a well
diversified 50 stock index accounting for leading sectors of the economy -

The CNX Nifty Junior is an index for companies on the National Stock Exchange of India. It
consists of 50 companies on the National Stock Exchange of India. It hasthe second tier of

stocks in terms of market cap and don't make it into Nifty

Though a number of other exchanges exist, NSE and the Bombay Stock Exchange ate the two
most significant stock exchanges in India, and between them are responsible for the vast majority
of share transactions. NSE's flagship index, the CNX NIFTY 50, is used extensively by investors
in India and around the world to take exposure 1o the Indian equities market.

Metropolitan Stock Exchange of India (MSE)

1t was earlier known as MCX-SX. It commenced operations in 2008 But became a full-fledged

‘exchange with equity trading in 2013. It went for an IPO in 2012.
123
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INX 2017

India International Exchange (INX) is India's first international stock exchange, opened in 2017, It

is located -at the International Financial Services Cenre (IFSC), GIFT City in Gujarat, It is 2
wholly owned subsidiary of the Bombay Stock Exchange (BSE). : .

India INX is one of the world’s most advanced technology platforms with a tarn-around-time of 4
micro seconds which will operate for 22 hours a day, aliowing interational investors and NRIs to
trade from amywhere across the globe. India INX offers equity, currency, commodity and interest

rete derivatives and proposes to offer depository receipts and bonds once the infrastructore is in
place, : '

Classification of companies listed in BSE

258, large: shai;}holder hase, and good growth
ds& greate's olumics in secondary market.

& T
__[Segment for Non-convertible debentures
-G Central and State Government Securities _
7 . |1t comprises of c‘dmpanies not complying with clauses of the listing

_{28reement and are not redressing the grievances of the investor.

Sensex
Sensex or Sensitive Index is a value-weighted index composed of 30 companies with the bage
[978-1979 = 100. 1t consists of the 30 largest and most actively traded blue chip stocks {profit

making), representative of various sectors, on the Bombay Stock Exchange. Inclusion of the
company is basically on the basis of market capitalization, The 30 companies in the index are

markets and economy.

Demutualization
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is divested from the brokers and the company becomes a public company. All stock exchanges are
to be demutualised according to the Government law made in 2004, Demutualization, thus mearis
that ownership, management and trading rights are separated in a stock exchange,

BSE SME and NSE Emerge

BSE and NSE in 2012 launched their SME exchange platforms (o enable small and medfum
enterprises to raise funds and get listed as public entities. While BSE started its SME platform

under the brand name of BSE SME Exchange NSE followed suit by announcing the launch its own .

platform 'Emerge’.The exchange provides an opportunity to small enirepreneurs o raise equity
capital for growth and expansion, It will also provide immense opportunity for investors to identify
and invest in good SMEs at early stage. The government has been taking a number of steps for

SMEs to address challenges of globalisation, higher cost of funds, IT upgrade, infrastructure

nstraints faced by SMEs.
SMEs have hige listing potential but so far there have been only debt-financing options, without

any access to alternative equity options. There is a general lack of awareness among SMEs about
equity capital, stock markets and funding options, other than banks.

Securities and Exchange Board of India (SEBI)

“The capital markets.i
‘was established
SEBI Act 1992

nd-Exchange Board of India. (SEBI) It
1992:0n the-basis of the Partiamentary Act-
afe and dev ‘market.- SEBI tégulates the;working of stock
exchanges and fitermédidries:such a8 stock:brokers and merchant bankers, aceords approval for
mutual funds, and ‘régisiers Foreign Tistitational Investors who wish to trade in Indian stocks.
Section 11(1) of the Sebi Act says that it shall be;the duty. ofsthe Board to protect the interests of
investors in securities. NPV Bt o

2 fapun

SEBI promotes investor's. education and training of intermediaries of securities markets. It
prohibits fraudulent and unfair trade practices relating to securitics markets, and insider trading in
securities, with the imposition of monetary penalties, on emng market intermediaties. It also
regulates substantial acquisition of shares and takeover of companies and calling for information
from, carrying out inspection, conducting inquiries and audits of the stock exchanges and
intermediaries and self regulatory organizations in the securities market. SEBE has its head office
m Mumbai and its three regional offices in New Delhi, Calcutta and Chennai.

SEBI’s powers were enhanced in 2002 - strengthen the SEBI's board, enlarge it to nine from six
and appoint three full-time directors; given enhanced powers to conduct search and seizure etc.

MSEBI and the Reforms

The Stock Exchange Scam of 1992 (Harshad Mehta) and the scam in 2000 (Ketan Parekh) led to
led to various measures by the Government to protect the interests of the small investors.
SEBI introduced reforms like improved transparency, compulerisation, cnactment against insider
trading, restrictions on forward iading, introduction of T + 2 system of settlement etc. The
restriction and elimination of forward or Contango trading, reforred to in India as ‘Badla' is a bold
step to check speculation and manipulation of the market. Some more steps taken by SEBI to
strengthen markets are:
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Securities Laws (Amendment) Act 2014 is a legistation in India which provided the sccurirti.:
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¢ SEBI reconstituted governing boards of the stock exchanges, introduced capital adequacy
norms for brokers, and makes rules for making client/broker relationship more transparent
SEBI enforces corporate disclosures

Enforces ban on insider trading

Protects retail investors

SEBI'is empowered to register and regulate mutual funds.
introducing a code of conduet for al credit rating agencies operating in India,
¢ Clause 49 of the listing agreement that SEB] introduced mandates that al] listed companies

should have half the Directors on the Board as Independent Direciors

* Making it mandatory to have anchor investors '

* o » 9

Securities Laws (Amendment) Act 2014

A

market regulator Securitics. and Exchange Board of India (SEBI) with new powers to effectively -

pursuc fraudulent investment schemes, especially ponzi schemes. It also provides guidelines for
the formation of special fast trial courts,

SEBD’s Role As Protector of Investors

Investors are the pillar of _thng_nciai and securities market. They determine the level of activity

o cp o e skt ot e
economy. It ggﬁf;
involves prevention ofimal;

of the: mvestors.: Investor protection
- ‘%ﬂ' cgi e o T "_- s E Ei -
for regulationsiof theMimal 5 erests of the investors,

oard of Indja (SEBI) is responsible

- SEBI has taken measures to cnsmé%é@ﬁ?@slo%ﬁ?%@%@% :{mm time to time. It has published

various directives, conducted many investor awareness programmes, set up Investor Protection
Fund (IPF} to compensate the investors. Other measures are as follows:
* Stock Exchange and other securities market business regulation.
* Registering . and regulating the intermediaries of the business like brokers, portfolio
fanagers, merchant bankers, etc. '
* Recording and monitoring the work of credit rating agencies, etc,
* Registering investrnent schemes like Mutual fund & venture capital funds, and regulating
their functioning.
* Keeping a check on frauds and unfair trading methods related to the securities market.
Observing and regulating major transactions and take-over of the companies. '
Carry out investor awaréness and education programme.
Inspecting and auditing the exchanges (SEs)
* Assessment of fees and other charges.
*  Banning insider trading
¢ Strengthening of corporate governance in the listed companies

Investor protection measures by SEBI follows the slogan ‘An informed investor is a safe investor’,
SEBI launched the Securities Market Awarencss Campaign which covers major subjects like
portfolio management, Mutual Funds, tax provisions, Investor Protection Fund, Investors’
Grievance Redressal.
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Capital Market Reforms

Since 1991 when the Government launched economic reforms, the following measures -were
taken . :
+ SEBI given statutory status- that is Act of Parliament
s Electronic trade _ -
*  Rolling settlement to reduce speculation
*  Flis are pemitted since 1992
setting up of clearing houses
settlement gnarantee funds at all stock exchanges
compulsory dematerialization of share certificates so as to remove problems associated
with paper trading; and speed up the transfer
clause 49 of the listing agrecment for corporate govemance
restrictions on PNs '
platform for msme
law in 2014 strengthen SEBI
merger of FMC with SEBI

¢ & & & o

Essentially, the government is involved in providing the regulator, SEBI, with more teeth to
prevent and take action against market frauds, take steps to boost retail participation into equities
and provide for a viable fund-raising option for SME s - as also provide short-term gains by
weaking tax Sl issct olass Lan PIUVIGe saon

The primary market is that part of th capital markeis tha deals with the issuance of new securities
directly by the company to the mvesi%qsi@mgparéeé goyejtinients or public sector institutions can
obtain funding through the sale of 2 new stock or bond issue. In the case of a new stock .issue, this
sale is called an initial public oftering (IPO). If the company already issued shares and is going to
the market again with a new issue, it is called Follow on Public Offer (FPO).

Sebi made some far reaching reforms in favour of the retail investor in August 2012- allowed

electronic bidding {e-IPO) for cost effective bidding; and made the rule that retail applicant will be
allotted some shares compulsorily.

Secondary Market

The secondary market is the financial market for trading of securities that have already been issued
in an initial public offering. Once a newly issued stock is listed on a stock exchange, investors and
speculators can trade on the exchange as there are buyers and sellers,

‘Fypes of Shares
There are essentially two types of shares: common stock and preferred stock.

Preferred stock is generally issued to banks by the companies though retail investors are also
eligible for them. They are preferred for the following reasons:
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* In temns of dividend payment, generally, they are given dividends even if the common &‘
stock holders are not ﬁ%
* When the company is to be closed, preference stock holders are given money first from the %
proceeds of the sale of the assets of the companies. i
* They may have enhanced voting rights such as the ability to veto mergers or acquisitions or ”5
the right of first refusal when new shares are issued (i.e. the holder of the preferred stock % :
can buy as much as they want before the stock is offered to others). <
Derivatives

Denivative is a financial instrument. It derives from an underlying asset- securities, shares, debt
instruments, commodities etc.. The price of the derivative is. directly dependent upon the valu,
of the underlying asset in the present and the projected future trends. Futures and options are the’
two classes of derivatives. : '

Futures

Futures are financial instruments based on a physical underlying (commodity, equities etc.), A
futures contract is an agrecment between two paities to buy or sell an asset at a certain time in the
future for a certain price.

former are
two parties.

' oL .’5-”*‘ - "
Options are a class of fatures where! the %ﬁ?eﬁi'orgcﬁéggzﬁihﬁé option whether to buy or not — put
option is the right but not the oblj gation to sell. Call option is right but not the obligation to buy.

Buyback of Shares

Buyback of shares is the process of a company’s repurchase of stock it has 1ssued at a price that is
usually higher than the market price. In the case of stocks, this reduces the number of shares
outstanding, giving each remaining shareholder a larger percentage ownership of the company.
This is usuaily considered a sign that the company's management is optimistic about the fature and
believes that the current share price is undervaiued. The company aiso should have reserves to do
$0.

Reasons for buybacks include
¢ putting unused cash to use
+ raising eamings per share :
* reducing the number of shareholders to reduce the cost for servicing them, etc.

Shares bought back need to be cancelied and thus the total equity shrinks and the shareholders
benefit. Buyback price is more than the market prices. Companies can buy back with the reserves
but can not borrow to buyback. It is allowed in India since 1998. The government has encouraged
cash—surplus PSUs to go for share buybacks to meet its disinvestment target. For the current
2017—18 fiscal, it has set a target of raisg Rs 72,500 crore through minority sales, strategic
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disinvestments as well as through listing of state—owmed insurance companies. GOI benefited
from the buyback operations of Coal India Ltd (CIL) and Engineers India Ltd in 2017.

" Anchor Investor

Anchor investors or cornerstone investors (as they are called globally) are institufional investors
like sovereign wealth funds, mutual fands and pension funds that are invited to subscribe for
shares ahead of the IPO to boost the popularity of the issue and provide confidence to potential
IPO investors. The benefit for institutional investors applying in anchor quota is that they get
guaranteed allotment. Allotment te investors applying in an IPO depends on the number of times
the issue gets subscribed. Anchor investors, however, cannot sell their shares for a period of 30
days from the date of allotment as against [PO investors who are allowed to sell on listing day.

| *Soillmodify Ekchanges

Commodity exchanges are.institutions which provide a platform for tradmg m ‘commodity
futores’ just as how stock markets provide space for trading in equities and their derivatives. They
thus play a critical role in price discovery where several buyers and sellers interact and determine
the most efficient price for the product. Indian commodity exchanges offer trading in ‘commodity
futures’ in a number of commodities. Presently, the regulator, SEBI allows futures trading in over

120 commodities.

Currently 6

Commodity i
. -Ahmedabad. 5 _3

‘Commodity EXEia TE _._,@yﬁxchaugc ‘Ll:dﬁ, Naw Mumbai

(UCX), operate forward trading in 13 commo%__ - Be 1des, there are 11 Commodity specxﬁc

exchanges recognized for regulanng% -5

under the Forward Contracts (Regulatlon) Act 1952.

The commeoditiés traded at thesc Exchanges comprise the following:

. Edible oilseeds complexes like Mustardseed, Cottonseed Soybcan oll etc.
Food grains — Wheat, Gram, Bajra, Maize etc. :
Metals - Gold, Sitver, Copper, -Zinc etc.

Spices — Turmeric, Pepper, Jeera etc.
Fibres — Cotton, Jute etc. o
Others — Sugar, Gur, Rubber, Natural Gas, Crude Oil etc.

s e 8 6 & @

Out of 17 recognized Exchanges, MCX, NCDEX, NMCE, ACE, UCX and ICEX, contribute 99%
of the total value of the commédities traded. Out of the 113 comumodities, regulated by the FMC,
in-terms of value of trade, Gold, Crude oil, Silver, Copper, Natural Gas, Lead, Soy Oil, Zinc,
Soybean and Castorseed are the prominently traded commodities.

FMC Was Merged Into SEBI 2015

Forward Markets Commission (FMC} that was headquartered at Mumbai was a regulatory
authority, which was overseen by the Ministry of Consumer Affairs and Public Distribution, Govt.
of India. Tt was merped with the Securities and Exchange Board of in 2015. The Forward Contracts
Regulation Act (FCRA) stands repealed, and the regulation of the commodity derivatives market
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shiffs to Sebi under the Sccurities Conﬁacts Regulation Act (SCRA), 1956. SCRA is a stroager

law, and gives more powers to Sebi than FCRA offered to FMC. It means that commodity markets
will now be better regulated, with more stringent processes — and will thus evoke greater
confidence after the NSEL crisis. The FMC only regulated the exchanges and had no direct .control
over brokers, SEBJ has a far superior surveillance, risk-monitoring and enforcement mechanism
that will give more confidence to investors, and may help businesses grow.

Mutual Fund-
Mutual fund — a ﬁnancial intermediary that mops llpl money from a group of investors to jnvest iu

capital market so as to generate returms for the investors. Mumal fund does it fora-fees. There are
two types. of MFs. = S : : o

- Open-ended Funds ' S

Open-ended or open mutyal funds issue shares (units) to.the investors directly at any time, The
price of share.is based on the. fund’s Det asset value. Open funds. have no g me duration, and.can be
- -purchased: or redeemed atany time on demand, but not on the stock market ., S

Glosed=ended Fand -

Ttisa collcct_, i

Jissued in an i : _. ffenné (N
an exchange. asset value, (N
demand. On {oses ed. Zhey can b

Kot ALEES
and, zn open-end ﬁmq&s?hcrc-ﬁle

ngd
existing shares. o . i W EE}
Foreign Portfolio Investor (FPI).

con -cfcs new sh:;%
etht” |

In 2012, SEBI had constitited a  “Committee ‘on. Rationalization - of Investinent Routes and
Monitoring. of Foreign Portfolio Investments” under the chairmanship of Shdq K. M.
Chandrasekhar with a view to rationalizesharmonize varigus. foreign portfolio investment routes

and to establish a unified, simple _regul'atory framework. Based on the committee report, in 2014,
new EPI Regime came into effect from. : -

Highlights are:
‘.

:Ponfolio.lnveshnent_ by any single-investor or investor group-cannot exceed 10% of the
- -equity of ait Indian company, beyond which it will now be treated as FDI,

by the Company up to the applicable sectoral cap.

’ Non-Resideut Indians (NRIs) and Foreign Venture Capital Investors ( FVCI) are-exchuded
- from the purview of this definition, '

¢ FPIs are not allowed to invest in unlisted shares, However, all ex1sting investments made

* FPIs are permitted to invest in Government Securities with 2 minimum residual maturity of
one year. [t means, FPIs have beep prohibited from investing in T-Bills.
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FlIs

“oreign Institutional Investor (F1I) meéans an institution established or incorporated outside India
which proposes to make investment in securities in India, They are registered as Flis with the
SEBI (FII). FlIs are allowed to subscribe to new securities or trade in already issued securities FII

are a part of "Foreign Portfolio Invesior* (FPI) along with the other two: Sub Accounts and
Qualified Foreign Investors. _ :

FIIs invest huge sums of money in financial assets - debt and.shares- of companies and in other -

countries- a country different from the one where they are incorporated. They include banks,
insurance comipanics, retirement or pension funds, hedge funds and mutual funds. Flls are allowed
fo avest in the primary and secondary capital markets in India through the portfolio investment
Scheme (PIS). The ceiling for overall investment for FlIs varies from compauy. o company.
desides buying equities from thc market, Fils have participated in Qualified Institutional
Placements (QIPs), directly from the promoters requiring huge capital. SEBI prescribes norms to
register FIIs and also to regulate FII investments.

Reasons for FlIs having India as a favourite destination
s growing economy ~
* corporate profits are high
* govemment policies are encouraging
Saty R 5
. comp%% G -

it can leave;the country at the same

uﬁpﬁ'ﬂ:

QFIs XE‘& Prelhs

A QFI is an individual, group or association resident in a foreign country that is compliant with
Financial Action Task Force (FATF) standards. Till 201 2, they were investing in India through the
FIIs registered with the SEBIL. From 2012, they are allowed to invest in India directly for which
Sebi and RBI have made the necessary rules.They are a part of FPI from 2014.They can invest in
corporate debt, equities and mutual funds.lts aim is to widen the class of investors, attract more
foreign funds and reduce market volatility and deepen the Indian capital market.

Government relaxed the eligibility condition to allow investors from Gulf Cooperation Council
(GCC) and also the European Commission to invest in Indian debt if they meet the local rules. A
resident of IOSCO can also be a QFL

Difference Between FDI and F1I

FDI invest in setting up firms to produce goods and services. That is why it is called “direct”
institution. FII on the other hand buys financial assets for profits. In order to remove the ambiguity
that prevails on what is Foreign Direct Investment (FDI) and what is Foreign Institutional
[nvestment (F1I), it was decided to follow the international practicc and lay down a broad principle
that, wherc an investor has a stake of 10 percent or less in a company, it will be treated as FII and,
where an investor has a stake of more than 10 percent, it will be treated as FDI.
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The International Organization of Securities Commissions (I0SCO) is an association ¢
organisations that regulate the world’s securities and futures markets.

IOSCO is has a permanent secretariat based in Madrid,

Sustainable Stock Exchanges (SSE)

Other key stakeholders include the World Federation of Exchanges (WF E), and the Internationa]
Organization of Seaurities Commissi )-.:The: SSE.provides a multi-stakeholder learning
platform for ‘stock ¢xchanges; iny <tpanies to adopt best practices in
promoting corporatesustainability _ investors, regulators, and companies, they
strive to encovirage sustainable ‘inves s S

the OECD in Paris FATF 15 responsible for setting global standards op anti-money léundering
(AML) and combating financing of terrorism (CFT).

countries on money laundering and terrorist financing activities.

Global Depository Receipts (GDR)

The proceeds of the GDRs can be used for financing capital goods i.mports, capital expenditure
including domestic purchase/instatlation of plant, equipment and building and investment in
software deveiopment, prepayment or scheduied Iepayment of earlier external borrowings, and
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equity investment in JVs in India. GDRs are listed on London SE or Louxcmbburg or elsewhere.
They are also called euroissues in a general sense.

ADRs

American depository receipts are like shares. They are issued to US retail and instituGonal
investors. They are entitled like the shares to boaus, stock split and dividend, They are listed either
on Nasdaq or NYSE Like GDRs, they help raise equity capital in forex for various benefits like
cxpansion, acquisition etc. ADR route is taken as non-USA companies are not allowed to liston the -

US stock exchanges by issuing shares.

Similarly with Indian Depository Receipts (IDRs).

Participatory Notes

Participatory notes are instruments used by foreign investors for making investments in the stock
markets. In India, foreign institutional investors (FIls)who are Sebi-registered use these
instruments for facilitating the participation of overseas funds like hedge funds and others who are
not registered with the Sebi and thus are not directly eligible for investing in Indian stocks.

Any entity investing in participatory notes is not required to register with SEBI (Securities and
Exchange Board ofIndia), whereas ve to.compulsonly get registered; Participatory notes
ase popular b ¥ Prov; of anonymity, which enables large hedge funds to

carry out theit per,atmﬁgg-_wit;_l}pu,_t i - their- identity and the source of fapds: KYC (know

YOUT CUSIOmMEE:,

Since the source of funds is not revegled, the PNs are pofeptially unsafe. Therefore, SEBI in 2007
October imposed certain conditions: Ifk $ikis o the ENstthat a single FII can issue etc. SEBI
wants the PN holders to register with the SEBI and invest directly as India is a long term growth
story. Sebi policy paid off with the number of Flls registering with the regulator going over time to

about 2000(2017)

The SEBI action aims at ensuring that the quality of flows into stock markets and Indian forex
market is clean. :

Clearing House

matches and guarantees the trades of its members and

An organisation which registers, monitors,
he National Securities Cleanng

carries out the final setflement of ail futures transactions. T
Corporation is the clearing house for the NSE.

Equity
Common stock and preferred stock that is, shares issued by the company.Also, funds provi
business by the sale of stock. '

dedto a
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dividends and entitle the holder to vote at general meetihgs. The company may be listeg on a stock
exchange. Shares are also known as stock or equity.

borrowing.
Debenture

Debt not secured by a specific asset of {he corporation, but issued against the igsuer’s general
credit- that is, it js unsecured debt. Investment earns an mterest for the debenture holder, The
following are varjous types of debentures

¢ convertible debentures cap be converted into equity at 2 future date
* Non-convertible debentures will not be convetted

¢ Parly convertible debentures will have some pariconverted into shares. _

Bear PU
Bear is an invisto 7
Bull i : coxi
- N7 TN
Bull is an investor who belj eves thatﬁ' %fa\%(%t W%I gg_'-uiuhp!imistic

Bear Market

A sustained- period falling stock prices usually precéding- or accompanied by a period of poor
economic performance known as a recession. of

Bull Market

not precise, but it Tepresents a period of investor optimism, lower interest rates and economic
growth. The opposite of a bear market.

Gilt

Gilt is a bond issued by the government. It is issued by the Central Bank of a counfry on behalf of
the government, Ip India, Reserve Bank of India issues the treasury biils or gilts. ‘Gilt Edged
Market is the market for povernment securities.
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Blue Chip

Blue chip shares are the shares of the companies that are the most valuable. Companies that .arc
profit making; usually dividend —paying and are liquid in the market- that is there is almost always
i demaund on the market.

Midecap Company

Generally, comparics with a market capitalization that is very high are called large caps and the
next rung below is mid cap and the bottom one is small cap companies. Limits are not statutorily
laid dwn and vary from institution to Institution. '

Retail Investor

A retail investor is in the Indian securities is one whose subscription to securities is of a value less
than Rs. 2 lakh regardless of indjvidual’s existing shareholding in the market or what his present
networth is: Sebi allows price discount for retajl investors and company discount participating in
initial public offers and follow-on offers. This discount is offered to attract retail investors into the
market and broad base ownership. '

Negotiated Dealing System

Negotiated Dealing:

< ilitating dealing i Government
e ey ) S m o
Securities andMon FoS My

Short Selling

AP T
‘ RISIEEY ¢ih _ )

The sale of a security made by an mvestor who does not own the security. The short sale i made

in expectation of a decling in the price of a security, which would allow the investor to then

purchase the shares at a lower price in order to deliver the secuitics earlier sold short

Market Capitalization

Price per share multiplied by the total number of shares outstanding; also the market's total
valuation of a public cormpany. o

Insider Trading

Insider trading occurs when any one with information related to strategic and price-influencing
information purchases or sells stocks so as to make speculative profits. SEBI is formulating ruies-

which are tougher for the insider trading,

Depository

A depository holds securitics {like shares, debentures, bonds, Government Securities, units eic,) of
investors in electronic form, Besides holding sceurities, a depository also provides services related
to transactions in securities. Benefits of a depository are reduction in paperwork involved in
transfer of securities; reduction in transaction cost.
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National Securities Depository Limited (NSDL)

In the depository system, securities are held in depository accounts, which is more or less simjlar
to holding funds in bank accounts, Transfer of ownership of securities is done through simple
account transfers. The enactment of Depositories Act in 1996 paved the way for establishment of
NSDL, the first depository in India, : :

. o L N ' Ay .,:FE‘;
L J:v&"*m i Q,hi‘ﬁ:kjm;mm Lif

NSDL offers facilities like dematerialisation Le., converting physical share cerfificates io

-+ electronic form; rematerialisation i.e., conversion of securities in demat form into physical
certificates ete, '

Nasdaq

Nasdaq stands for the National Association of Securities Dealers Automated Quotation System..
Unlike the New York Stock Exchange where trades take place on an exchange, Nasdaq is an
electronic stock market that uses 2 computerized system to provide brokers and dealers with price
quotes. Tt is an electronic stock market- first in the world- run by the National Association of
Securities Dealers. Many of the stocks traded through Nasdaq are in the technology secior.

Wi

T

Cymanr

Dow Jones Index - | |

Ar

thié;'mow_:gmcn&of thé: world's first i
of the NYSE. 'Currently there are P
- (DJIA). The. Dow' J. ones Transport

=
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In recent years, broader indices sué%ﬁg“a%--_rﬁ% Stzgcl%auﬁda &El?ogor's 500 (for large companies), the
Russell 2000 (for smaller companies) and the Wilshire 5000 {for an cspecially_brqad measure)
bave gained currency, in part due to the rising popularity of index investing,

Important Indices In The World

Market index is a number to indicate the average movement of prices of a securities market. It
usually tracks select stocks. '

* American Dow Jones Industrial Average and S&P 500 Index

* Bntish ETSE 100: It is 2 share index of the 100 most highly capitalised companies listed on
the London Stock Exchange. The index began in 1984 with a base level of 1000.The index
is maintained by the FTSE Group, an independent company which originated as a joint
venture between the Financial Times and the London Stock Exchange.

* French CAC 40

* German DAX

* Ibex for Spain

* Japanese Nikkei

* Australian All Ordinaries
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. Hong Kong Hang Seng Index
» South Korea’s Kospi
¢ Straits Times Index (STI) of Singapore .
e Bovespa Index

¢ RTS Index (RTSD) is an indéx of 50 Russian stocks that trade on the RTS Stock Exchange
in Moscow :

o SSE (Shenzhen Stock Exchange) Composite Index- China
»  SSE (Shanghai Stock Exchange} Composite index-China

- Ponzi Scheme Or Pyramid Scheme

A Ponzi schemeis a fraudulent investment operation that pays high returns to investors and -
promises highet returns to those who join the scheme later, The payments are done from investors
own money or money paid by subsequent investors rather than from any actual profit eamed. The
scheme is named after Charles Ponzi, who became notorions for using the technique after

emigrating from Ialy to the United States in 1903.

Decoupling

us fogic and peed not be entirely
dependent on : i pots intola receggion, all counties
need not haveéitheir stock markeis ¢ ia, for example grew at 6.7% (2008-
09) while the USARand the west.were. confracting: Reflecting -the -economic realities, equity
markets also perform autonomously after a point. It-is called decoupling- that 1s, isolation from the
rest.China is more integrated with theawor it s ifs.SconBhy &s driven by exports. However, cven
China is decoupled as it has a lot of domestic consumption driving its growth.

It means lhzii.

Clause 49

Clause 49 of the Listing Agreement to the Indian stock exchange came into effect in 2005. It has
been formulated for the improvement of corporate governance in all listed companies as it
mandates that there should be certain independent directors on the Board of a Company.

Shariah Index

Asia’s oldest stock exchange, the Bombay Stock Exchange (BSE), launched its Shariah index in
December 2010. The index has 50 stocks selected from the BSE-500 bracket. Infrastructure,
capital goods, IT, telecom and pharmaceuticals shares will form a large chunk of the ‘BSE Tasis
Shariah-50 Index’, as the new index is known.

The new index attracts investments from Arab and European countries, where Sharigh funds are
already popular. Shariab, the religious law of the followers of Islam, has strictwes regarding
finance and commercial activities permitted for believers. Arab investors only invest in a portfolio
of ‘clean’ stocks. They do not invest in stocks of companies dealing 1n alcohol, conventional
financial services {banking and insurance), entcrtamment (cinemas and hotels), tobacco, pork

meat, defence and weapons.
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SRIRAM’s
BRICS Cooperation Among Exchanges

In 2011 seveq major stock exchanges in Brazil, Russia, India, China and South Africa announced
plans to cross-list derivatives on their benchmark indexes, The five founding members of the

Limited from South Affica, announced the formation of the alliance In this initial stage of
implementation, the exchanges aim to expand their product offerings beyond their home markets

and give investors of each exchange exposure o the dyhamic,'emerging, and increasingly
important BRICS econonmies. _

Power Exchanges

A power exchange created within the regulatory framework js an institution that ig responsible for
conducting auctions in a non-discriminatory fashion to sell power at competitive market prices.
CERC has permitted trading of Elecctricity through Power Exchange with effect from June 2008,
Currently, two exchanges viz."Indjap Energy Exchange (IEX) and Power Exchange of India
Limited (PXIL) are in operation in India which facilitate an automated on-line platform for
physical day-ahead cofracts. It is the core of an electricity market which s a System for effecting
purchases, through bids o buy and sell. It would bring about efficiency as well as liquidity as
power compaggf%bg%l}_‘%g%?idﬂecm .

- BB
Why Is Tl?e%ﬁmm toek set Dolng S0 Well (2017)"
s U e

The Nifty rose to a historic high of 10,423, while the S&P BSE Sensex hit a lifetime high of
33,530 on November Ist, 2017 _po??@g’.?lgf%hig'éétgrcﬁi:fi;as%in the calendar year till thep. The
[oas0NS are: loose monetary policy of fors; gh countties like Japan, EU that makes money cheap for
the FPTs to invest abroad. Domestic savings are flowing to. mutual funds, It is happening because

. the macrg €conomic data s encouraging. The current account deficit and fiscal deficit are under

" control. Retajl inflation is low. The government is focusing on case of doing business and
implementing crucial reforms such as the Goods and Services Tax (GST); RERA efc. These
factors could boost growth. India jumped 30 places to 100 in the World Bank's ease of doing
business rankings 2018, driven by reforms in access to credit, ‘power supplies and protection of

138

e e

[ Ty
O

: ~ B



H
7

TAXATION

Tax is a payment compulsorily collected from individuals or finns by government. A direct tax is
levied on the income or profits of an individual or a company respectively. The word ‘direct’ is
used to denote the fact that the burden of tax fatls on the individual or the company paying the tax
and can not be passed on to anybody else. For example, income tax, corporate tax, wealth tax etc.
An ‘indirect’ tax is levied on manufacturing and sale of goods or services, It is  called *indirect’
because the real burden of such a tax is not bomne by the individual or firm paying it but is passed
on to the consumer. Excise duty, customs duty, sales tax.etc, are the examples,

Importance of taxation for the Government, economy and society

‘Taxation has revenue and non-revenue aims. The revenue it fetches helps government in meeting
its growth poals through investment. Taxes provide funds that can accomplish
» Provision of public goods
national defense
enforcement of law and order
redistnbution of wealth through progressive taxation system
economic infrastructure — roads, ports elc
social welfare
socnaliﬁgas&u‘ iy

s, .
Wi

employment b%;t_l_'cﬁtsg

*® & 4 & & & & 8 =

Promote small scale industries :
Boost exports by making cxp%‘t;&s ¢ f tl%?g’i‘ﬁ

Enforce good civic fiscal behavior through carrots and stlc}cs as in the Income Declaration
Scheme (IDS) 2016 and Pradhan Mantri Garib Kalyan Yojana, 2016 (PMGKY)

»

Taxatio_n in India

India has an elaborate federal Consnmtlonal scheme for imposition, collection and appropriation of
taxes. The central government levies direct taxes such as personal income tax and corporate tax,
and indirect taxes like customs and excise duties and service tax. In 2017, however, excise duties
and service tax were integrated into the Goods and Services Tax {(GST) for most products. States
are a part of GST though they have some residuary power to levy Value added tax (VAT) on
goods like petroleum products, tax on liquor etc. States also have the power to levy direct taxes
like tax on agricultural income, :

Since 1991, the tax system in India has undergone substantial rationalization- reduced rates and
slabs and better administration. Tax system has been simplified also to boost “Ease of doing
business.”

Some of the tax reforms made till 2017 are;
+ Broadening the tax base to include services, fiinge benefits, stock market transactions etc

+ Reduction in customs and excise duties. Peak customs rate is today 10% which is imposed
on 90 per cent of non-agricultural industrial goods
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*  Lowering of corporaté tax rates to 25% over a four year period from 2015

»  Wealth tax was abolished in the U'n.ion Budget (2016-2017) and integrated into the income
tax of the Rs.1 cr slab .

s T B e Ve s e S 4y S e R R
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* Rationalizing the personal income tax rates and slabs starting from 1997 “dream budget’
s GST from 2017
. ¢ Useoftechnology for quicker processes
*  Simpler procedures for greater compliance
¢ Safe harbor rules on transfer pricing

* Revamping the double tax avoidince treaties with many countries like Mauritius to prevent
Base erosion and profit shifting {(BEPS) _ '

©  Clear General anti-avoidance rules (GAAR)

® Stringent action against black money holders through disclosure scheimes which have very
litte amnesty componenf{lncome Disclosure Scheme (IDS) 2016 and severe monetary
penalty as in Pradhan Mantri Garib Kalyan Yojana, 2016 (PMGKY) so that they pay
adequate tax _ _ _

Direct and Indirect Tax Ratio

udes, m irect & indirect taxes: Direct taxes
OfRtax maiblyRwhile indirect taxes comprise of GST and
é:g, ﬁé Prdﬁrcssh*é‘_ta'x_whe@ the richer a

01t "Direct taxes like income tax are also

Total tax revéfiug e Govemmen of Tidia 1t
include persofial inconie tax a ¢orporation

pay. Tt hasequity”

stabilizing prices. They help in stabilising cconomic cycles without explicit govemment actior.

Indirect taxes on the other hand largely do not differentiate between the rich and the poor though
there is a progressive element there as well ag there are exemptions and there is a hierarchy of
slabs. But on most essential goods, there is tax and the poor pay it. Indirect taxes also contribute to
inflation and may dent savings and demand. Thus, they are relatively anti growih, In India, the
relative centribution has been evolving as follows as mentioged in the Reserve Bank of India
(RBI) Handbook of Stafistics on Indian Economy released in September 2017;

In 1985-86, the indirect tax revenue was more than 4 times that of the direct tax revenue. The share
of indirect taxes in the total tax revenue was 83% compared to the 17% share of direct taxes in
1985-86. In 30 years since then, the share of-both has more or less become equal. In 2016-17,
share of direct taxes was 48% in the total tax revenue compared to the 52% share of indirect taxes.
In the 8 years between 2007-08 and 2014-15, the share of direct taxes in the total tax revenue was
more than the share of indi rect taxes. in 2009-10, the share of direct taxes was close to 60%, the

- highest ever till date. Starting again in 2015-16, the share of indirect taxes has overtaken the share

of direct taxes.

In this context, it should be noted that when the overail tax collections of both the Centre and the
States are taken into account, nearly two-third of total tax collected is accounted for by indirect
taxes, implying that the tax structure i the country continucs to be regressive,
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While collections from direct taxes have risen in absolute terms, their contribution to India’s toal
tax revenue has fallen in percentage terms. Also, direct taxes have been growing at a slower pace
than indirect taxes. '

The reason for the surge in indirect taxes is two fold: service tax base increased and also the rate-
being 18% under the GST regime since 2017. Also, with the dramatic drop in the international
crude prices since 2015, GOI found an opportmity and need to increase the excise duties on
petroleum products steeply.

Tax to GDP ratio

When the economy grows, there is greater personal prosperity, comorate profits and consumption
of goods and services. All of them add to tax collections and thus the Tax: GDP ratio increases,
GOl’s gross tax collections (total amount that it collects which includes the share of Stafes and
UTs) are estimated at 11.3% of GDP for FY2018. When we add the taxes and dutics of States and
local bodies, India’s tax-to-GDP ratio becomes 16.6%. Gross tax collections will statistically come
down from 2017-18 as states are collecting their own GST. In 2015, tax revenue (including social
contributions) in the EU-28 stood at 40.0 % of GDP, and accounted for around 89 % of tofal
government revenue. In comparison, the combined tax to GDP ratio in other BRICS countries was
higher - Brazil (35.6%), South Africa (28.8%), Russia (23%), and China (19.4%).Some countries,
like Sweden, have a high tax-to-GDP ratio, (as hi _

GDP ratio of 45% while Denmark as.is'pegsed-at48:6%: Amaong the BRIC countries, Brazit has a
tax to GDP ratio of33.4% while Russia'is al34.8%. But experts say that mostdeveldped countries
have 2 higher per capita income and ‘thereforsthe ability to pay highertaxes. -

The relatively low ratio in India is t-;o‘t;ca'luée \-l.fé'é(é a developing éountf)ig there is a lﬁrgc informal
sector; agricultural income is exempttligré.ate so nany dtheér tax cxemptions (tax expenditure);
parallel economy; and also, tax machinery is not sufficiently capacity-buik,

Low ratio handicaps the state from spendng on social social sector and infrastructure. India spends
on an average about 3.4 percentage points less vis-a-vis comparable countries on health and
education Economic Survey 2015-16 said that India needs to increase its tax-GDP ratio, and spend
more on health and education. When tax revenues grow at a slower rate than the GDP of a country,
the tax-to-GDP ratio drops.

Since 2016-17, formalization of economy has become the focus with demonetization and GST.
There are more people filing tax returns; more digital payments; those evading tax earlier can not
do so any more as the govemment relies on big data garmered from demonetization. GST makes
compliance higher due to input tax set off ' ‘

Due to demonetization, as many as 1.26 crore new taxpayers were added in 2016-17. The I-T -

department launched Operation Clean Money to clamp down on unaccounted money funnelied
into bank accounts, post-demonetisation,

Number of Tax Payers 2017

In India a large section of people come from agrculture, BPL and small enterpriscs who are not
hable to pay tax as their income falls below the exemption Limit. Due to Tax Deduction at Source
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(TDS), many more people arc paying tax even though many of them may not be filing their tax
returns, That is, not everyone who pays tax files retums. The government added 9.1 million new
taxpayers in 2016-17.This is expected to significantly boost the govemment’s tax revenue, India
had only 55.9 million individual refurn filers at the end of 2015-16.

Not everyone who pays files returns pays tax. Many file returns to show that they have no taxable
mcome. :

Broadening Tax Base

"Tax base encompasses all that is taxed- incomes, profits, manufacture, sale, import etc, While

vertical equity demands that rich are taxed harder and luxury goods as well, horizo::-! equity
demands that all transactions cxcept the very essential ones be taxed. The moie the actions that are

taxed, the larger the base. Since 1991, government has been broadening the base starting from

1994 when the service tax was introduced. Following have been the steps
¢+ STT -
» CTT
* Fringe benefit tax
* MAT '
« GAAR |
Limitation of benefit clause in the DTAAs
Demonetization - . . R
Transﬁ;rpncmgandAPAs '
Expaniding the coverage of py y _E;iorjls’_i-'elat'ing.to'-Tai__-Deduction at Source (TDS) to more
transactiéns T
*  Quoting of permanent accous _number made compylsory for many transactions so more
people can be brought into tax fef- ~ * ¢ 0 M foi% -

*

. » o

Tax Amnesty Schemes

There may be people who do not coraply with the tax laws. That is they evade taxes. Governments
make amnesty schemes for them come clean by paying taxes at the current rates or any other rate
which is beneficial to the assesse even as the government collects tax revenue that can be used for
the socto-economic development of the country. It is called  tax amnesty scheme. Those who
comply with such a scheme are not taken up criminaily. Dome schemes do not have any penalty.
Some have it, the latter being disclosure schemes essentialy where the amnesty part if minimal
(not being criminally proceeded against). The schemes that were launched in 2016 are mainly
disclosure schemes: DS 2016 and PMGKY. '

IDS 2016
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Pradhan Mantri Garib Kalyan Yojana, 2016 (PMGKY)

{t is an amnesty scheme launched by the Govemment of India in December 2016 on the lines of
the Income declaration scheme, 2016 (IDS) launched earlier in the year. A part of the Taxation
Laws (Second Amendment) Act, 2016, the scheme provides an opportunity to declare unaccounted
wealth and black money in a confidential manner and avoid prosecution after paying tax, interest
and a fine of 50% on the undisclosed income. An additional 25% of the undisclosed income is
invested in the scheme which can be refunded after four years, without any interest. Valid from
December 16, 2016 to May, 2017, the scheme can only be availed to declare income in the form of
cash or bank deposits in Indian bank accounts and not in the form of Jewellery, stock, immovable
property, or deposits in overseas acoounts.

- While the rationale is appealing for the amnesty schemes, they carry a moral hazard: those who do
not pay continue not to pay and those who did, may be de-motivated. - '

Operation Clean Money 1 and 2

Income Tax Department (ITD) initiated Operatios Clean Money in January 20]7. Initial phase of
‘the operation involves e-verification of large cash deposits made during 9th November to 30th
December 2016. Data analytics were used for comiparing the demonetisation data with information
in ITD databases. In the first baich, around 18 lakh persons have been identified in whose case,
cash transactions do not appear to be in line with the tax payer’s profile. Operation Clean Money |
began on January 31 and ended om February 15.As part of the first phase of Operation Clean
Money, the CBDT hiad identifiéd17.93 lakh persons for ¢-verification of large cash deposilts.

In the second phase of 'Operation Clean Money' launched. in April 2017 with an' aim to detect
black money generation post demonetisation, the I-T department used information received under
the Statement of Financial Transactions (SFT) from banks to identify additional cases: persons
whose tax profiles were found to be'?’lia‘lc?nsjs__l_,ent mth tlieicash deposits made by them during the
demonetisation period. o T

Direct Taxes Code (DTC)

The Direct Taxes Code (DTC) is a proposal i:vy the Government of India (GOI) to simplify the
direct tax laws in India. DTC aims to introduce new provisions and revise, consolidate and
simplify the structure of direct tax laws in India into a single legislation. DTC will I replace the
Income-tax Act, 1961 and other disect tax legislations. DTC 2010 was introduced in the Indian
Parliament in 2010 but it lapsed with the dissolution of the 5th Lok Sabha in 2014. However,
without the DTC, many changes have been brought about in the direct tax regime in the country in
the three years till 2017:
|. Wealth tax was abolished
2. Union Budget 16-17, GOL presented 2 plan to reduce the corporate tax rate from 30%
to 25% in four years to make India’s tax rates globally competitive
3. Reduction in corporate tax rate for MSMEs to 25% from 30% to make them
competitive
4. General Anti Avoidance Rules (GAAR) , _
3. Place of Effective Management (POEM) rule as a test to determine tesidency for tax purposes
6. Changes in DTAAs

In the 2017 Rajaswa Gyan Sangam, PM mentioned the need to overhayl the direct taxes

{ramework.
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90 per cent is avoidable as domestic
rubber manufacturing units have the capability to meet the demand, but low import duties op
rubber products especially under FTAs (free trade agreements} have led to -indiscriminate

Reducing the customs duty on raw material for the -pharmaceutical, electronic and automobile
sectors is important for the same reason. '

Such anomaties discourage value-addition by domestic manufacturers and encouraged i mpoxts.
FTAs may lead to inverted duty structure with duties for final products being lower from FTA

partners compared to duties for the raw materials imported from non-FTA countries. This acts ag a
disincentive to-lotalman FAgfE bigh:is:not.competitiy dgainst FTA imports ‘because of the

Tax expenditure refers to revenue f(‘)’t%;(_){fzg%a %s' ;z‘.nl._ § a pﬁons and concessions {direct and
indirect tax). It was introduced for the 15t time in 200 —Gﬁcliion Budget. The revenue foregone
due to tax incentives in 2015-16 is estimated at nearly 6 lakh crore. Such exemplions have been

justified for promoting balanced regional growth; dispersal of industries; neutralisation of -

disadvantages on account of location; and incentives to priority sectors, including infrastructure.

They are alsp given to the middle class to buiid houses; senior citizens for their relief; women for
buying houses etc.

Since the amount i large and so many of the incentives may have lost their utility and need, it is

Suggested that some should be dropped. They should be subject to a sunser clauge, as tax
exemptions often create Pressure groups for their perpetuation. While some may be justified as
they enhance investment and generate more taxes for the government, others are not.

However, some such incentives are nhecessary. For example, the 2016 Start Up poficy that gives
breaks for such firms. - -

144

;
i

N
I

A

i

i

A
i

Siiry,

it ;ﬁ.‘—‘.& T

‘ez

i -
oo

P T
i

Cewen e T
L Tz

g

R

gy

5
I
s

E




A e et ey e e e e L e L et TS e b e e e
EEARNCCE R B L i e e i e e el T e ] SO bt T T e e n T O L T

SRIRAM'sIER

Tax Havens

" Atax havenis a country or territory where certain taxes are levied at a low rate or not at all.

Individuals and/or corporate entities can find il atiractive to move themselves to areas with reduced
or nil taxation levels. This creates a situation oftax competition among govemments. The
important features of a tax haven arte;
» il or nominal taxes;
* lack of effective exchange of tax information with foreign tax authorities, that is, personal
finance information is not shared with other couatries
* no requirement for a substantive local presence; and

Bermuda, Panama, Ireland, Singapore, the Cayman Islands, Monaco, Luxembourg and Hong Kong
are among 4, femritorics blacklisted by the Organisation for Economic Co-operation and
Development and threatened with punitive financial retaliation for being tax havens.

Panama and Pradise Papers

The Panama Papers are 11.5 million leaked documents that detail financial and attomey—client
information for more than 214,488 offshore entities that contain personal financial information
about wealthy individuals and public officials dealing in shell corporations that were used for
uding fraud; on;ang %ﬁ%on&l sanctions.

illegal purposg

i [

The Paradise f;aperssis Ia set of 13.4 -riiiIIion'copfi.c_lcnﬁ_ialu'ciec‘:tfonic:_'documenté felatihg to offshore
investment. The documents originate from the offshore law firm Appleby. They contain the names
of more than 120,000 people and companies who put their legal and illegal money it funds based

" H] :

in Cayman [slands and Bermuda - taﬁ?@a{ycngi : } 4 % 11

{'I
Tobin Tax

James Tobin, an. economist, proposed .in 1972 a worldwide tax on all foreign exchange
transactions- when foreign capital enters a country and when it leaves. The aim is to check
speculative flows. Long term investment — generally FDI, will not suffer as it does not invest for
speculative {short term) reasons like Flls. '

Tobin Justified the tax on two grounds: First, it would reduce exchange rate volatility and improve
macroeconomic performance. Second, the tax could bring in revenue to support for development
efforts or exchange rate stabilization.

The defining characteristic of a Tobin tax is that the tax is levied twice- once when one acquires
foreign exchange, and again when one sells the foreign exchange.

The south East Asian currency crisis (1997) is partly atwibuted to the ‘dynamics of hot
money'(portfolio investments or FII flows). That gave further justification for the Tobin tax.

Tobin tax can be imposed only if all the countries accept the proposition. Otherwisc, Fils can go to
countrics where the tax is not imposed.
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India does not prefer it as we need foreign inflows as we are 3 CAD country and don’t have
surplus. ’

In the MU, there is a proposal to see a microtax levied at 0.1% on share and bond transactions,
and 0.01% on deals involving complex securities such as derivatives. It is called the Financial
Transaction Tax. The FTT, or "Tobin tax" as it is also known is a "Robin Hood tax", - collected
from speculators and used for rescuing the financiai systern when there js such a need. India has a
similar tax though not for the same purpose- securities transaction tax (STT) and commodities
transaction tax (2015)

Due to currency volatility and stock market stocks in China in 2015-16, there is a proposa}. that
Tobin tax be imposed. China may be able to afford such a tax as FII exposure is limited in China
and it has huge surpluses of forex reserves.

India can not afford Tobin tax as we need foreign cumrency, We need to contain volatility by other
means encovraging FDI and relatively limiting FPI though FPI is also very important for liquidity
in capital market, - : :

Pigovian Tax

The Pigovian tax is imposed op transactions that have a negative externality. For example,
pollution. Externality means impact of one person's actions on the well being of an outsider
(bystander or third party)..For ex, and consumer of cigarettes together will harm
the third person with pollifion; Als  exh ttomobiles. Positive exterality refers
10 2 good effect on the third party: For exampls, 7 tozatton of historic buildings, research into new
technologies, fibraries etc-Carbon tax js. one -examp the conitext of the need to discourage
fossil fuels and"eﬁédut‘égé?réiiéiiébl'é"Soiffées-due--to.:clmatéz'i:h'angc threat, Supreme Court in 2015
imposed an ‘Environment Compcnsz_:t_ggné%a{ge { %Ca(_:&)éo?%c%mmcrqla! vehicles entering Delhi.
Carbon tax (called Clean Environment Cess from 2017) is levied in India since 2010 at the rate
which is Rs.400 per tonne on Coal, Lignite and Peat in order to finance and promote clean
environment initiatives, funding research in the area of clean environment or for any such related
purposes.It 1s imposed on coal produced in India or imported into India. This is in line with the
principle of "polluter pays™. '

In many countries carbon taxes are levied also on other fossil fuels like petralevin, natural gas etc.’

Base Erosion and Profit Shifting (BEPS)

BEPS refers to tax planning strategies that exploit gaps and mismatches in tax rules to artificially
shift profits to low or no-tax locations where there is little or no economic activity, It means, a
company shifis its headquarters to a jurisdiction like Mauritivs or Treland where tax rates are low
only to avoid taxes. Although some of the schemes used are illegal, most are not. It is hege loss
of tax revenue to the govermments of the countries where these companies actually carry out their
economic activity. This undermines the fairmess and integrity of tax systems because businesses
that operate across borders can use BEPS to gain a competitive advantage over enterprises that
Operafe at a domestic level. Moreover, when taxpayers see multinational corporations legally
avoiding income tax, it undermines voluntary compliance by all taxpayers.
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BEPS is of major significance for developing countries like India due to their significant reliance
on corporate income tax, particularly from multinational enterprises. India suffers from BEPS due
to double taxation avoidance agreements (DTAA} being misused, transfer pricing issues etc.
India modified its DTAA with Mauritius to tackle the BEPS issues.

Tax sbuse not only weakens efforts to fight poverty but also weakens the fiscal base needed for
sustainable economic development.

OECD has a BEPS inclusive framework in which many countries are participants including India.
It consists of measures ranging from common approaches which will facilitate the contvergence of
national practices, and best practices.The Inclusive Framework on BEPS brings together over 100
countries and jurisdictions to collaborate on the implementation of the OECD/ G20 Base Erosion
and Profit Shifting (BEPS) Package. -

United States Foreign Account Tax Compllance Act (FATCA}isa smular example The Foreign
Account Tax Compliance Act (FATCA) is a 2010 United States federal law requiring all non-U.S.

(‘foreign'} financial institutions (FFIs) to search their records for customers from U.S. and to report
the assets and identities of such persons to the U.S. government. India agrees with it.

Transfer Pricing and APA

Transfer pricing 13 lhe settmg of the price for goods. and Serv_lces sold between related legal entltles

transactlons or spemﬁed domestlc tmnsactmns tween’ assoc1ated enterpnses should be computed
having regard to the arm's-fength pnce An arm's-Jength price for a transaction is what the price of
that transaction would be on the open dket. Z‘lﬁé Eneed for the Code is because of the profit
shifting practices followed by the MNLS For example, an MNC has a subsidiary in India and
elsewhere. It sources from and supplies to the subsidiaries in all the countries. The goods and
services are same but the prices are shown differently depending upon the tax rafes in the
countries; The corporate tax rates are high in ladia, Therefore, the price of goods sold by the MNC
to Indian subsidiary is shown higher in India to show less profit and thus less tax outgo. Thus,
transfer pricing is generally done in a way as to show high profit in countries where the corporate
tax rate is low and low profits/losses where the rate is high. Therefore, transfer pricing norms
existing today need to be rationalised so that the tax revenues that are due to the government are
not eroded. Tax evasion and money laundering has te be checked by tightening the transfer pricing
regime. The solution is advance pricing agrecments (APA).

An APA refers to an agreement between the taxpayer and the tax authorities on the pricing of an
existing or proposed transaction between related parties. Any taxpayer ¢an file an application for
an APA, along with details of the ‘transaction and the proposed pricing for such frapsaction. The
APA programme enables the taxpayers and the revenue authorities to interact, negotiate and come
to a conclusion on the pricing of the transaction in question. If the taxpayer and the revenue
authorities agree to a particular price, they may enter into an agreement, which would be valid for
a peniod of five years. If, however, for some reason, they do not reach a consensus, they may not
sign the agreement.It helps avoid disputes with the tax authorities over transfer pricing. The APA
scheme, which was introduced in 2012, tries to provide certainty to taxpayess in transfer pricing by
specifying the method of pricing and setting the prices of international transacticns in advance. It
applies to foreign MNCs and Indian MNCs,
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Double Taxation Avoidance Agreement (DTAA)

Double taxation is the levying of tax by two or more jurisdictions on the same declared i ncome (in
the case of income taxes), asset (in the case of capital taxes), or financial transaction {(in the case of
sales taxes). Double taxation is avoided by DTAAs where countries affected enterinto a tax treaty
which sets out ruies to avoid double taxation. -

A DTAA is a tax treaty signed between two Or more countries. Its objective is that tax-payers in
these countries can avoid being taxed twice for the same income. A DTAA applies in cases where
& tax-payer resides in one country and earns income in agother. It is both fair as well boosts
investment and growth. DTAA also provide for concessional rates of tax in some cases.

For instance, interest on NRJ bank deposits attract 30 per cent TDS (tax deduction at source)
normally. But under the DTAAs that India hasg signed with several countries, tax is deducted at

onty 10 to 15 per cent. Many of India’s DTAAs also have lower tax rates for royalty, fee for
technical services, etc. :

Favourable tax treatment for capital gains under certain DTAAs such as the one with Mauritiug
have encouraged 2 lot of foreign investment into India. Mauritius accounted for $93.65 billion or
one-third of the total FDI flows into India between 2000 and 2016, It has also remained a favoured
o investors, But the probler is DTAAs led to round tripping: India money
& v}g‘%jggmng taxes. Even foreign companies

ehts-throngh the DTAA jurisdictions only for
This leads to loss of tax revenue for

2016 India-Mauritius Prot{%iiléf o lelh :

In 2016, India and Mauritius signed a Protocol to amend the 1982 India-Mauritius Double
Taxation Avoidance Agreement (DTAA) It will have an impact on the India-Singapore DTAA as
the capital gains tax exemption provided therein 1s linked to the benefits available under the 1982
IndiaMauritius DTAA. The 2016 protocot says that India has the right to tax the capital gains in
India for investments coming from Mauritius from 2017, Investments made before 1 April 2017
have been grandfathered {continue w0 enjoy the benefiis) and will not be subject to capital gains
taxation in India. Where such capital gains arise during the twansition pertod from I April 2017 to

2019-20 onwards.

Li mitation of benefits

DTAAs may contain an article intended to prevent “treaty shopping,” which is the inappropriate
use of tax treaties by residents of third states. These limitation on benefits articles deny the benefits
of the tax treaty to residents that do aot meet certain tests.

They are aimed against any atlempts of round-tripping and money laundering activities. The T.OB
clause limits treaty benefits to those who meet certain conditions ncluding those related to
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-usiness, residency and investment commitments of the entity seeking benefit of a Double
Taxation Avoidance Agreement (DTAA).

India-Mauritius Limitation of Benefits (LOB): The benefit of 50% reduction in tax rate during the
transition period from lst April, 2017 to 31st March, 2019 shall be subject to LOB Atticle,
whereby a resident of Mauritius (inchuding a shell / conduit company) wiil not be entitled to
benefits of 50% reduction in tax rate, if it fails the main purpose test and bonafide business test. A
resident is deemed to be a shell / conduit company, if its total expenditure on operations in
Maurttius is less than Rs. 2,700,000 in the immediately preceding 12 months.

This LOB clause will have the effect of bringing substance to companies which want to be tax
tesident in Mauritius,

POEM

To determine the residential status of foreign companies, the Finance Act 2015 introduced the
concept of place of effective management or POEM. If a company’s place of effective
management is India, it will be treated as an Indian resident and its global income will be taxable
in India. The aim of POEM is not to attack Indian multi-nationals which are doing business outside
India. But it s to target shell companies set up for retaining income outside India although
effective control and management of affairs is located in India.

¢ Rules (GAAR

General Ay_!lﬁ Avoidane

E: &

Rulelof India. Tt ciine into operation

1 sessment-year.2018-19. Itallowsitax officials to deny tax benefits, if a deal is
found without any commercial purpose other than voidance. Thus, it seeks to prevent tax
evasion in the guisc of tax plannings, Therg arc%ﬁt S éfﬂ; i%}dividuais who either minimize tax
payment or completely avoid it by tiking advantagé of the rules in the book. But govemiment says
that it is not acceptable as the entire event is planned only to aveid taxes as was done by the
Vodafone when it signed the deal outside the country with Hutch and put up a corporate veil for

General anti-;j i £
from 1 April 2007 assessment:year

the operation just fo avoid paying taxes. Even while on the face of it, it is legal, GOI applied the .

doctrine of “look through” and not “look at” and ordered them to pay tax as tax avoidance in this
case is tax evasion. There were po clear rules for the GOI order and there was a demand that there
be clear GAAR rules. As a result GOI made the rules framed by the Department of Revenue under
the Ministry of Finance. It applies to transactions made specifically to avoid taxes as detailed
above. Investments made up to March 31, 2017 shall not be subjected to GAAR. It is to be applied
on those claiming tax benefit of over Rs 3 crore.

GAAR was first proposed in 2010, targeting transactions made specifically to avoid taxes by
companies such as Vodafone and Hutchison Essar. It applies to a company in case of abuse of
treaty for gaining undue tax benefit.The rules are aimed at improving transparency in tax
matters and help curb tax evasion. ' '

The proposal to apply GAAR will be vetted first by the Principal Commissioner/Cornmissioner
of I-T and at the second stage by an Approving Panel headed by a judge of High Court.

Adequate procedural safeguards are in place to ensure that GAAR is invoked in a uniform, fair
and rational manner. : :
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Tax Information Excha nge Agreements (TIEA)
The purpose of Tax Information Exchange Agreements (TIEA) is to promote interational co-
operation in tax matters through exchange of information. :

They provide for the exchange of information relating to a specific criminal or Civil tax matter

under investigation.n simple terms, the tax departments of one State may assist that of the other

The objective of agreement is to promote international Cooperation in tax matters through
cxchange of information, The nature of information varies from greement Lo agreement. In 2016,
after the Panama Papers’ “Xpose, Panama had said that it was ready to share information with Ingia
on tax evaders named in the Panama Papers, but this was possible only after the two countries
signed a TIEA.The Indian government 15 now sirongly putsumg a tax information exchange
agreement (TIEA) with Panama, official sources said. :

According to the Panama Papers® expose in April 2016, at least 500 Indians are reportedly said to
have held offshore accounts/equity interest in offshore entities in tax havens,

In 2016, Panama signed the Multilateral Convention on Mutual Administrative Assistance in Tax
Matters (MAC), which is 0w seen as “gold standard” for Co-operation in tax administration,
However, under-thp ¢, Panama “is not. faking: up “information exchange obligations
automatically; bution quest, The commilment to automatic exchange remains only with those
countries with which Pandria decides to do'so bilaterally, Panama Govemment had said in 2016,

The MAC is the most cornprehensive m’ultilatcra[__instqlmet;t available for all forms of tax CO-
Opetation to tackle tax evasion and: aboiffance; and- guarhtees extensive safeguards for the
protection of taxpayers® rights. Already 98 other éountriés, i'néluding India, and jurisdictions have
foined the Convention, _

Panama has beea the one of the most popular domicile for the anonymous shel] companies
controlled by the powerful, '

Service Tax

Service tax was first imposed in 1994, Tn the Seventh Schedule to the Constitution, under Article

. 246, the item relating o "axes on services” was not speci fically mentioned in any entry either in
the Union List or in the State List. However, Entry 97 of the Union List empowers Parliament to
make laws in respect of any other matter not enumerated i List 1 (State Listy or List 11
(Concurrent List), including any tax not mentioned in either of those lists. Since "taxes on
services" is not there ig any of the lists, service tax was levied by the Central Government in
exercise of the powers under En try 97 of the Union List.

The 88th amendment 16 the Constitution (2004) inserted in the Union List (List 1) entry No. 92¢C
— ‘taxes on services’, The amendment was never notified and so it pever came 1nto effect.
t01st Constitution Amendment Act 2016 that introduced GST deleted Art.92C ag services are a
part of GST for which there is an entirety new regime put in place from 2017,
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Goods and Services Tax (GST)

Goods and Services Tax is a comprehensive, multi-stage, destination-based tax that will be levied
on every value addition. It absorbs many indirect taxes and duties into a single consolidated tax. It
is levied on the supply of goods and services. It provides set off for tax paid on inputs which
removes cascading (tax on tax) effect as there is deduction or credit mechanism for taxes. paid for
the inputs. The fax is levied on the value added and on consumption only. Total burden of the tax
ig exclusively borne by the domestic consumer. Expoits are not subject to GST. '

The term multi stage requires elaboration. Each final commodity is the result of value addition
from raw material stage to the final sale to the consumer which goes through many stages which
also invelve not only physical value addition but also by way of storage, distribution and sale. At
every stage tax is paid and under GST that is retumed (credited) when it is shown that value is
further added and the good resold. '

Destination based means that goods are taxed where they are sold to the consumer and not where
they are made, That is, if goods are made in Gujarat and sold in Telangana, they are taxed in
Telangana where the consumer pays it. The manufacturing state- gains by its prosperity which
creates creates a big market for its own goods and services within its geography. Its apprehensions
about losses are take care of by the central govemment commitment to compensate and also by a
portion of the IGST that the centre levies and shares with it.

Both Centre and States will simultaneously levy GST across the value chain. Centre would levy
and collect Central ‘Goods and Services Tax (CGST), aind Stites would levy and collect the State
Goods and Sérvices Tax (SGST) on 4ll tranisactions withindState. -

The Centre would levy and collect the Integrated Goods andServlccs Tax (IGST) on all inter-State
supply of goeds and services. There will be sear I_oiss fgo;w of input tax credit from one Siate to
another. Proceeds of [GST will be apportioried amongthe States. :

i

With the 101 CAA 2016 being in place, the cenire passed laws to levy CGST and IGST.
Similarly, all states will have to pass a simple law on SGST. These laws will specify the rates of
the GST to be levied, the goods and services that will be included, the threshold of the turnover of

businesses to be included, etc.

India introduced VAT (earlier name was sales tax) at the state level in 2005. In 2002 union excise
duties were renamed Central- Vat (Cenvat). But when states called their sales tax Vat, centre
reverted to the earlier name of excise duty to prevent confusion. The earliest form of Vat was
however taken in 1986 in the form of Modvat- modified VAT that included set off for a few

commodities only and was confined to excisc duties only.

Need for GST

Pre-GST, India had a plethora of taxes at the central and state level making it a cumbersome
system. States had different rates. Lack of uniformity of rates created confusion and deterred
investment. Apart from the cumbersomeness, it lacked rationality. Tax is collected by the
government in general to continue to provide public and special goods. Where there is value
addition, there should be tax. But when there is tax on tax, it violates rationality of taxation and
also is against growth, price stability, allocative efficiency of financial resources etc. It is called
cascading effect as the tax base for further taxation is irrationally higher.
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By lowering business Costs and transaction costs, it would boost economic growth and MCrease
€xports and bring India i Iine with practices in many developed economies,

Black money ang evasion will reduce as GST is transparent, Also becayge all taxable businesses

have to register with the government and thyg become formal, Aloohol, petroleum,real estate and
clectricity do not come under GST.

GST and Revenue Neutra] Rate

An important issue in the Goods and Services Tax was the rates of central and state GSTs to be

~levied. Tax rates shovid be “revenye neutral”. This implies that the rates set under the new GST

regime are such that they get the same fevenue a5 the pre-GST regime. That is, the rates are not
meant to lead to revenue loss o gain. However, gyer time the revenye productivity is €xpected 1o
increase due to better compliance; higher levels of administratyyve efficiency; and increased
productivity of the cconomy due to its rationality and transparency,

Estimation of Tevenue-neutral rate requires consensus on the exemption list, number of tay rates to
be ievied and the Jist of goods and services t he included in different fate categories,

There are three termg in this filed: Standard rate is what applics o most goods and services.

Fitment rate is the rate that applies to a clags of goods and services which is the tax bracket in
which they fall. Revenue neutra) rate is the rate that brings the same revenue as the pre-GST

GST and Fiseal Autonomy Issues

States feel that their fiscal antonom Y is being eroded for the following reasons:
* they are surfendering the power 1o tax safes
* theycan not change rates according to their fisca| needs
* all states cap nog have the Same rates as it violateg respect for federal divers; ty
* centre may not Compensate the states fully '




SRIRAM's| Y

*» states are free to tax sin goods like liguor and also the petroleum products
Tt is said that fike VAT, GST would also increase the revenue of the states as they will have

powers to impose tax on services which are growing at a rapid pace.

Thus, there is mutual surrender of powers to a uniform national taxation system where both gain,
Apprehensions of loss of fiscal autonomy by states and central dominance is misplaced. This is a
quiniessential case of coopenative federalism and is an example of pooled sovereignty.

Constitution (101*) Amendment Act, 2016 )

The Act seeks to amend the Constitution to introduce the goods and services tax {GST).
Consequently, the GST subsumes various central indirect taxes including the Central excise duty,
additional excise duties, service tax, additional customs duty (CVD) and special additional duty of
customs (SAD), etc.” It also subsumes state Valve Added Tax (VAT)sales tax, central sales tax,
entertainment tax, octroi and entry tax, purchase tax and luxury tax, etc.

Central and State government powers for GST: It inserts a new Article 246A in the
Constitution to give the central and state governments parallel power to make laws on the taxation
of goods and services. )

Integrated GST (IGST): However, only the centre may levy and collect GST on supplies in the
course of inter: and imports.. The, tax collected would be divided between
the centre an provided: by .Parliament, by law, on the
recommendations R

GST Councilt The'Presidgiitmisticonstitite a Goods and Services Tax Council within sixty days
of this Act coming into force. GST, council examipes issues. relating to goods, services tax and
make recommendations to the Unionanid the Stites phipagaineters like rates, exemption list and
threshold limits. The Council shatl function under the Chairmanship of the Union Finance Minister
and will have the Union Minister of State in charge of Revenue or Finance as member, along with
the Minister in-charge of Finance or Taxation or any other Minister neminated by each State

Govemnment.

Composition of the GST Council |

The GST Council is to consist of the following three members:
(a) the Union Finance Minister (as Chairman), -
(b) the Union Minister of State in charge of Revenue or Finance, and
(¢) the Minister in charge of Finance or Taxation or any other, nominated by each state

povermment.

Functions of the GST Council
These include making recommendations on: -
» taxes, cess and surcharges levied by the cenfre, states and local bodies which may be

subsumed i the GST;
¢ goods and services which may be subjected to or exempted from GST:
» model GST laws, principles of levy, apportionment of IGST and principles that govern the

place of supply;
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* the threshold limit of turnover below which goods and services may be exempted from
GST;

¢ rates including floor rates with bands of GST;

* special rates to raise additional resources during any natural calamity;

* special provision with respect to Arunachal Pradesh, Jammu apd Kashmir, Manipur,
Meghalaya, Mizoram, Nagaland, Sikkim, Tripura, Himacha! Pradesh and Uttarakhand; and

¢ Any other matters relating to the goods and services tax, as the Council may decide.

gas and aviation turbine fuel.

Resolution of disputes: The GST Council may decide upon the modaities for the resolution of
disputes arising out of its recommendations,

Compensation to states: Parliament shall, by law, provide for compensation to states for any loss
of revenues, for a period which may extend to five years. This would be based on the
recommendations of the GST Council, This implies that (i) Parliament must provide

compensation; and (ii) compensation cannot be provided for more than five years, but aflows
Parliament to decide a shorter time period '

Goods And-Services Tax (GST) And The -C__l]_g_u___l_;_nges-lt-M-akes In The Fiseal
Federal Scheme of Dmsmanowers R

irreversibly teansforming the domiestic indirect tax landscape in a manner to mae the country a
Common market for more investmentigid. pgogper%t’j‘r-? Both theicentre and states had to forego some
of their earlier constitutional powers for the’ his oric'icﬁl%]jrémise: The Centre left its exclusive
power to tax manufacture of goods (i.e. Excise} and provision of services (1.e. Service Tax), and

¥

the States gave up their exclusive POWer (o tax sale of goods (sales tax / VAT). Both the Centre
and the States agreed to share their powers to achieve uniformity.

The Constitution of India has been amended accordingly- 101 CAA 2016. In the early part of the
last decade, initially Empowered Committee of State Finance Miriisters and later the GST Council
became useful. Under the GST regime, the Centre & States will act on the recommendations of the

GST Council. The participation of all States and Centre in the framing of GST laws has led to
Harmonisation of GST laws across the country.

Main Constitutional changes

L Art.246A (explained separately)
2. GST Constitution Amendment Act omits Entry 92 and 92C from the Union List and Entry 52
and 55 of the State List of the Seventh Schedule. :

* 92 of Union list - Taxes on the sale or purchase of newspapers and on adverisements
pubished therein, '

* 92C of Union List - Taxes on services
* 32of State List - Taxes on the entry of goods into a local area
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¢ 55 of State List — Taxes on advertisements other than advertisements published in the
newspapers and advertisements broadcast by radio or television.

Rationale for Art.246A

The Seventh Schedule to the Constitution classifies all areas under three lists for the purpose of
making laws: the Union List, which enumerates subjects under the sole purview of Parliament; the
State List, which has items to be legislated by state legislatures; and the Concurrent List, which has
subjects that can be legislated upon by both Parliament and state legislatures. In case of Concurrent

List subjects, if there is a contradiction on any specific provision in laws made by Parliament and a

state legislature, the central law will override the state law.

Currently, the power to impose some of the taxes is distributed among the three Lists: Union list of
the Constitution (e.g., excise duty) while that for some others are in the State List (e.g., sale tax).
Therefore, the Constitution needs to be amended to enable the enactment of a uniform law, When
we consider the amendments possible, many ways may be suggested. We need to see each one of
them and see why they are not acceptable. One simple meihod is to move the power to impose all
- these taxes to the Union List. The Centre can then levy the tax, and 2 method of redistributing the
tax to states can be formulated, by the FC. This is the process used in the case of central taxes such
as income tax, which are then pooled and redistributed according to the recommendation of the
Finance Commission. However, this methodelogy has some major drawbacks. States have no say
in the rate of tax thatis:levied -under -this:process,:and. may be unwilling to give up this power.

Also, there is:2 risk that the state in which the irinsactions occur and where tax is collected may

not get their propdrﬁohalf':sfilaré of the:tax pool at'the:time  of redistribution. This will reduce the
incentive for states to formulate policies that iead to-higher economic activity as they might not
benefit from the potential increase in tax revene. Afiother choice would be to move the power to

impose GST to the Concurrent List. =~ .. 1y, *

T

However, this move would have the same drawbacks discussed above because Parliament will -

have the power to make faws that override any law made b y state legislatures. A third approach
was adopted in the 101 CAA 2017 after extebsive consultation with the Empowered Committee of
State Finance Ministers. The Act removes several of these taxes from the three Lists and creates a
new Article (Art.246A} of the Constitution to deal with GST. Both Parfiament and state
legislatures will have the power to make law, but unlike the Concurrent List items, Parliament will
not have the power to make a law that overrides a state law. This applies to all goods and services
other than six items: petroleum crude, diesel, petrol, natural gas, aviation turbine fuel and alcohol
for human consumption. In case of inter-siate commerce, Parliament will make law, the central
government will collect the tax, and the tax collected will be apportioned between the centre and
states according to law made by Parliament.

This formulation could fead to non-uniform taxes across states defeating a key objective of a
national GST. In order to address this possibility, the Bill creates a GST Council composed of the
union finance minister and the minister of state in charge of revenue, and: finance ministers of all
‘states which will determine the GST rates by consensus.

How GST scores over the pre-GST regime

Multiplicity of Taxes: Prescatly, the Constitution empowers the Central Government to levy excise
duty on manufacturing and service tax on the supply of services. Further, it empowers the State
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central sales tax (CST) is levied on inter-State sale of goods by the Central Government, byt
collected and retained by the exporting States. Further, many States levy an entry tax on the entry

Complex: The taxes are levied by central government ag well as state povernment. So, a person has
to maintain accounts which will comply all the applicable laws. This multiplicity of taxes at the

State and Central levels has resulted in a complex indirect tax structure in the country that js tidden
with hidden costs for the trade and industry.

Maultiple Compliance: 4 business person might have to comply with multiple compliance in
terns of indirect taxes in India,

IGST

IGST means iﬁtegrated Goods and Service Tax. J GST cha;ged Whél-‘l"—-ﬂ:'i{)\fé-n'lcnll ﬁf goods and

ST
services from one state to another F r ”‘e;gamé 4F Egﬁégd‘g are moved from Tamil Nadu to

Telangana, IGST is levied on such gboas. Under the GST regime, an Integrated GST (IGST)
would be levied and collected by the Centre on int -State supply of goods and setvices, Under
Article 269A of the Constitution, the GST on supplies in the course of inter State trade or
commerce shall be levied and collected by the Government of [ndiy and such tax shall be

apportioned between the Unjon and the States in the manner as may be provided by Parliament by

law on the recommendations of the Goods and Services Tax Council.

Dual GST

India adopted a dual GST model, meaning that taxation is administered by both the Union and
State Governments. India is a federal Country where both the Centre and the States have been
assigned the powers to levy and collect taxes through appropriate legislation. Both the levels of
Government have distinct responstbilities to perform according to the division of powers
prescribed in the Constitution for which they need to raise resources. A dual GST will, therefore,
be in keeping with the Constitutional requirernent of fiscal federalism. It satisfies ‘the urge for
autonomy by both the Centre and States. Dual GST threw up the challenge of taxpayers interface
with tax administration and thus cross-empowerment was worked out.

GST and Cross-empowerment
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the cross-empowerment mode'; allows taxpayers to restrct their interaction to a single tax
authority for central GST, sta'.e GST and integrated or IGST. Central and state GST are two

components of a siigle GST Ir avied on intra-state sales, while IGST will apply to inter-state sales. -

The division of GST taxpayer:s between the centre and states will be done horizontally with states
getting to administer and corirol 90% of the asseesses below Rs 1.5 crore annual furnover, and the
remaining 10% coming un der the Centre. The Centre and states will share control of assessees
with annual tumover of 0vver Rs 1.5 crore in 50:50 ratio and thus cach tax payer will be assessed
only once and by only ontz anthority.

Anti-profiteering ¢lause of GST

Section 171 of the CGST Act (and the corresponding provisions of the state GST Acts) creates the

obligation on businesses to pass on to the recipicnts any reduction in the rate of tax or the benefit
of input tax credit by way of a commensurate reduction in prices. For example, in November 2017,
the 23" meeting of the GST Council reduced rates OR many goods and services: If the firms do not
pass it on, they are liable for penal action. T

These rules prevent enfiities from making excessive profits by not passing such reliefs. Since the
GST, along with the input tax credit, is eventually expected to bring down prices, a National Anti-
profiteering Authority (NAA) is to be sef up to ensure that the benefits that accrue to entities due to
reduction in costs is pasised on to the consumers. Also, entities that hike rates inordinately, citing

llewed in investigations and the

Once the registered entity, which hag p;oﬁteer’ed'.:j_llegallg 15 identified, it can be asked to — one,
reduce prices if it has hike:d prices tocmydlidnd, évﬁ,ﬁf? Gefreduction due to GST rate relief has
not been passed on to customers, to retum to the customer the sum equivalent to the price
reduction along with 18 per- cent interest from the date the higher sum was collected. The authority
can impose penalty on the profiteer or cancel its registration,

The rules however do not lay down the formula based on which the extent of profiteering can be
determined. This task has been: left to the NAA.

Many countries that have adopted GST such as Singapore and Australia witnessed a spurt in
inflation afier impiementation. This clause is relevant thus.

GSTN

Goods and Services Tax Network, (GSTN) is a Section 8 (under new companies Act, not for profit
companies are governed under section 8), non-Govemment, private limited company. It was
incorporated in 2013. The Government of India holds 24.5% equity in GSTN and ali States of the
Indian Union, including NCT of Delhi and Puducherry, and the Empowered Committee of State
Finance Mumisters (EC), together bold another 24.5%. Balance 51% ecquity is with non-
Government financial institations. The Company has beea set up primarily to provide IT
infrastructure and services to the Central and State Govemments, tax payers and other stakeholders
for implementation of the Goods and Services Tax (GST). The Authorised Capital of the company
1s Rs. Ten crore,
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Petroleum products are not included in the GST. That is taxes paid on them are not returned
eventually. They are not eligible for set off. States have refused the central government’s appeal to
. bring petroleum products under the ambit of Goods and Services Tax (GST).

Taxes constitute more than 50%, of the price consusmers pay for petrol and diese]. States, which
charge VAT are reluctant to move away from the present tax regime unless the Centre promises
special annual grants. Different states have different rates of VAT.It's the GST Council, the
highest debision-making body of the indirect tax regime, that has the final word on the iiclusion of
petroleum productsFor the states, moving to the GST for petroleum products could amount 1o 2
“loss™ in revenue, While the Centre collects Rs.21.48 as excise duty, states charge value added tax
(or VAT, which varies from state to state, ranging between 25% and 48%) along with 25p as
" pollution cess with a surcharge. In 2016-17, the combined revenue collected from the petroleum
sector was Rs.463,089 crore, according to figures available with the ministry of petroleum and
natural gas. Of this, s '

t slab of28%,.states, which geta
] lose considering they will only get
14% of it —fuchlower:than leserit: : ales say that taking the autonomy of
taxing petroleum products away from the tatcsxglg lust their exchequer. States have freedom (o

- change the VAT on petrol and diescpﬁ%ﬁ@;’i’ the §§T§ hs flexibility will go.

“ifypetr iese
oftheir evenue

With highest VAT and ‘the surcharge in the country, Maharashtra govemnment eams over
Rs.20,000 crore a year from taxes on -petrol and diesel. Centre also does not want to integrate
petraproducts into GST as that will erode its fiscal resources. The Centre has been under pressure
from the opposition as well as consumers for the steady surge in fuel-prices.

| Jammu and Kashmir and GST

Unlike in the case of the rest of India, the power 10 levy state taxes in J&K are not part of the
Constitution of India’s 7th schedule. Instead, it is part of the J&K Constitution.

Hence, the 101st Constitution amendment, laying the GST framework, is not applicable to the
Himalayan state. It applies to J and K only when their legislature passes it. The resolution passed

- by the state assembly recently adopting GST was to address this issue and facilitate adoptton of
GST. '

It will be very beneficial for state of Jammu and Kashmir and the estimate is that tax revenue will
increase Importing states like J&K stand to benefit from the GST as there will be no cascading
effect of taxcs, resulting in fall in prices of commodities. It will also benefit ag its goods will be
cheaper for trade in Indian market due to the input tax credit they enjoy like others. The entire
market of India can be tapped. In case of revenue doss, there is compensation for § years also.
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GST Benefits Smail Entrepreneurs And Small Traders

The pre-GST threshold prescribed in different State VAT Acts below which VAT is not applicable
varies from State to State. It was Rs. 5 lakhs for a majority of bigger States and a lower threshold
for others. A uniform State GST threshold across States is desirable. Under the provisions of the
GST, traders with an annual tumover less than 20 lakh are exempt for the Goods and Services Tax.
This raising of threshold will protect the interest of small traders. A Composition scheme for small
traders and businesses has also been introduced under GST. Both these features of GST will

adequately protect the interests of small traders and small scale’industries.

Threshold exemption is built into a tax regime to keep small traders out of tax net. This has three-

fold objectives: _ _
a. It is difficult to administer smail traders and cost of administering of such traders is very high

in comparison to the tax paid by them. _
. The compliance cost and compliance effort would be saved for such small traders.

" ¢. Small traders get relative advantage over large enterprises on account of lower tax incidence.

In its working however, the GST troubled the small businessmen for which remedies were
announced in October and November 2017. Composition Scheme is an important feature of GST .
“to protect the interests of small d small scale industries. Small and new 'taxpayers
generally find it difficult to comply. iny-iicsitience, the govermment has introduced the
concept of Compositioni Schepe: th for smajl and:new:taxpayer to opt for
Composition scheme and.havelesser.compli Also, a taxpayer.opting for composition
scheme has tg;pay: tax. il a.nominal.ratei-A: taxpayer:Whoss mrnover is below Rs I crore can opt
for Composition Scheme. In case of North-Eastern states and Himachal Pradesh, the limit is now
e [-EN 5 :
Rs 75 lakh. AT ; ? ¢ E;

HSN Code in GST

Harmonized System of Nomenclature, or HSN, was conceived and developed by the World
Customs Drganization {W.CO) with the vision of classifying goods from all-over the World in-a
systematic and logical manner. It is a six digit uniform code that classifies more than 5,000
 products and is accepted worldwide. These sct of defined rules is used for taxation purposes in
identifying the rate of tax applicable to a product in a country. It is also used to determine the
quantum of product exported or imported in and out of a country. It is a crucial feature to analyze
the movement of goods across the World. It is a combination of different sections, farther drilled
down to chapters, which are further classified into headings and sub-headings. The resultant figure
is the six-digit code. HSN is widespread and is adopted in more than 20 countries, covering 2’
98% of goods in the World. It is by far, the best logical system of classification and identification

adopted in International Trade. It has helped in reducing efforts and costs related to complex

procedures of International Trade. HSN (Harmonized System of Nomenclature) is 2:6-digit code
for identifying the applicable rate of GST on different products as per GST rules. '

Components of GST

There arc 3 types of taxes under GST: CGS'T, SGST & IGST.
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- 5%, 12%, 18% and 28%, -

- would kave to find alternative, sources of revenge,

", o ; ERA
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* CGST: Collected by the Central Government on ag intra-state sale (Ex: Within Andhra
Pradesh) _ _

Tax slabs yader the GST 2017

The government hag categonised items in five major slabs for different £00ds and services - 0%,

B2

REw 1,

These additiong) cesses, however, will be removed after

good.Both intra-state and 1nter-
cess over and above (he

state supplies of géods Or services would attract GST
applicable CGST, SGST, and IGST rates.

projects and to combat climatc'change and which was collected -Rs. 400 a to
imported coal- to make up the National Clean Energy Fund, wi

Fund, according to Goods & Services (Compensation to States) Act, 2017, in a schedule.

Developed by Arthur Laffer, this curve shows the relationshj
collected by govermments. The chart bejow shows the Laffer Cyye:
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The Laffer curve has been debated in the country since 1997-1998 Budget reduced rates and slabs
in the income tax regime in the country. '
Source and spend of rupee

Where does the rupee come from?
e 19% of the rupee comes from corporation tax

s 16% from Income Tax

* 9% from Customs duty

+  14% from Excise duty

»  10% from Service tax and othet taxes
+ 16% Nonstaxaevenu ;
« 3% Nonde

o 19% fro"-'r- ¢

'""-‘!""'—3WMIK&%?&:&P!-‘:!G::WR.-.-.-.-;.'-',m_.:s-,r;-:eu_'gp._\t_t?-:«-g-‘v-_‘-::-‘-_- e

How is the rupee spent? ‘ﬁé éf ¥ g % 4}% h E
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» 18% on Interest
+ 9% on Defence
« 10% on Subsidies _
* 3% on other Non-Plan Expenditure .
= 24% on States' shares ' _ . i
« 13% on Non Plan Grants

 10% Plan assistance to state and Unjon territories

Minimum Alternative Tax (MAT)

Normally, a company is Lable to pay tax on the income computed in accordance with the
provisions of the Income Tax Act, but the profit and loss account of the company s prepared as
per provisions of the Companies Act. There were large oumber of companies who show book
profits as per their profit and loss account (according to the Companies Act) but do not pay any tax
by showing no taxable income as per provisions of the Income Tax act. Although the companies
show book profits and may even declare dividends to the shareholders, they do not pay any income
tax. These compantes are popularly known as Zero Tax companies. In order to bring such
companics under the income tax act net, MAT was introduced jn 1996. They are required to pay
MAT at 18.5% of the book profit.
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Book profit is profit which is notional: when assets appreciate, their value in the book goes up but

the same is not realized as they are not sold. It is also called unrealized gain or unrealized profit or
paper gain Or paper profit. -

Rajaswa Gyan Sangam

The Central Board of Direct Taxes (CBDT) and the Central Board of Excise & Customs (CBEC)
have been holding annual Conferences of senior officers for a number of years. In 2016, for the

7

The objective of the Conference is to enable a two-way communication between the policy-makers
and the senior officers in the field officeg with a view to increase revenue collection and failitate
- effective implementation of law and policies, Issues arising in implementation of policies and
strategies to achieve targets in core functional areas are discussed. Such issues iner alig inclde

HR issues, Litigation Managerent, Strategies for Revenue Maximisation, Tax Evasion, Taxpayer
Services, GST and Reforms and Modernisation -

Tax Reforms in India

om the factthat + v

el

* faX resotrces must matimis

- . . b P~ I D A

* Intermational competitiveness =_u§;teb¢e«'?‘1m%arledzto the Indian economy
i i 'OV H Faisd s

* (ransaction costs must be reduced

¢+ the high-cost nature of Indian economy reeds to be corrected so that compliance
increases, equity improves and investment flows ' '

On the direct tax front, the reforms are the following:
* Reduction and rationalization of rates
s - Simplification of procedures
* Strengthening of e-administration
*  Widening of the tax bage
* Exemptions are gradually being withdrawn,
* Corporate tax refomms since 2015 _
* Wealth tax abolished in 2015 and Imany mote as seen above

-In'direc.-t.Taxes _ _ _
= "+ Reduction in the peak tariff rates- 10% is the peak customs duty today

-+ The number of slabs has come down drastically
+ GSTetc :

Some Terms

Dividend Distribution tax
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Companies giving dividend have to pay tax on the amount distributed as dividend.

Withholding tax
It means withholding of tax from certain payments including interest, salaries paid to employccs

professional fee, payments to contractors etc at the time of making the payment. Tt is the same as
TDS.

Capltal zains tax

It is the tax on the gains made from buymg and selling assets like fand, shares etc.

If the gain is made in the assets held for over three year (one year for shares) , it is called long term
capital gain and taxed. For shares, there is no long term capital gains tax. Short term capital gains
tax is always mote to encourage investment as distinct from speculation.

Presumptive Tax

Presumptive tax the estimated income method of assessment for, certain categories of businesses is
prevalent in several countries. Presumptive taxation involves the use of indirect means to ascertain
tax liability which differs from the usval rules based on the taxpayer’s accounts. It is used to
indicate that there is a legal presumption that the taxpayer’s income taxable to a certain extent.

The reason for the presumptive tax may be that in a number of businesses the assessees do not
maintain books of accounts or the books of accounts imaintained are irregular and incomplete. It
was introduced in India in the early nineties for traders but was withdrawn as- the success rate was

low.

Weaith Tax 5 !
*pomt Wealth tax 1s Iewed only in

respect of spcc"ﬁ '0:_ produc . lial hiouses,” urban’ land, jewellery,
bullion, motor cars etc. Union Budgct 2015-16 “abolishe 'bwealth tax and instead levied an
additional surchargc of 2 per cent on’ ‘[ndléwduals w1th ;rax‘atﬂg mcome of Rs 1 crore and above.

Securities Transaction Tax
Introduced in the Union Budget 2004-2005, it is a tax on the va[ue of all the transactions of-

purchase of securities that take place in a recognised stock exchange of India. It is meant to make
up revenue loss from the abolition of long term capital gains fax.

Commaeodities Transaction Tax
Commodities transaction tax (CTT) is a tax similar to Securities Transaction Tax (STT). CTT aims

at discouraging excessive speculatlon

Fringe Benefit Tax (FBT)
Fringe benefits are usually enjoyed collectwely by the employees and cannot be atiributed to

individual employees singly. They are taxed in the hands of the employer who may or not pass it
on to the employee. Examples are transport services for workers and staff, gym, club, efc.

The rationale for levying a FBT on the employer lies in the inherent difficulty in isolating the
‘personal element’ where there is collective enjoyment of such benefits and attributing the same
directly fo the employee. This is so cspecially where the expenditure incurred by the employer is
ostensibly for putposes of the business but includes, in partial measure, a benefit of a personal
nature. Consequent to abolition of fringe benefit tax in 2009, certain benefits taxed earlier as fringe
benefits in the hands of the employer would now be taxable as perquisitcs in the hands of the

employees.
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Perquisites ' e . o o
Perquisites are benefits in addition to nomal salary t'o which employee has a right by virtue of his

employment. To put it simply or ‘perks’ as they ace ceilled colloquially, are benefits generally in

casi/kind, received by an employee by virtue of hics emp.loyment.

Perks are taxable as a part of salary as per the India income tax Jaws and includes:
¢ the value of rent-free accommodation
the value of any concession in the matt er of reat especting any accommodation provided etc
¢ car ' : : :
club membership
¢ travel :
- Tax-incidence: It shows the entity o7y whoin tax is irmposed. It is different from the tax burden ag
the latter refers to the one who ac’ ally bears it- thie consumer in the case of indirect taxes. For

direct taxes, both fall on the sa “c entity. Tax on petrol is paid by te consumer while the seller is

officially responsible to deposit_ with the government.

Tax Base: The value of g0, o4s, services and incomes on which tax is imposed. When we speak of
the tax base being broad‘;ned, they mean a wider range of goods, services, income, efc. has been
'~ made’ subject to'a tax. “fp the case of incorpe tax, the tax base is taxable income. Some kinds of
Income are excluded from the definition of taxable income, such as savings. For sales tax, the tax
‘base is-the Vail’?iw ] K that : biec w;,cs _‘gial..goods,.for.cxampl:g;, are not part
- -of the tax base:¥ : s S

v,

e ucc~0r avc)ld tgiﬁliabiﬁties, Itis a
ar kind of investment tha gives tax

- Tax Shelter.
way in whj i
0011668&"_: l'ons_ .

(S

_ ’ o E =
o New Heihi :
a4 plan ning, avoidance anéi tax evasion: There are provisions in the law that allows one to save
?0d invest in a manner that keads to reduction in taxable income. If these provisions are used for

reducing tax liability, it is calied tax avoidance. It is lawful to take all available tax deductions. it is
the same as tax. planning for tax mitigation. ' '

. Tax evasion, on the othey hand, is a punishable offence. Tax evasion involves failing to report
mncome, or improperly cl aiming deductions that are not authorized, It creates black money.

Buf as mentioned earlier in 'the chapter, certain types of tax avoidance can be considered evasion as
int the case of Vodafone, ’

Hidden txes: are taxes that are concealed in the price of articles that one buys. Hidden taxes are
also refe;rred 10 as implicit taxes. The most well-known form of the hidden tax is the indirect tax.
Exampites of hidden taxes are import duties. '

Consumption tax

A, consumnption tax s a tax on spending on goods and services. The tax base of such a tax is the

Morey spent on consumption. Co nsumption taxes are indirect, such as a sales tax or a value added
tax, ‘

Pmporﬁonal, progressive: and regressive tax
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An important feature of tax systems is whether they are proportional tax (the tax asa percentage of

income is constant over all income levels), progressive tax (the tax as a percentage of income rises
as income rises), or regressive tax (the tax as a percentage of income falls as incotne rises),
Progressive taxes reduce the tax incidence on people with smaller incomes, as they shift the
incidence disproportionately to those with higher incomes.

Specific duty; Weight or quantity or number is the basis for taxation.

Ad Valorem- A Latin term meaning "according to worth,” referring to taxes levied on the basis of

value. Taxes on real estate and personal property are ad valorem. Luxury goods are taxed higher

even if they weigh the sarme or mumber the same as ordinary goods.

Compound duties are a combination of value and other factors based on which fax is imposed.
Excise Duty: Excise duty is 2 tax on manufacture and is levied on the manufacmrc of goods within

the country.

Customs Duty: When goods are imported or exportcd, customs duty is imposed and collected by
the Union Government. Peak customs duty today is 10%. )

Negative income tax: Subsidy is a negative income tax. I 1s a taxation system where income
subsidies are given to persons or families that arc below the poverty line. The government sends
financial aid to a person who files an income tax retum reporting an income below a certain levet.
Itis advocated b}’ economist Milton _gricdman in 1962. G T

ta rg'avcn_iie wnthtiw‘gmwth of national

Tax Elastlclty Tax elasticity is deﬁ%ed thg pe c? gfe hange in tax revenue in response to the
change in tax rate and the extensmn covcragc uoyanc§/ on the other hand is the response to

economic growth when the base increases but there is no change in the rate.

Tax Stability: It means no frequent changes and continuity of policy in a predlctable and .

transparent manner. Although revenue from different faxes varies from year to year, revenue
stability is desirable because it makes it easier for a govemment to build a credible spending and
bomrowing plan for the year ahead. Taxes whose revenue is relatively stable contribute to overall

revenue stability. Market players also can plan better.
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_ Receipt Budget, 2012-2018 !
ABSTRACT OF RECEIPTS
- ' fin ¥ crores)
DEIME BB 2003017 261738
Actuals Buoget Revisat Budget
Eslimates Esfrmates Estmnats
REVENUE RECEIPTS
1. Tax Revenue
Gross Tax Revenue 145584811 483086731 170324294 1514875 46
Corporgion Tax - : 4BIIZBIT 43392355 | 40302350 53874473
Texes on lacome W2 amme . assra 441255.27
Wealth Tax ' 107026 _
Customs . 2300 20000000 2700000 24500000
Union Excise Deties : B072.69  318669.50 38736858 4psa00.gp :_,.-
Servies Tax 2141425 z3vmonon A0 27500000
Taxes o Urion Tenories BB srzem 4277.16 4670.46 :
s NGLD transierett the Haional Caamity 813639 sastop BS000  10000.00 .
Contiger "l_:’fF_iui&fl'_la_'li_ﬁﬁ}_iI Disaster Régponse _ _ B
E::: - State's share 0619296 57633659, 60800031 *  &7865.45 g
Centre's Net Tax Rovenue. ., . T L MIMBTE 10541012 108878263 1227084.01 3
# Non-Tax Revenue. - )
tnarest cecelpts ' [IYBIZ 29I . 84903 1502073 ‘ £
Dividert and Peotis NZZI5 12378005 1BR2W 1243048 3
Other Non Ta Révenue - , 11266267 1681812 161%67.07 12578620 .
Receipts of Unica Tenliories 1538.27 133033 . G181 1517.65
Total Non Tax Revenye 60641 322821.49 3477029 marsyor
Total Revenue Raceipts 1996025.47 437702032 1420582.97 1618677408
3, Capital Récsipts -
A Non-dabt Raceipts | - -
1. Recaveries offoans snd aivancesi@ : TS84TS5 10633 11070.66 11932.25
2: Miscelaneous Capial Repelsts 4213168 56300.00 45500.00 72500.00
Total - 12966.44  67134:3¢ 56570.66 84432.25
B. Detit Recaipts* _ , : .
3 Markdt tosns - 404049.95  425160.07 M7218.54 346226.40
4. Short term borrewvings SOE92T1 teeda s 18620.50 200200
5 ExternatAssisiance (Nelj - 1274634 10844 14873.00 15789.00
6. Securites tasued against Smia) Savings 5245496 22107.91 WI7657 10015716,
7. Stle Prowgent Fng (el 185833 1300000 1300000 14000.00
8. SwilchingfBuy Back of Secuitios
9. Other Recsipts {et) 120186 2587679 9548.40 51512.69 ;
Totaf : _ 51961239 52070874 494046.10  ° 533687.25
Totat Capital Rocaipis (48} $92578.83  597843.08 85081698  618149.50
¢. Draw-Down of Cash Batance 17007 1319508 40277.10 12844.20
Total Racolpts (1420304 177443383 1951679 20 193396278 2921046 38
Recelpts under MSS et — 20000.00
@ oxciudes recoveries of shat-term foans &g 1103505 1186104 50615.00 54375.01
advances fiom States, loans o Gavernment servants,
alc.

* The recelpts are net of payment 36



