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Fiscal Policy of India

INTRODUCTION
The economic policy is bothered with the raising of government revenue and incurring of

government expenditure. To generate revenue and to incur expenditure, the government frames a
policy known as budgetary policy or fiscal policy. So, the fiscal policy is concerned with

alternative words, economic policy refers to the policy of the govern
taxation, public expenditure and public borrowings. The importance%efieco

in underdeveloped countries. The state must play active and nece =In a very democratic
society direct strategies don't seem to be approved. So, the g st rely upon indirect
methods of laws. during this method, fiscal policy could be a p weapon within the hands
of state by means of which it can do the objectives of de ment?In economics and political

science, fiscal policy is the use of government reerc : K(mainly taxes) and expenditure
»

(spending) to influence the economy

Fiscal policy also feeds into economic trends and influences monetary policy. When the
government receives more than it spends, it has a surplus. If the government spends more
than it receives it runs a deficit. To meet the additional expenditures, it needs to borrow from
domestic or foreign sources, draw upon its foreign exchange reserves or print an equivalent

amount of money. This tends to influence other economic variables.

On a broad generalization, excessive printing of money leads to inflation. If the government
borrows too much from abroad it leads to a debt crisis. Excessive domestic borrowing by the
government may lead to higher real interest rates and the domestic private sector being unable to
access funds resulting in the “crowding out” of private investment. So it can be said that the
fiscal deficit can be like a double edge sword, which need to be tackled very carefully.

Main Objectives of Fiscal Policy in India

Fiscal policy of India always has two objectives, namely improving the growth performance of
the economy and ensuring social justice to the people.

1. Development by effective Mobilisation of Resources: The principal objective of fiscal
policy is to ensure rapid economic growth and development. This objective of economic growth
and development can be achieved by Mobilisation of Financial Resources. The central and state
governments in India have used fiscal policy to mobilise resources.

The financial resources can be mobilised by:-

a. Taxation: Through effective fiscal policies, the government aims to mobilise resources by
way of direct taxes as well as indirect taxes because most important source of resource
mobilisation in India is taxation.


http://www.jagranjosh.com/general-knowledge/taxation-in-india-an-overview-1448434162-1

b. Public Savings: The resources can be mobilised through public savings by reducing
government expenditure and increasing surpluses of public sector enterprises.

c. Private Savings: Through effective fiscal measures such as tax benefits, the government can
raise resources from private sector and households. Resources can be mobilised through
government borrowings by ways of treasury bills, issuance of government bonds, etc., loans
from domestic and foreign parties and by deficit financing.

2. Reduction in inequalities of Income and Wealth: Fiscal policy aims at achieving equity or
social justice by reducing income inequalities among different sections of the society. The direct
taxes such as income tax are charged more on the rich people as compared to lower income
groups. Indirect taxes are also more in the case of semi-luxury and luxury items which are
mostly consumed by the upper middle class and the upper class. The government invests a
significant proportion of its tax revenue in the implementation of Poverty Alleviation
Programmes to improve the conditions of poor people in society.

3. Price Stability and Control of Inflation: One of the main objectives of fiscal policy is to
control inflation and stabilize price. Therefore, the government always aims to control the
inflation by reducing fiscal deficits, introducing tax savings schemes, productive use of financial
resources, etc.

4. Employment Generation: The government is making every possible effort to increase
employment in the country through effective fiscal measures. Investment in infrastructure has
resulted in direct and indirect employment. Lower taxes and duties on Small scale

industries units encourage more investment and consequently generate more employment.
Various rural employment programmes have been undertaken by the Government of India to
solve problems in rural areas. Similarly, self employment scheme is taken to provide
employment to technically qualified persons in the urban areas.

5. Balanced Regional Development: there are various projects like building up dams on rivers,
electricity, schools, roads, industrial projects etc run by the government to mitigate the regional
imbalances in the country. This is done with the help of public expenditure.

6. Reducing the Deficit in the Balance of Payment: some time government gives export
incentives to the exporters to boost up the export from the country. In the same way import
curbing measures are also adopted to check import. Hence the combine impact of these measures
is improvement in the balance of payment of the country.

7. Increases National Income: it’s the strength of the fiscal policy that is brings out the desired
results in the economy. When the government want to increase the income of the country then it
increases the direct and indirect taxes rates in the country. There are some other measures like:
reduction in tax rate so that more peoples get motivated to deposit actual tax.

8. Development of Infrastructure: when the government of the concerned country spends
money on the projects like railways, schools, dams, electricity, roads etc to increase the welfare
of the citizens, it improves the infrastructure of the country. A improved infrastructure is the key
to further speed up the economic growth of the country.

9. Foreign Exchange Earnings: when the central government of the country gives incentives
like, exemption in custom duty, concession in excise duty while producing things in the domestic
markets, it motivates the foreign investors to increase the investment in the domestic country.
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Techniques of Fiscal Policy of India

The four important techniques of fiscal policy of India, i.e., (1) Taxation Policy, (2) Public
Expenditure Policy, (3) Public Debt Policy, and (4) Deficit Financing Policy.

1. Policy of Taxation of Government of India:
One of the important sources of revenue of the Government of India is the tax re e

direct and indirect taxes are being levied by the Government of India. Direct taxes
progressive by nature and most of indirect taxes are regressive in nature. Ta%ati
important role in mobilizing resources for plan.

During the First, Second and Third Plan, additional taxation alone co u early 12.7 per
cent, 22.8 per cent and 34 per cent of public sector plan expenditu tively. The same
shares during the Fourth, Fifth, Sixth and Seventh Plan were nt, 37 per cent, 22 per cent

and 15 per cent respectively.

The main objective of taxation policy in India mcludes
(1) Mobilisation of resources for financing econgmictde opmént

(i1) Formation of capital by promoting sa tment through time deposits, investment
in government bonds, in units, 1nsurance

(111) Attainment of equahty in the r1b f income and wealth through the imposition of
progressive direct taxes; an

(iv) Attainment of pricesta opting anti-inflationary taxation policy.

N

2. Public Expenditure Policy of Government of India:
Pubhc exp di is playing an important role in the economic development of a country like

in@rease in responsibilities of the government and with the increasing
of government in economic activities of the country, the volume of public
in a highly populated country like India is increasing at a galloping rate.

In 1992-93, the public expenditure as percentage of GDP was around 30 per cent. Public
expenditure is of two different types, i.e., developmental and non-developmental expenditure.
Developmental expenditure of the government is mostly related to the developmental activities
viz., development of infrastructure, industry, health facilities, educational institutions etc.

The following are some of the important features of the policy of public expenditure formulated by

the Government of India:
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(i) Development of infrastructure:
Development of infrastructural facilities which include development of power projects, railways,

road, transportation system, bridges, dams, irrigation projects, hospitals, educational institutions
etc. involves huge expenditure by the government as private investors are very much reluctant to
invest in these areas considering the low rate of profitability and high risk involved in it.

(ii) Development of public enterprises:

Developments of heavy and basic industries are very important for the development o
underdeveloped country. But the establishment of these industries involves huge i t and

a considerable proportion of risk. Naturally private sector cannot take the responsH
develop these industries.

Development of these industries has become a responsibility of the Go ndia

particularly since the introduction of Industrial Policy, 1956. A significant ion of public

expenditure has been utilized for the establishment and improve 0 ublic enterprises.
A N

(iii) Support to Private Sector: -
Providing necessary support to the private sector for th&egtablishthent of industry and other

projects is another important objective of public expefiditur o\cy formulated by the
Government of India. \
S

(iv) Social Welfare and Employment Progra :

Another important feature of public expehdi icy pursued by the Government of India is its
growing involvement in attaining rNso' welfare programmes and also on employment

generation programmes.

3. Public Debt Policy of thel{Gov nt of India:

As the taxation has &i@it 1T a poor country like India due to poor taxable capacity of the
people, thus the g entNs taking recourse to public debt for financing its developmental

expenditure. In{the posthdependence period, the Central Government has been raising a good
ic\debtiregularly in order to mobilize a huge amount of resources for meeting its

nditure. Total public debt of the Central Government includes internal debt

Inte 1 Debt:

Internal debt indicates the amount of loan raised, by the government from within the country.
The Government raises internal public debt from the open market by issuing bonds and cash
certificates and 15 years annuity certificates. The government also borrows for a temporary
period from RBI (Treasury bills issued by RBI) and also from commercial banks.

External Debt:



As the internal debt is insufficient thus the government is also collecting loan from external
sources, i.e., from abroad, in the form of foreign capital, technical know-how and capital goods.
Accordingly, the Central Government is also borrowing from international financing agencies for
financing various developmental projects. These agencies include World Bank, IMF, IDA, IFC
etc. Moreover, the government is also collecting inter-governmental loans from various
developed countries of the world for financing its various infrastructural projects.

The volume of public debt in India has been increasing at a considerable rate i.e. from Rs. 204
crore during the First Plan to Rs. 2,135 crore during the Fourth Plan and then to Rs. 1,
crore during the Seventh Plan. During the Eighth Plan, the volume of internal del ‘
Government was amounted to Rs. 1,59,972 crore and that of external debt was
Rs. 2,454 crore. At the end of the second year of the Ninth Plan, i.e., in 1 9
outstanding loan (liabilities) of the Central Government stood at Rs. 8

4. Policy of Deficit Financing of Government of India:

Following the policy of deficit financing as introduced by J. eyngs, the Government of India
has been adopting the policy for financing its developmental plans sifice its inception. The deficit
financing in India indicates taking loan by the gove nt rr\the Reserve Bank of India in the
form of issuing fresh dose of currency.

Considering the low level of income, low ra, ingsand capital formation, the government

is taking recourse to deficit financing in j S portion. Deficit financing is a kind of
a erved, “Deficit financing is the name of
th

forced savings. Accordingly, Dr. V.K.R

volume of those forced savings w }:N ult of increase in prices during the period of the
government investment. Thus déffeit finaneing helps the country by providing necessary funds
for meeting the requiremen % growth but at the same time it also create the problem

of inflationary rise in prices.\hus th€"deficit financing must be kept within the manageable
limit.”

During the Firs Thitd and Fourth Plan deficit financing as percentage of total plan
\% tenit of 17 per cent, 20 per cent, 13 per cent and 13.5 per cent respectively.
Seefisequence of deficit financing through inflationary rise in price level, the

ancing was reduced to only 3 per cent during the Fifth Plan. But due to

exte de
re traint, the extent of deficit financing again rose to 14 per cent and 16 per cent of
totalplan resources respectively.

Thus knowing fully the evils of deficit financing, planners are still maintaining a high rate of
deficit financing in the absence of increased tax revenue due to large scale tax evasion and
negative contribution of public enterprises. But considering the present inflationary trend in
prices, the government should give lesser stress on deficit financing.

https://www.yourarticlelibrary.com/india-2/fiscal-policy/top-4-techniques-of-fiscal-policy-of-
india/63279#:~:text=Here%20we%20detail%20about%20the.(4)%20Deficit%20Financing%20Policy.
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Advantages of Fiscal Policy
1. Provides investment opportunities

Businesses and investors identify an opportunity when there is an expansionary policy since the
government allows more money to flow into the economy. They also benefit from thisgsince the
government has lowered taxes, so it’s easier to explore new opportunities where they ¢ ect
to grow and thrive. N

2. Changes in taxation

The government will change the taxation rates from time to time to miti wn. Businesses
thrive more when the taxes have been lowered, and a huge mone is aydilable.

As more money flows into an economy and taxes reduce, busine et the opportunity to hire
more people. Therefore, this will lead to a low unemplQymant r\te, which may arise, and a rise in
living standards while reducing poverty levels. \

3. Arise in living standards and employment

Disadvantages of Fiscal Policy

1. Slows economic activities

. __d
When the contractionary policy is i M&it slows down inflation, taxes are raised, and the
growth of businesses is slowed NCorteactionary fiscal policy may also lead to the total

death of new businesses wh'(b k&p up with the current economic events.

2. Increase in unemployment rates

During a contractigna &y, when taxes are raised and the money supply is reduced,

industries and § q!! C eact by laying off some employees. This is done to mitigate and
O

uction in that period and maximize profits. This will increase the rate of
dnd Poverty in a nation.

How Do Individual Businesses React to Different Changes in Fiscal Policy?

Un&e{u}er businesses, smaller businesses are often more affected by fiscal policies because
they lack adequate resources to adjust. Individual small businesses should aim to form groups
that will allow them to utilize resources offered by the government fully.

As the popular saying goes, ‘no man is an island’ together, many small businesses will profit
from the increased money supply from the government. Furthermore, in case of a crisis, when
tax rates are increased and the money supply has been reduced due to reduced government
spending, these businesses will be able to look out for each other and prevent death for some of
their own.
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Fiscal Reforms in India

India has undergone significant fiscal reforms since its independence in 1947. These reforms
have been aimed at modernizing the economy, reducing fiscal imbalances, imptdWwing the
efficiency of public spending, and promoting economic growth. Here are so t jor
fiscal reforms that India has implemented since independence:

1. Taxation Reforms: Taxation has been a critical area of focus fo orms in India
since independence. In the early years, the government introdéc new taxes and
increased tax rates to expand its tax base. However, these e A rgely ineffective
due to a lack of infrastructure and administrative capacity.

In the 1990s, the Indian government introduced significant rms to modernize the tax
system and improve its efficiency. The most significdnt of theSe was the introduction of the
Value Added Tax (VAT) in 2005, which replaced complex system of sales taxes that had
previously been in place. The introduction of %‘ Services Tax) in 2017 unified
various indirect taxes, making it one of the ax\reforms in the history of independent
India.

In addition to these reforms, the govefmgftentshls also introduced measures to simplify tax
procedures, reduce compliance gcost$, a ncourage tax compliance. For example, the
government has introduced elegtsQmiic fi of tax returns, simplified tax forms, and increased

N

nageme iscal deficit management has been another critical area of
orms In India. In the early years of independence, the government

the use of technology in tax
2. Fiscal Deficit

focus for fis
focused o

This trefidegntigued until the 1990s when India faced a balance of payments crisis that
trnment to undertake structural reforms.

eforms, the government introduced the Fiscal Responsibility and Budget

fiscal consolidation.

The government has also introduced measures to improve the quality of public expenditure and
enhance fiscal discipline. For example, the government has introduced program budgeting,
which links the budget to the results achieved, and zero-based budgeting, which requires every
budget item to be justified every year.
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3. Subsidies and Welfare Programs: Subsidies and welfare programs have been a major area
of focus for fiscal reforms in India. The government has traditionally provided subsidies
for essential goods like food, fuel, and fertilizers. However, these subsidies have been
criticized for being inefficient, as they benefit only a small section of the population and
are prone to leakages.

In recent years, the government has introduced several reforms to improve the efficiency of its
subsidy programs. One of the most significant of these was the Direct Benefit Transfer (DBT)
scheme, which was introduced in 2013. Under this scheme, subsidies are directly tramsferred to

beneficiaries' bank accounts, eliminating intermediaries and reducing the scope for lea
e

The government has also introduced measures to target subsidies to the most sections
of the population. For example, the government has introduced the NationahF rity Act,
which provides subsidized food grains to over 800 million people, adhan Mantri

Ujjwala Yojana, which provides free cooking gas connections to poQr & .
4. Public Sector Reforms: India's public sector has tradition a significant area of
focus for fiscal reforms. In the early years of indepen e, thie gbvernment expanded the

public sector to promote industrialization and_econo th. However, the public
sector became bloated and inefficient, leading to al imbalances and inefficiencies.

To address these issues, the government has impletaen al public sector reforms over the
years. These include privatization, disinvest improving the efficiency of public sector

enterprises.

size and scope of the public sectg
several public sector enterprisgs
telecommunications, aviati

The government launched its privatiﬁi&ro m in the 1990s, with the aim of reducing the
. Unde

In addition to privati

enterprises. Under thig prggram, the government sells a portion of its equity in public sector

enterprises to the pBbli®, institutional investors, or other companies. The aim of disinvestment is
Qr

government, while also improving the efficiency of public sector

enterprises< %
The rnm as also introduced measures to improve the efficiency of public sector

e “Lor example, the government has introduced performance-related pay, which links
the ofublic sector employees to their performance. This has led to improved productivity
and effigiency in public sector enterprises.

5. Financial Sector Reforms: The financial sector has been a critical area of focus for fiscal
reforms in India since independence. In the early years, the government nationalized
several banks and introduced several regulations to promote financial inclusion and
stability.



However, the financial sector faced several challenges in the 1990s, including high levels of non-
performing assets, poor asset quality, and low levels of capitalization. To address these
challenges, the government introduced significant financial sector reforms in the 1990s.

These reforms included liberalizing interest rates, allowing foreign investment in the banking
sector, and introducing prudential norms for banks. The government also set up regulatory
bodies like the Securities and Exchange Board of India (SEBI) and the Insurance Regulatory and
Development Authority (IRDA) to regulate the financial sector.

provides basic banking services to the unbanked population, and the Micro
and Refinance Agency (MUDRA) scheme, which provides credit to small a

6. Public Finance Management Reforms: Finally, India h t ed”several public
finance management reforms over the years. These refowmns atmed to improve the
efficiency of public spending, reduce fiscal imbalances, ote transparency and

accountability in the use of public funds.
Some of the key public finance management ref Indi@ include the introduction of
outcome-based budgeting, the establishment of {is \bility and budget management
(FRBM) rules, and the adoption of the accru tem. These reforms have led to
improved efficiency and accountability in i ing. However, there is still scope for
further reforms to improve public finance m@na in'India.

7. Green Fiscal Reforms: Greenafiscal{reforms refer to the use of fiscal policies to promote
environmental sustainabili ss climate change. India has introduced several

green fiscal reforms q#¢ s, including the introduction of taxes on carbon
emissions and the p \% ewable energy.
In recent years, the ernm as introduced several measures to promote the use of clean

energy, including the\Natignal Solar Mission and the National Wind Mission. The government
has also introdu

These greeft fis orms have helped to promote environmental sustainability and reduce
India's dep e on fossil fuels. They have also helped to create new opportunities for
in

busil»% newable energy sector.
OQe f reforms

The outcomes of fiscal reforms in India have been significant and have had a major impact on
the country's economy and society. Some of the key outcomes of fiscal reforms in India include:

1. Improved Fiscal Discipline: One of the key outcomes of fiscal reforms in India has been
improved fiscal discipline. Through measures such as the Fiscal Responsibility and
Budget Management (FRBM) Act, the government has been able to reduce fiscal deficits
and stabilize public debt. This has helped to improve the credibility of India's fiscal
policy and reduce the risk of fiscal crises.



2. Increased Tax Revenue: Another major outcome of fiscal reforms in India has been the
increase in tax revenue. Reforms such as the introduction of the Goods and Services Tax
(GST) and the Direct Benefit Transfer (DBT) scheme have helped to improve tax
compliance and reduce tax evasion. This has led to an increase in tax revenue, which has
helped to support public expenditure on social welfare programs and infrastructure
development.

3. Greater Efficiency in Public Spending: Fiscal reforms have also helped to improve the
efficiency of public spending in India. Through measures such as the introduction of the
Public Financial Management System (PFMS), the government has been ableg¢g improve
the transparency and accountability of public spending. This has helped duce
wasteful expenditure and improve the quality of public services.

4. Promotion of Inclusive Growth: Fiscal reforms in India have also ¥
inclusive growth by supporting the development of key sectors
infrastructure, and social welfare. For example, reforms sucheas\the
National Rural Employment Guarantee Act (MGNREG )%e ped to provide
employment opportunities and support for rural communigies. ernment's focus on
improving access to education and healthcare has also 0 promote inclusive

growth.
5. Environmentally Sustainable Growth: Finally, fiscal re India have also helped to
promote environmentally sustainable growth. u asures such as the National

address the challenges of climate cha te sustainable development.

gh
Solar Mission and taxes on carbon emissi@ns, e‘ment has been able to promote
the use of clean energy and reduce India & n fossil fuels. This has helped to

Overall, the outcomes of fiscal refo in Mgdiathave been significant, with improvements in
fiscal discipline, tax revenue, publigyspeh@ing cfficiency, promotion of inclusive growth, and
environmentally sustainable gro .(m allenges remain, continued efforts to implement
effective fiscal reforms will be to a's future success.

Challenges in Fiscal Refo

Despite the significa
several challen
India include:

ress made in implementing fiscal reforms in India, there are still
eedvto be addressed. Some of the key challenges in fiscal reforms in

1. Politic stance: Political resistance remains a significant challenge to the

tion of fiscal reforms in India. The country's democratic structure often leads

itical polarization and disagreement among different interest groups, making it

difficult to build political consensus for necessary fiscal reforms. As a result, many
eforms are delayed or watered down, which can undermine their effectiveness.

2. Weak Administrative Capacity: Another major challenge is the weak administrative
capacity of the government at various levels. The lack of adequate resources, technical
expertise, and training can hinder the effective implementation of fiscal reforms, which
require complex policy design and precise execution. Weak administrative capacity can
also undermine the credibility of fiscal institutions, such as tax authorities and public
financial management systems, which can reduce the effectiveness of fiscal reforms.

3. Resistance from Interest Groups: Powerful interest groups such as farmers, labor unions,
and business associations can also pose significant challenges to fiscal reforms in India.



These groups may resist reforms that could negatively impact their interests, such as
reductions in subsidies or tax incentives. This can create pressure on policymakers to
delay or abandon reforms, which can undermine the credibility of the government and
reduce the effectiveness of fiscal reforms.

4. Fiscal Federalism: India's federal structure, which gives significant autonomy to states,
can pose challenges to the implementation of fiscal reforms. Coordination between the
central and state governments is often difficult, which can lead to conflicts over the
allocation of resources, the design of tax policies, and the sharing of responsibilities. This
can hinder the effective implementation of fiscal reforms, which require @, coherent

national strategy and consistent policy design.
5. Informal Economy: India's large informal economy also poses %
ate
i, difficult to

implementation of fiscal reforms. Many businesses and individuals
formal tax system, which reduces the government's tax revenue an
enforce tax compliance. This can undermine the effectiveness

the GST, which rely on a broad base of taxpayers to generate r \N

informal economy pose
in India. Addressing these
tt\lgthen institutions, and improve

significant challenges to the implementation of fisca
challenges will require a sustained effort to build ¢on S,
policy design and implementation.
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Fiscal Deficit in India — Trends and Analysis

Introduction

The Union Government had estimated the Fiscal Deficit to be INR 16.61 lakh crore for FY2022-
23. As of November 2022, the Government’s Fiscal Deficit stood at INR 9.58 lakh crore, which
is ~58% of the full-year estimate. The Budget estimate of Fiscal Deficit (INR 16.61 lakh crore) is

finances has reignited debate regarding Governments’ obligation
the target of 3% Fiscal Deficit prescribed by the FRBM Act.

in 2003. The Act’s goal is to ensure intergeneratio scal management, long-run
macroeconomic stability, better coordinati %and monetary policy, and
transparency in the Government’s fiscal opgration the Key Targets of the FRBM
Act is to limit the Fiscal Deficit to 3% of G%. el the target date of achieving the target

has been pushed forward through successivéia ts*to the Act.

The Fifteenth Finance Commission suggested that the Union Government should bring down

fiscal deficit to 4% of GDP by 2025-26y For\State Governments, it has recommended the fiscal

deficit limit (as % of GSDP) o in2021-22; (b) 3.5% in 2022-23; (¢) 3% during 2023-26.

What has been trend of India’s 1 Deficit?

For 2022-23, the Go%lt had estimated the Fiscal Deficit to be INR 16.61 lakh crore or
f

6.4% of the G vember 2022, the fiscal deficit had touched 58% of the full year
budget estimat

Q?\\%
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Trend of India's Fiscal Deficit

FY2011-12.

The deficit had grad educ€® since then, having fallen to 3.44% of the GDP in FY2018-19.
However, the COMIDAY pandemic, and the Government’s fiscal package to rescue the economy

from lockdown§; e in Fiscal Deficit of 9.5% in FY2020-21. It was 6.9% in FY2021-22
and 6.4% i % estimated).

Whataxe t

easons for high Fiscal Deficit in India?
R i

Tax-to-GDP Ratio: In India, it is low at around 10-11% of GDP and it has stayed at close to that
level for the last 20 years. In contrast, Sweden has ratio of ~26%, the UK and France 25%, South
Africa 23%. This means Government collects less revenue causing higher fiscal deficit. This has
also lead to lower rate of investment and lower GDP growth.

Narrow Tax Base: An overwhelming majority of Indians do not pay taxes, Indian tax revenues
remain largely dependent on indirect tax collections which include all taxes on spending (such
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The Fiscal Deficit of the Governmenttad to 2.54% of the GDP in FY2007-08. However,
due to the global financial crisig,a omsequent fiscal stimulus by the Government to boost
growth resulted in fiscal defici g %0g6.6% of the GDP in FY2009-10 and 5.9% of GDP in



as GST). According to Ministry of Finance, only 5.83 crore Income Tax Returns were filed in
Assessment Year 2022-23. (~4% of India’s population).

Expenditure Side

High Subsidies: Expenditure on food, fertilisers and petroleum, form the largest share of
Government’s expenditure along with interest payments. The expenditure on these items (Food,
Fuel, Fertilizers) soared to ~3% of GDP in FY2020-21. For FY2022-23, the subsidy bill on these
three heads is expected to be INR 532,446.79 crore: Food (INR 287,179.34 crore), fertiliser (INR
214,511.27 crore) and petroleum (INR 30,756.18 crore).

Off-budget Financing: Economists and analysts argue that the actual fis igures
might be even higher because some of the government’s expenditure is fuhde so-called

“off-budget” items. (The off-budget borrowings are loans that oes not take

directly, but public institutions borrow after the Government’s o CN extra expenditure

does not figure in the official calculations. This means that the icit is higher than

the level presented in the Budget.

Debt-to-GDP Ratio: India’s debt ratio is projected tq _be 849 GDP by the end of 2022,

which is higher than many emerging economies. Due™p this there is increase in interest

payment. Interest payment of the government has i s€ &3.1% of the GDP to INR 7.31

lakh crore in 2021-22. \

Others %

Poor Bond Market: In the developed ecofiomies, the Bond Markets are mature and developed.

The Bond Markets judge the ssustdipabilify of the borrowing of a Central/State/Local

Government and demand high%st es when public finance is on an unsustainable path.
e

ot

Such a system is healthy a sibility is rewarded by cheaper debt financing (i.e.,
Government can borrow atYower est rates) and vice versa. Poorly developed bond markets
in India lack the ability to ke this check-and-balance. When the government needs to
borrow, it forces finaiiciaNirms (like banks) to lend to it.

What are the non-adherence to the FRBM Act?

Escape Cla n¢ term ‘Escape Clause’ refers to the circumstance in which the Central
Gov nt deviate from fiscal deficit targets. The FRBM Act has defined three
coifditi on which the escape clause can be invoked: (a) Over-riding considerations of
n&. curity, acts of war, and calamities of national proportion and collapse of
agriculture severely affecting farm output and incomes; (b) Far-reaching structural reforms in
the economy with unanticipated fiscal implications; (c¢) A sharp decline in real output growth of
at least 3 percentage points below the average for the previous four quarters. Because of this

clause, the goal posts for fiscal targets have been moved multiple times over the course of the
past two decades.

Amendments to FRBM Act: Amendments to the FRBM Act are permissible through money
bills, which include Finance Bills. This makes it easier to amend the Act and shift the target



dates e.g., the date of eliminating Revenue Deficit was gradually shifted through amendments in
2004, 2012, 2015 and 2018.

Effectiveness of Fiscal Responsibility Framework: In the US, the Government shuts down
when the Budget negotiation is not able to fit within the debt ceiling. In Germany, the ‘Federal
Debt Brake* is in the Constitution, and there would be a shutdown of government payments if it
were violated. Such overarching clause is missing in the FRBM Act.

What are the harmful impacts of high Fiscal Deficit?

This reduces the financing available to private sector. This reduces pri tments,

Crowding-out: Due to high fiscal deficit, the Government borrows from ﬁnan% utions.
slowing down the economic growth rate.

Higher Interest Rates: Higher borrowing by Government reduces 1haneing available in the
market (demand exceeds supply). This raises interest rates.

Inflation: To cover its fiscal deficit, the Government also bo s ffom the Central Bank. When
the Central Bank prints money to finance the govgrnment, conomy’s money supply
expands, causing inflationary pressures.

Debt Trap: Persistent fiscal deficit and depen 0 '\ng may lead to accumulation of
debt. As the debt rises, the interest payment tive debt rise, putting further pressure on
Government finance. Ultimately it may credte agyi®iows cycle with the Government entangled in
a debt trap where it has to borrow ntore ‘mongy to just repay existing debt and interest
payments.

External Dependence: Financifig al Deficit through borrowings from abroad may force the
Government to borrow fro s creates dependence on foreign financial institutions

SO

and Governments. There is\al of ballooning of debt in the event of domestic currency

depreciation.

What steps ca totaddress Fiscal Deficit?

First, The fGov t should focus on rationalizing the subsidies. The tendency to grant

‘freebies’ sho kept in check. The subsidies can be made more targeted. Checking
d ions can also help in rationalizing the spending.

leaka%
SQ,‘ e Government should also improve the tax system. Tax-to-GDP ratio must be

improved by ensuring better compliance (~4% pay Income Tax). In addition, introduction of
Wealth Tax and raising the rate of Property Tax can reduce the asymmetry with respect to
Direct and Indirect Taxes. Laws regarding tax evasion must be made more robust and
implementation strengthened.

Third, The Government can also enhance revenues through monetization of assets especially
idle assets like land lying vacant with Government entities.



Fourth, The Government should adhere to the recommendations regarding fiscal consolidation
given by the 15th Finance Commission.

Fifth, The amendments to the FRBM Act regarding shifting of target dates should be debated in
the Parliament. The Government should adhere to the Act and the costs of deviation from the

provisions of the Act should be increased.

Conclusion

the fiscal deficit has never been below 3% since 2007-08. As normalcy retu
pandemic, the Government must focus on fiscal consolidation and brin
Deficit to more sustainable level at the earliest. \



Budget at a glance 2022-23

Budget of Central Government 2022-23

s | Daleed | Rl | Budaed | % hane (18201
2020-21
Revenue Expenditure 30,83,519 29,29,000 31,67,289 31,94,663
Capital Expenditure 426,317 5,54,236 6,02,711 7,50,246
Capital Outlay 3,15,826 5,13,862 5,47,457 6,10,189
Loans and Advances 1,10,491 40,374 55,255 1,40,057
Total Expenditure 35,09,836 34,83,236 37,70,000 39,44,909
Revenue Receipts 16,33,920 17,88.,424 20,78,936 22,04,422
Capital Receipts 57,625 1,88,000 99,975 79,291
of which:
Recoveries of Loans 19,729 13,000 21,975 14,291
Other receipts (including
disinvestments) 37,897 1,75,000 78,000 65,000
Total Receipts (excluding
borrowings) 16,91,545 19,76,424 21,78,911 22,83,713
Revenue Deficit 14,49,599 11,40,576 10,88,352 9,90,241
% of GDP 7.3% 5.1% 4.7% 3.8%
Fiscal Deficit 18,18,291 15,06,812 15,91,089 16,61,196
% of GDP 9.2% 6.8% 6.9% 6.4%




Primary Deficit 11,38,422 6,97,111 7,77,298 7,20,545

% of GDP 5.8% 3.1% 3.3% 2.8%

Source: Budget at a Glance, Union Budget Documents 2022-23;

Budget Highlights \\
Expenditure: The government proposes to spend Rs 39,44,909 crore in 2022-23, which is an
increase of 4.6% over the revised estimate of 2021-22. In 2021-22, total expenditure is estimated to
be 8.2% higher than budget estimate.

Receipts: The receipts (other than borrowings) in 2022-23 are expected to be to Rs 22,83,713
crore, an increase of 4.8% over revised estimate of 2021-22. In 2021-22, total receipts (other than
borrowings) are estimated to be 10.2% higher than the budget estimates. <

N
GDP: The government has estimated a nominal GDP growth rate of 11.1% in 2022-23 (i.e., real
growth plus inflation).

Deficits: Revenue deficit in 2022-23 is targeted at 3.8% of GDP, which is lower than the revised
estimate of 4.7% in 2021-22. Fiscal deficit in 2022-23 is targeted at 6.4% of GDP, lower than the
revised estimate of 6.9% of GDP in 2021-22 (marginally higher than the budget estimate of 6.8% of
GDP). Interest expenditure at Rs 9,40,651 crore is estimated to be 43% of revenue receipts.

Extra Budgetary Resources (EBR): After a number of years, the budget has not relied on EBR or
loans from National Small Savings Fund.

Ministry allocations: Among the top 13 ministries with the highest allocations, in 2022-23, the
highest percentage increase in allocation is observed in the Ministry of Communications (93%),
followed by the Ministry of Road Transport and Highways (52%), and the Ministry of Jal Shakti

(25%).
N\ D
Main tax proposals in the Finance Bill

7\ )

Income tax: There is no change in income tax rates for individuals and corporations.

Surcharge on Long Term Capital Gains (LTCG): Currently, the surcharge on LTCG on listed
equities and equity mutual funds is capped at 15%. The surcharge on other LTCG is 25% if total
income is between Rs 2 crore and Rs 5 crore, and 37% if it is above Rs 5 crore. The budget
proposes to cap these at 15%.

Tax on virtual digital assets: Income from the transfer of cryptocurrencies and non-fungible
tokens will be taxed at the rate of 30%. Any loss incurred from such transfers cannot be set off
against any other income or carried forward to subsequent years.

Updating return of income: Taxpayers will be permitted to file an updated return of income
within two years of the assessment year. They will have to pay 25% penalty on tax and interest due




if it is filed in the year after the assessment year, and 50% penalty in the second year.

Co-operatives: Alternate minimum tax for co-operatives will be reduced from 18.5% to
15%. Surcharge will be reduced from 12% to 7% for co-operatives whose total income is between
one crore and ten crore rupees.

New companies and start-ups: New domestic companies engaged in manufacturing have an
option to pay tax at 15% (without claiming any deductions) if they start manufacturing by March 31,
2023. Certain types of start-ups have an option for tax holiday for three out of the first ten years if
they incorporate by April 1, 2022. Both these deadlines have been extended by one year.

Changes in customs duty: Customs duties on over 500 items have been changed. Many customs

exemptions are also being phased out. -
\\

\\N\N

The Reserve Bank of India Act, 1934 is being amended to enable RBI to i{sue its digital currency.

Non-tax proposals in the Finance Bill

«Q

~ \°
Legislative proposals: The Special Economic Zones Act, 2005 will be replaced with a new
legislation that will enable states to become partners in ‘Development of Enterprise and Service
Hubs’, covering all existing and new industrial enclaves. Legislative changes will also be brought
in to promote agro-forestry and private forestry. Amendments will be made in the Insolvency and
Bankruptcy Code to facilitate cross border insolvency resolution.

Policy Highlights

Fiscal Management: Rs 51,971 crore has been budgeted in 2021-22 towards settling the liabilities
of Air India.

MSMEs: Emergency Credit Line Guarantee Scheme (ECLGS) will be extended up to March 2023
and its guarantee cover will be expanded by Rs 50,000 crore to total cover of five lakh crore
rupees. Credit Guarantee Trust for Micro and Small Enterprises will be revamped to facilitate
additional credit of two lakh crore rupees.

Health and Nutrition: Under Ayushman Bharat Digital Mission, an open platform for National
Digital Health Ecosystem will be established. It will consist of digital registries of health providers
and health facilities, unique health identity, consent framework, and universal access to health
facilities. A National Tele Mental Health Programme will be launched to provide access to quality
mental health counselling and care services.

River linking: The Ken-Betwa Link Project will be implemented at an estimated cost of Rs 44,605
crore. Five more river linking projects are being implemented.

Labour and Employment: The Digital Ecosystem for Skilling and Livelihood (DESH) Stack e-
portal will be launched. The portal will help citizens learn skills, acquire credentials, and assist in
finding relevant jobs.

Infrastructure: Projects relating to transport and logistics infrastructure in the National
Infrastructure Pipeline will be aligned with PM GatiShakti framework, which was launched last
year. The Prime Minister’s Development Initiative for North-East (PM-DevINE) will be



implemented through the North-Eastern Council to fund development projects in the North-East
region. Also, one lakh crore rupees is being allocated to states for catalysing investments, in the
form of 50 year interest free loans.

» Roadways: The PM GatiShakti Master Plan for Expressways will be formulated in 2022-23. The
National Highways network will be expanded by 25,000 km in 2022-23.

= Railways: One-station-one-product concept will be implemented to help local businesses and
supply chains. 400 new Vande Bharat trains will be developed and manufactured during the next
three years. Further, 100 cargo terminals for multimodal logistics facilities will also be developed
during the next three years.

= Telecom: Spectrum auctions will be conducted to facilitate rollout of 5G mobile services within
2022-23. A scheme for design-led manufacturing will be launched to build an ecosystem for 5G as
part of the Production Linked Incentive (PLI) Scheme.

= Energy and Environment: A battery swapping policy for electric vehicles will be
implemented. Four pilot projects for coal gasification and conversion of coal into chemicals
required for the industry will be set-up. Sovereign Green Bonds will be issued in 2022-23 for
mobilising resources for green infrastructure.
\ A J
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Budget estimates of 2022-23 as compared to revise{estimates\ofv2021-22
o

Total Expenditure: The government is estimated to spend Rs 39,44,909 crore during 2022-23. This is an increase of 4.6%
over the revised estimate of 2021-22. Out of the total expenditure, revenue expenditure is estimated to be Rs 31,94,663
crore (0.9% increase) and capital expenditure is estimated to be Rs 7,50,246 crore (24.5% increase). The increase in capital
expenditure is mainly due to a substantial increase in loans and advances to state governments. Loans and advances by the
central government are estimated to be Rs 1,40,057 crore in 2022-23, an increase of 153% over the revised estimates for
2021-22.

Total Receipts: Government receipts (excluding borrowings) are estimated to be Rs 22,83,713 crore, an increase of 4.8%
over the revised estimates of 2021-22. The gap between these receipts and the expenditure will be plugged by borrowings,
budgeted to be Rs 16,61,196 crore, an increase of 4.4% over the revised estimate of 2021-22.

Transfer to states: The central government will transfer Rs 16,11,781 crore to states and union territories in 2022-23. This
is a marginal increase of 0.5% over the revised estimates of 2021-22.  Transfer to states comprises: (i) devolution of Rs
8,16,649 crore out of the divisible pool of central taxes, and (ii) Rs 7,95,132 crore in the form of grants and loans.

In 2021-22, as per the revised estimates, Rs 1,59,000 crore will be transferred to states in the form of back-to-back loans in
lieu of GST compensation.

Deficits: Revenue deficit is targeted at 3.8% of GDP, and fiscal deficit is targeted at 6.4% of GDP in 2022-23. The target
for primary deficit (which is fiscal deficit excluding interest payments) in 2021-22 is 2.8% of GDP.

GDP growth estimate: The nominal GDP is estimated to grow at a rate of 11.1% in 2022-23.

Fiscal Responsibility and Budget Management targets




The Fiscal Responsibility and Budget Management (FRBM) Act, 2003 requires the central
government to progressively reduce its outstanding debt, revenue deficit and fiscal deficit. The
central government gives three year rolling targets for these indicators when it presents the Union
Budget each year. Note that the Medium Term Fiscal Policy Statement in both 2021-22 and 2022-23
did not provide rolling targets for budget deficits. In the Budget speech, the finance minister noted
that the government aims to reduce fiscal deficit to below 4.5% of GDP by 2025-26.

Fiscal deficit is an indicator of borrowings by
the government for financing its

expenditure.  The estimated fiscal deficit for
2022-23 is 6.4% of GDP.

Revenue deficit is the excess of revenue
expenditure over revenue receipts. Such a deficit
implies the government’s need to borrow funds
to meet expenses which may not provide future
returns. The estimated revenue deficit for 2022-
23 is 3.8% of GDP.

FRBM targets for deficits (as % of GDP)

Actuals | Revised Budgeted

2020- 2021- 202223

21 22

Fiscal 0 o o
Deficit 9.2% 6.9% 6.4%

Revenue o o 0
Deficit 7.3% 4.7% 3.8%
Primary 5.8% 3.3% 2.8%
Deficit . 0 . 0 . 0

Sources: Medium Term Fiscal Policy Statement,
Union Budget 2022-23; PRS.

In 2021-22, the government had set a budget estimate of 6.8% of GDP for fiscal deficit, and 5.1% of
GDP for revenue deficit. As per the revised estimates, the fiscal deficit is expected to marginally
exceed the budget estimate to 6.9% while revenue deficit is estimated to be lower at 4.7%.

Primary deficit is the difference between fiscal deficit and interest payments. It is estimated to be

2.8% of GDP in 2022-23.

~\\"
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Conclusion: The budget for 2022-23 and the government’s decisions in the last two years reveal a




fiscal strategy for growth that seems to comprise three Ps: protectionism through increasing tariffs,
incentives to increase production, and projects to create infrastructure by the government to raise
demand and crowd in private investments.

Deficit Financing

Deficit financing is the budgetary situation where expenditure is higher than the revenue. It is a
practice adopted for financing the excess expenditure with outside resources. In this process, the
government knows well in advance that its total expenditures are going to turn out to be more
than its total receipts and enacts/follows such financial policies so that it can sustain the burden
of the deficits proposed by it.

Nowadays most governments both in the developed and developing world are having deficit
budgets and these deficits are often financed through borrowing. Hence the fiscal deficit is the
ideal indicator of deficit financing.

In India, deficit financing is defined as “borrowings from the Reserve Bank of India against the
issue of Treasury Bills and running down of accumulated cash balances”. When the government
borrows from the Reserve Bank of India, it merely transfers its securities to the Bank. On the
basis of these securities the bank issues more currency and puts them into circulation on behalf
of the government. This amounts to the creation of money.

Why we need deficit financing
~\ V

o For developing countries like India, higher economic growth is a priority. A higher
economic growth requires finances. With the private sector being shy of making huge
expenditure, the responsibility of drawing financial resources rests on the government.

e Being poor, these countries fail to mobilize large resources through taxes. Thus, taxation
has a narrow coverage due to mass poverty. A very little is saved by people because of
poverty. In order to collect financial resources, government relies on profits of public
sector enterprises. But these enterprises yield almost negative profit. Further, there is a
limit to public borrowing.

o India tried its hand at deficit financing in 1969 and since the 1970s it became a routine

< phenomenon, till it became wild and illogical, demanding immediate redressal. The fiscal
deficits in India did not only peak to unsustainable levels but its composition was also not
justified and not based on sound fundamentals of economics. Finally, India headed for a
slow but confident process of fiscal reforms that is also known as the process of fiscal
consolidation.

o There are some situations when deficit financing becomes absolutely essential. In other
words, there are various purposes of deficit financing. These are:

1. To finance defence expenditures during war
2. To lift the economy out of depression so that incomes, employment, investment, etc.,
all rise



3. To activate idle resources as well as divert resources from unproductive sectors to
productive sectors with the objective of increasing national income and, hence, higher
economic growth

4. To raise capital formation by mobilizing forced savings made through deficit
financing

5. To mobilize resources to finance massive plan expenditure

Different Means of Deficit Financing Q
|

These means are given below in order of their suggested and tried preferences.

1.

N\XT

External Aids are the best money as a means to fulfil a government’s deficit
requirements even if it is coming with soft interest. If they are coming without interest
nothing could be better. External Grants are even better elements in this case (which
comes free—mneither interest nor any repayments) but it either did not come to India
(since 1975, the year of the first Pokhran testings) or India did not accept it (as happened
post-Tsunami, arguing grants/aids coming with a tag/condition).

External Borrowings are the next best way to manage fiscal deficit with the condition

that the external loans are comparatively cheaper and long-term. Though external loans

are considered an erosion in the nation’s sovereign decision making process, this has its
own benefit and is considered better than the internal borrowings due to two reasons:

e (a) External borrowing bring in foreign currency/hard currency which gives extra
edge to the government spending as by this the government may fulfil its
developmental requirements inside the country as well as from outside the country.

e (b) It is preferred over the internal borrowings due to ‘crowding out effect’. If the
government itself goes on borrowing from the banks of the country, from where will
others borrow for investment purposes?

Internal Borrowings come as the third preferred route of fiscal deficit management. But

going for it in a huge way hampers the investment prospects of the public and the

corporate sector. It has the same impact on the expenditure pattern in the economy.

Ultimately, economy heads for a double negative impact—lower investment (leading to

lower production, lower GDPs and lower per capita income, etc.) and lower demands (by

the general public as well as by the corporate world) in the economy—the economy
moves either for stagnation or for a slowdown (one can see them happening in India

repeatedly throughout the 1960s, 1970s, 1980s). The situation improved after the mid-

1990s.

Printing Currency is the last resort for the government in managing its deficit. But it has

the biggest handicap that with it the government cannot go for the expenditures which are

to be made in the foreign currency. Even if the government is satisfied on this front,
printing fresh currencies does have other damaging effects on the economy:

e (a) It increases inflation proportionally. (India regularly went for it since the early
1970s and usually had to bear double digit inflations.)

e (b) It brings in regular pressure and obligation on the government for upward revision
in wages and salaries of government employees—ultimately increasing the
government expenditures necessitating further printing of currency and further



inflation—a vicious cycle into which economies entangle themselves. Now, it
remains a matter of choice and availability of the above-given means, and which
means a government adopts and in what proportion, for fulfilling its deficit
requirements.

Advantages and Disadvantages of Deficit Financing:

(a) Advantages:

1.

— \N\

Massive expansion in governmental activities has forced governments to mobilize
resources from different sources. As a source of finance, tax-revenue is highly inelastic in
the poor countries. Above all, governments in these countries are rather hesitant to
impose newer taxes for the fear of losing popularity. Similarly, public borrowing is also
insufficient to meet the expenses of the state.

In India, deficit financing is associated with the creation of additional money by
borrowing from the Reserve Bank of India. Interest payments to the RBI against this
borrowing come back to the Government of India in the form of profit. Thus, this
borrowing or printing of new currency is virtually a cost-free method. On the other hand,
borrowing involves payment of interest cost to the lenders.

Financial resources (required for financing economic plans) that a government can
mobilize through deficit financing are certain and known beforehand. The financial
strength of the government is determinable if deficit financing is made. As a result, the
government finds this measure handy.

Deficit financing has certain multiplier effects on the economy. This method encourages
the government to utilize unemployed and underemployed resources. This results in more
incomes and employment in the economy.

Deficit financing is an inflationary method of financing. However, the rise in prices must
be a short run phenomenon. Above all, a mild dose of inflation is necessary for economic
development. Thus, if inflation is kept within a reasonable level, deficit financing will
promote economic development —thereby neutralizing the disadvantages of price rise.
During inflation, private investors go on investing more and more with the hope of
earning additional profits. Seeing more profits, producers would be encouraged to
reinvest their savings and accumulated profits. Such investment leads to an increase in
incc:me—&ere‘by setting the process of economic development rolling.

a

(b) Disadvantages:
I\

<1.

It is a self-defeating method of financing as it always leads to inflationary rise in prices.
Unless inflation is controlled, the benefits of deficit-induced inflation would not fructify.
And, underdeveloped countries— being inflation-sensitive countries—get exposed to the
dangers of inflation.

Deficit financing-led inflation helps producing classes and businessmen to flourish. But
fixed-income earners suffer during inflation. This widens the distance between the two
classes. In other words, income inequality increases.

It distorts investment pattern. Higher profit motive induces investors to invest their
resources in quick profit-yielding industries. Of course, investment in such industries is
not desirable in the interest of a country’s economic development.



4. Deficit financing may not yield good result in the creation of employment opportunities.
Creation of additional employment is usually hampered in backward countries due to lack
of raw materials and machineries even if adequate finance is available.

5. As purchasing power of money declines consequent upon inflationary price rise, a
country experiences flight of capital abroad for safe return—thereby leading to a scarcity
of capital.

6. This inflationary method of financing leads to a larger volume of deficit in a country’s
balance of payments. Following inflationary rise in prices, export declines while import
bill rises, and resources get transferred from export industries to import- competing

industries.
V o UV 4 N

Conclusion:

Much success of deficit financing depends on how anti-inflationary measures are employed to
combat inflation. Most of the disadvantages of deficit financing can be minimized if inflation is
kept within limit.

It is an evil but a necessary one. Considering the needs of the economy, its use cannot be
discouraged. But considering the effects of deficit financing on the economy, its use must be

made limited. So, a compromise has to be made so that the benefits of deficit financing are
reaped too.

https://panaceaconcept.in/all-you-should- knm@h\cn-ﬁmncing/
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