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Financial Management

p—

26.1. CONCEPT AND DEFINITION

— During the life of a busines i
{ . S enterprise : i
attention. An issue of ordinary shaFe is'all?zrc a;)ci efinancml events that receive considerable

— By concentrating on discernible fj ;
inancial — .
tended to 1ook at the raising and dcplom::ff:fshﬁl:ﬁzzmons on finance of an enterprise have

Funds required for running the bus; i oughacombination of direct revenue from
nessareraised throug inati i
sales, loans from banks, sales of securities ang bond; etc B e

— Funds raised as above .
are deployed among competing uses within the enterprise’s activities.

Financial Management can be looked upo Ha—— e
sanzeiil Hiedsploynentot farss pon as the study of relationship between the raising of

— Financial Management involves decisions pertaining to
(i) Investment (proposals) policies,
(1) Methods of financing, and
(iif) Dividend decisions.
(i) Investment Policies dictate the process associated with capital budgeting and expenditures. Pro-

osals (to spend money) maguigvolve expenditures such as on, product development, additional test
facility, etc. All proposals r areranked and (investment) decisions are taken whether to sanction

money for these propos ar not.
(if) A proper mix of N ——

for proposed ventures at a mi toythe enterprise.
(iii) Dividend decisions aff

(a) Amount paidtostockholdgisin cas

may sell their shares.

(b) Distribution of additional sh ck, qtc.

— Any valid study of financial managemegt is n
dynamics indicates an attempt of not using s

nature.
— Lastly, it may be said that the financial function of any busi
value of that business to its owners.

26.2. PURPOSE OF INVESTMENT
In a business enterprise, money is invested for the following pu
(i) To procure land, buildings or for making expansion of the exist
(if) For getting raw material, machinery, instruments, tools etc.

(iii) For purchasing material transporting vehicles.
(iv) On waler, power, gas and other supplies for running the enterprise.

-

tock-holders must get some benefit, otherwise they

ily concerned with financial dynamics ;
theory for solving problems of continuous

terprise tries to maximize the

5
ant.
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(v) For administrative and selling services.

(vi) On development projects and diversification of products.
(vii) For increasing company’s manufacturing capability.
(viii) Research work, e.g., on cost reduction, €t

(ix) For paying salaries of direct and indirect workers.

(x) To organise the business.

263. TYPES OF CAPITAL
26.3.1 Capital
— Capital is the life-blood of a business enterprise.

—  Capital is a universal lubricant which keeps enterprise dynamic.

— Capital designates physical sources when applied to production and (it means) money when
applied to finance.

—  Capital, inits meaning, coversall the elements (e.g, money, land, building, machinery, materials,
etc.) a businessman needs to start an enterprise.

—  Capital is the measure of the amount of resources of an enterprise.

— Capital develops products, keeps workers and machines at work, encourages management t0
make progress and create value.

26.3.2 Types of Capital

Capital may be of the following two types :
1. Fixed or Block capital.

2. Worki Current Capital.

= itdl is associated with long term assets whereas Working Capital pertains to current
0
. -4 h
— For 2 indhstry, two types of capital are needed. One for purchasing fixed assests suc
asland, bUilding, ¥id chry ry, etc.and is knownas fixed capital, whereas the other which is required
for day-to-a i ed as working capital.

'2633. Fixed Capi _
— Whenanindustrial ente iss from the ground up it requires capital to make/ purchase
Land,
Building, }
Equipment and Machinery,
Tools, and

Furniture, etc.
Assetsof this type are used over and over again [Ora numbero and are commonly termed Fixed
Capital.
263.4. Working Capital

~ Oncefixedassets, eg. .buildlng, quipmem, machinery, etc., have been )}W‘fd,' the enterprise
needs funds to meet its day-t0-day needs and expenditures suchas '

* Purchase of raw material and supplies.
* Payment of employee wages.
*\Storage costs.
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* Advertisement and selling cxpenses,
* Equipment and plant maintenance costs,
* Transportation and shipping expenses.

. » i - .
Expenditures during the time lag between the sale of the products and payment for them.

Funds required to cover these costs are commonly called working capital.
For details refer article 26.4.

26.4. WORKING CAPITAL
Definition
— Working Capital refers 10 a firm’s investment i s
: in short term assets—
accounts receivable and inventories, cash, short term securities,
—  Net Working Capital is defined as current assets minus current liabilities.

- Wor!angt-:?a;_?i_m.lmanagement refers to allaspects of the administration of both current assets and
current liabilities.

— Working cagital is needed in any business because of the time lag between paying for materials
and operating costs, and getting the money back again (together with added profit) from the

customer.
Sources of Working Capital
(1) Funds from business operations.

(2) Other incoma-s such as from dividends, transfer fees, donations, interest from investments
made in other companies, etc.

(3) Sale of non-current assets such as useless and obsolete plant and machinery.

uld decrease the working capital.

2. The purchase of nofi=Curren generally causes a decrease in current assets or increase in
current liabilities. Therefore, it s as the use of funds.

3. The retirement of long-term liabi suth as payment to preference sharcholders and debenture
holders involves the use of cash.
4. Dividend to shareholders.

5. Interest to lenders.
26.5. SOURCES OF FINANCE

26.5.1 Introduction

— Inorder tostart an industrial concern, Le., to produce apii 1o selljthere must be adequate finance
for purchasing fixed assets (building, machinery, etc.), raw qatcrials and other supplies.

— There should also be sufficient finance to meet day-to nditures of the enterprise.

— Thus thé very first question which arises before starting an industrial concern is how much
finance will be needed and how it will be provided or from what source it will be procured.

— The sources of finance may be categorized as follows :

26.5.2. Internal Sources
1. Retained equity earnings.
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2. Depreciation provisions.
3. Deferred taxation.
4. Personal funds saved or inherited. 3

26.53. External Sources

(a) Permanent or long term sources of finance

5. Savings.

6. Loans.

7. Share Capital.

8. Debentures.

9. Corporate bonds.

10. Public deposits.

11. Taking in partners.

(b) Medium term sources of finance i
12. Bank loans. '
13. Hire purchase.

14. Sale and lease back.

15. Equipment leasing.

16. Profit plow back.

(c) Short term sources of finance

19. Industrial fina
20. State financial ion,

21. Industrial development co
22. Insurance companies, etc.
— It should be noted that inter ance or fund supply,
(¢) provide more than half of th

(i) form a necessary and integral

— Various internal and external sources

1. Retained Equity Earnings
— This implies retaining the earnings of the sharehqjders fo
retained is a rupee with-held from distribution to existi

—  While doing so, management must do something to m

2. Depreciation Provisions
— Depreciation provisions represent the maintenance of a capital stock to replace the existing
machinery when it becomes uneconomical to use. ; ' '

— Depreciation provision is a major source of internally generated funds.

continuing activity of a business.
raising finarfge have been briefly discussed below :
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3. Deferred Taxation

— Duetothe Iime-lag between the earni i i
rning ofpmﬁt and payment of the appmpnatc taxation, the
hmds; repr esented b)’ the tax liability, are available for use.

4. Personal Funds Saved or Inherited

In order tc! win cont?dence of external financiers, it is very necessary that the would-be owner must
have assets of his own to invest in the firm.

5. Savings
— People save a percentage of their salary for a ‘rainy day’.

—  With t'h<f money thus saved, people purchase life insurance, buy stocks and bonds, buy shares or
deposit in a bank.

— Thus saved money is made available to business enterprises for further use and investment.
— It may be said that almost all capital for investment in business and industry comes from savings
of people.
6. Loans

— Money can be borrowed from the following sources for starting or expanding the business,
(i) Friends and relations
(#) Money lending institutions
(iii) Commercial and other banks, etc.

—  When money is borrowed, it becomes obligatory that the interest should be paidin time and the
loan be paid back on the mutually agreed date.

7. Shares
— Funds ectéd by issuing shares to public.
— Thenum a d shares that can be issued and the value of each share is specified. This
is'decided on the capital to be collected by issuing shares.

— Shares are issu

— The main division of s

— Preference shares, as the name me preferential rights over other types of shares,

e.g., dividend is first paid on preferencegiares nd then on ordinary shares.

—  Preference shares are entitled to a dividend ot of the profit.

— If the company faces a difficult period and is v 10 pay dividends, quite possible, the
preference shareholders may exert their powers ad take over control from ordinary sharehold-
ers. This happens when the preference dividends are '

-~ Preference shares may be further classed as

(a) Cumulative preference shares. They are entitled to a
cannot be paid in any year (because of less profits to company),

profits, (i.e.,, profits of next year). ; I i e s
(b) Non-cumulative preference shares. They are entitled to a fixed annual dividend, but the
shareholders cannot ask for arrears from future profits if in any year the company fails to make enough

profits to pay fixed dividends for that year.

ual dividend. If this full dividend
the rest of deficit can be paid out of future
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(c) Participating preference shares. They are entitled to a fixed annual dividend plus something

from the surplus left after paying dividend to ordinary shareholders.

2. Ordinary shares
Ordinary shareholders are generally paid a higher rate of dividend than that of preference share-
holders but they carry greater risks.
— Dividend on ordinary shares is paid only after doing so on preference shares.
— Thereis no limit of dividend in case of ordinary shares. Ordinary shareholders may get very high
rewards in one prosperous year of increased business and no dividend if the business encounters
a difficult period.
— The ordinary shares may sometimes be called as Equity Shares or Equities.

3. Deferred Shares
— Deferred shares are issued to founders or promoters of the business enterprise.
— Dividend on deferred shares is paid in the last, Le., first of all, dividend on preferen.ce shares is
distributed, then it is paid on ordinary shares and in the end whatever profit is left is shared by

the deferred shareholders.

8. Debentures
—  Business corporations having good record of earnings and favourable prospects of expansion, in

search for outside (external) funds to support operations and growth, may raise capital by
borrowing it on a formal document known as a Debenture.

Debenture is a certificate of indebtedness issued by the corporation. A fixed rate interest is paid
d the amount is repayable after the stated number of years.

relitionship between the company and the (bond) debentureholder is that of

un-secured bonds which have no claim on any specific asset of the
carning power and general credit of the company as viewed by the
mpanies with a very good profit record and a high financial

bonds or debentures.
seful method of raising finance at reasonable cost.

— Debenture
company but &%
investor. For t

—  Characteristics of debenture ce from shares
Debentures Shares
1. Adebentureholder is a creditor only an 1. Ashageholder is an owner of the company,
has no control over the affairs of the ' ownership interest in the

company.
2. Afixed rate interest is paid on 2.
debentures.
3. Interest is paid whether the company 3.

annual dividend is paid or not, (depending

upon the profit/loss incurred by the company).

4. Adebentureholder gets his money 4. Money of the shareholder is not refunded
back after the stated number of years. to him,

5. In the event of liquidation of the company, a debentureholder will get his money before the
shareholder gets something,

runs in profit or loss.
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9. Corporate bonds
— Corporate bonds are of two types
1. Unsecured bonds or Debentures as discussed above, and

2 'S:ew;egsbto"ds’ In which case some form of claim on the assets of the corporation is tied if the
corporation falis to pay interest to the investor or does not return his money backafter thestated number

of years.
Mortgage bonds are examples of secured bonds.

10. Public Deposits
— Public may be asked to deposit their money di i
2 ; ey directly with the company for a fixed long/short
period ranging from half a year to seven years. ’ i

11. Taking in partners
_ Capital may be raised by adding partners in the business who are ready to invest in the firm.

12. Bankloans
_  Short term loans are easily available from commercial and other banks on reasonable interest
rates.

13. Hire purchase q
_ The hirer makes a deposit, he gets the machinery (goods), etc., he needs and then he pays a
number of periodical money instalments. At the end of a period when all the instalments have
peen paid, the possession of the goods passes to the hirer.

14, Saleand lease back
— Forgetting fun mpany maysell some of its property toan investment company witha right
to lease bagk atan a rent.

15. Equipment I
Many types of fixed land, equipment, machinery, etc., can be obtained on lease for

a number of years on renta

16. Profit plowback
“ The whole profit is not distributed (0§ hoWers or owners as dividends, rather a portion of it is
retained in the business and used to finang® expaasion and growth of the concern.

17. Credit facilitics
A useful source of short-term finance is 1o ob; goods and services on credit.

18. Trade credit
Trade credit is the financial assistance available from othe with whom the business has deal-

ings. Most important are the suppliers of inventory which is constant placed.

19. Special institutions
Finance may be obtained by borrowing from an
insurance company ;
investment company ;
industrial development corporation, etc.
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4. Profitability Ratios

— These ratios tell the story about the firm’s past profitability.
— Profitability ratios are;:—

Net income ‘

Profit Margin =
(a) Profit Margin Net Sales

The profit margin is an important ratio because it describes how well a rupee of sales 1
squeezed by the firm into profit.

Net income

(b) Return on assets =
Total Assets

The intent of this ratio is to measure how profitably the firm has used its assets.

Net income
Equity
It indicates what kind of rate of return was earned on the book value of the
equity.
26.18 SOURCES OF FINANCE
Introduction
— The business finance is an activity concerned with raising and ad

used in busines
— The capital régui ts of on industrial unit can be divided into three ¢

(c) Return on equity =

ownsar’s

ministering of funds

ategories, namely

2. Medium term
3. Short term capit

| |
Internal Extemnal

Retained Profits Share Capital Non Share Capital

I
Ordinary Shares Sale and Lease

(Residual returns) ares iskd returns) Back

Legend : Can be of different types.

1. Deferred, Voting or Non-Voting,

2. Participating, Cumulative or Non-cumulative, Redeemable or Irredeemable.

3. Secured or Unsecured, Convertible or Non-convertible, Redeemable or Irredeemable.

Fig. 26.9 Methods of raising long term capital
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Medium 'Iierm Capital

Internal External

| '!”_I’/']hcr

: . i Straight
Retained Profits EZE::M pﬂ:cr;asc Term Loans ~ Term Loans

Fig. 26.10 Methods of raising medium term capital

Short 'll‘erm Capital
lntqrna] Extemal
Retained  Cash Trade Credit Bill Bank  Factoring Invoice
Profits Management Credit Sales Finance CnTit Discounting
Trade Bill  Bank Bill ~ Over Drat  Loan
Fig. 26.11 Methods of raising short term capital
ial reserves
Insurance Companies, Industrial and Commercial
orporation
(5) Public Authorities - Industry 972, National Research and Development

C ration

(6) Genera! Public - New Issues
(7) Others - Pension funds etc,
Time Periods
The time periods associated with the methods and sou
1. Permanent and Long Term.

] 2, Mffldilum Term. [
2192215 ¢ [ | | Sl
'3.'Short Term, -

There are no clear cut demarcating lines between these various periods of time but it is
common, from the view of financial managers of firms, to associate them with the following

periods :
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1. Permanent :

Finance that i '
1S not expected i as the business
operates. pected to be repaid as long

Long Term:

Finance originall . .
or longer. ginally scheduled to be repaid over a period of five years

2. Medium Term:

Inance to be repaid in more than one but less than five years.
3. Short Term:

Finance originally scheduled for repayment in less than one year.

Which period is selected by the firm will depend upon a number of things such as the

reason for which it is being used, the financial inctitut;
. y ) ancial i idi ;
associated with the form of lending. nstitutions providing the capital and the terms

(1) Long term funds are required for
Fixed Assets —Land and Buildings

Fgctory and Machinery
Fixtures and Fittings

. (2) Medium term funds are required for

Fixed Assets —Movable and Mobile
Furniture
Motor vehicles

(3) Short term funds are required for
Current Expenses — Direct and Indirect
production expenses
Cutrent Assets — Raw material
Work in progress

stock.
(1) Preference Sha ol
— There are many varicties of each with differing rights and benefits. The holders of
preference shares are us enti to a dividend at a fixed percentage out of profits in

priority to any other class of s
of their capital when a com
rights.

(2) Debentures

— These are not shares in the company and theref
owner of the company. Debentures are basically s
company in consideration for a loan. They ca ixcd interest rates and give no right to
voting in company meeting. Since debenture holdergare ditors of the company they
rank with other creditors before shareholders in the assets of the wound-up company.

(3) Ordinary Shares
— Holders of these shares have an equal right to share in the profits and the assets of a

"wound up" company after prior claims of Preference shareholders and Debenture holders
have been met. Normally these shares also carry voting rights.

r and usually have preferential right to the retum
oung up. However, these shares rarely carry voting

the holder to a debenture is not an
ies which have been issued by the
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capital structure of the joilnt stock
other forms of capital. The
¢ accepting the risks of a
¢ If the company can
ce between the return
pay to borrow it,

— Whilst ordj
Com;;n:r?l:ga:;ya-m?re capital tends to dominate the .
basic reason fmjotl[:'ty of companies in the U.K. have adop;::‘l
company failu is is that the ordinary sparcholdgr whils
borrow m re desires the best retum possible on his investmen
the com oney from other sources at low interest rates, the differen
add pany makes by using that money and the interest they have to
- $ to the profits of the ordinary sharcholder.
osc&nd-ly, raising money by issuing securities whi
e investor, will widen the appeal of such securitie
prospects of the company. A brief sketch of some ©
characteristics follows :
- Thc_ equity shareholders, a term which signifies their being entitled
business, i.c. the profits and assets remaining after the prior claims ©
bearlmg stocks have been met, may rightly expect voting pOWers whic
say in the running of the business, but by various methods they are SO

of this.

(4) Non-voting Ordinary shares
— The issue of non-voting shares is held by some to be justified in certain circumstance-
for example where it is desired to retain control in the hands of the original shareholders.
Capital transfer tax has caused problems in this respect when it has been necessary {0 S‘?"
certain shares in a company, and various schemes have been devised to overcome this:
but if an issue of, say, one for one of non-voting shares is made, no disturbance e
ecessary capilal may be

rol need take place. It is also maintained that n /
i the controlling shares may be retained

ut the risk of a take-over bid, as
- is given to buy up the non-vo
n for the issue of non-voting
panys shares is widened.

at t tions raised outweigh
cratic, there being

having little or no chan
er, virtually complete control may

of rights and bencfnts
¢ the revenue raising
curities and their

ch confer a variety
s and improv
f these other sé

to the equity of the
f all fixed interest
h give them some
metimes divested

ting shares.
Ordinary shares is claimed in that the

the advantage claimed for such shares
holders of equity share capital having

ce of exercising any pOWer in
be gained by a

It would seem
since they appear ¢"be un
to bear their shares of t

minority of the sharehold

(5) Redeemable equity shares
— Redeemable equity shares may be issued w

rules as to their redemption is as for redeer

to a company which desires (0 obtain capftal for
ate in the increased profit

shareholders may particip
themselves, the shares may be redeemed.
— Although such shares may form only a small proportion of the total share capital they
can prove very remunerative to the holders, as they may be entitled under the Articles to
a very high rate of dividend. They may also confer the same voting rights as Ordinary
shares or may be stated to be convertible to Ordinary shares after the lapse of a certain

period.

(6) Stock
Fully paid shares may be converle

must be cancelled on redemption. The
ference shares. These could be useful
ain project or projects in which the
When the projects have repaid

d into stock or stock units. Although stock may not be
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issued directly, it has the advantage of allowing transfer fractionally, whereas shares must
always be transferred in whole units and consequently according to their numbers. Since
stock is not numbered, a considerable saving in clerical work is afforded by its use.

(7) Retained Profits

— In general, internal funds are a more important source of finance for small firms than for
large, mainly because small firms are reluctant to seek finance from outside. Moreover
smaller companies are not able to raise capital from outside sources easily. Nevertheless
firms of all types and sizes plough back profits into the business. Prior to World War I
the expansion of most firms came from retained profits. Since that time the rapid rise in
taxation and the rapid pace of inflation have combined to make it more difficult for firms
to rely on this method. Today, although less important, it still must be considered as being
very important,

The term retained profits, as would be explained by an accountant, consists simply of
the amount of net profit that has not been taken by taxation or used for the payment of
dividends to shareholders.

— Ploughing back profits. An efficient company will usually ensure that not all its pm_ﬁls
are distributed and adequate funds are ploughed back into the business by creating
reserves or sinking funds for such matters as replacement of assets or acquisition of new
ones.

Where reserves or sinking funds are set aside for specific purposes and not merely for

strengthening the business as a whole, to ensure that such sums arc available when
required and to avoid their becoming absorbed in various assets of the business, they are

usually invested qutSide the company and realised as and when required.
(8) Loan Capita ,
— Where capital i re t of a permanent nature, it may be obtained by borrowing

ore immediate repayment,
ing capital on a long term basis is by means of

either on long term

— The most important
Debentures.

— A Debenture is a document® given
undertaking to repay the stated su
pay interest at a fixed rate, usually
(a) "Simple" or "naked" Debentures
Such Debentures offer no charge on the
and in the event of winding up, the holders of such
ordinary unsecured creditors and can claim no priog

(bh) Mortgage Debentures
Debentures more usually give a charge over the assets ¢
case are termed "Mortgage Debentures”. The charge maysbe @ixed charge, that is,
on certain assets of the company, or a floating charge. Not infrequently a charge may
be conferred on some specified assets of the company in the form of a fixed charge,
and in addition a floating charge may be given on the whole of the company's
undertaking.

ln the case of a fixed charge, the effect is to lease the property charged to the Debenture

holders, so restricting the company’s right to deal in the property in any way until such

ompany in acknowledgement of a debt,



26-26 INDUSTRIAL ENGINEERING AND MANAGEMENT

time as the Debentures are redeemed.
Where a floating charge exists the property may be dealt with as if no such charge existed.
If the company makes some default on a condition in the deed and action is taken by one
or more of the Debenture holders to enforce the security, the charge crystallises. or in
other words becomes fixed on the assets as they then exist.
(c) Debenture stock
Debenture stock constitutes, as do Debentures, evidence of a debt, but instead of each
lender holding a separate bond he has a certificate entitling him to a specified portion
of one loan.
(d) Bearer Debentures
Debentures payable to bearer are transferable by delivery and any bonafide transferee
for value becomes the legal owner of them.
Debentures are frequently issued at a discount and may be redeemable at a premium.

(9) Sale and Lease Back

— Some.companies own their premises whereas others operate in rented property and
buildings. The former organisations have the opportunity to use this method to obtain
finance; the latter do not.

— The normal procedure is for the firm to sell their factory or other property, for example,
a warchouse or retail outlet, to an organisation who would undertake to lease back the
property to the seller for a long period of time. The seller receives a sum of money which
it intends to invest, and the purchaser receives the title to the property and a negotiated
annual regtal, The leases vary from a common period of 40 to 50 years and sometimes

r periods. Rents arc reviewed and revised at intervals normally ranging

sbut usually never longer than 14 to 15 years.

— For this @ essential, from the purchaser’s point of view, that the property 1s

enfh\From the seller’s point it may be attractive because the rental

may be lower the i st they would have to pay had they raised their capital from

a mortgage debentu
— It a company wishes to40Apan
obtaining funds may be“ysed, dut i
rental charges have to be over
company’s own position, from t

nd to obtain immediate resources, this method of
ust always be borne in mind that the additional
iod of years when profits may fluctuate and the

thod are :

1. The method can be used to obtain fun other investment opportunitic.i. Tflc
argument used is that the properties s i method do not make profits for
the firm; that it is the turnover of working a akes the profits. Thus the sale

and leasing back of non-profitable property (G invest in more working assets enhances
the expansion and profits of the firm.
2. The firm is able to increase tax deductions and can, as a result, imp .
3. It is possible to raise more funds from the sale of a specific property than it could
through mortgaging the property.
— The disadvantages are :
1. The flexibility of the firm ca
the property.

rove its cash [lows.

0 be reduced if the lease does not allow them to modify
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(10)

—_—

(11)
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2. At the termination of the lease any residual value remains with the owner.
3. The rental paid is a fixed charge against income.
For. more lnfo_rmalion on the various aspects of leasing refer to the section on
equipment leasing.
Sources of Sale and Lease Back

Insu.rance companies, Property investment companies, pension funds, Finance houses etc.
Equipment Leasing

This method of obtaining finance is analogous to that of renting a property.

The procedure employed is that the financial institution will purchase the asset desired
by a customer from the supplier and then as the lessor (owner of the asset) will lease it
to the customer (the lessee) in return for specified equal payments for a stated period of
time. The initial lease is usually up to five years.

Source of equipment leasing

Mainly from finance houses, specialist leasing companies, leasing departments or
subsidiaries of manufacturers.

Hire Purchase

Hire purchase is a method of obtaining finance from a financial company to purchase
an equipment/machinery/vehicle etc., on medium length terms. The user can use the
machinery without paying outright its price; rather he can eam out of the (use of)
machinery and pay to the financial company in terms of hire purchase instalments.
The procedure for hire purchase is similar to equipment leasing.
The financial {pstithtion purchases the asset on behalf of the customer from the supplier
(or dealerjland‘hires ito the customer. The finance provided is for a specified asset. A
deposit is mudé byfthe Qustomer and the balance due is spread by equal instalments at
specified dates dver apfiXedyperiod of time usually up to S years (or more even). The
reason for the longesdperiod gRtime is that the working life of the asset is longer than
usual.
The hire purchase company engliresNsell security and reduces the risk it takes when
entering into a hire purchasedigredyent by :
(i) Asking for a deposit, and
(ii) By shortening the period of time fgfrepayments.
Upon satisfactory completion of the payments fhg hirer is given the option to purchase
the asset for a small sum, and in the majority ¢4 %ases this is done. It is this option
to purchase which is the main differencegheiween hire purchase and equipment
leasing.

— Small firms tend to hire purchase farm equipment, tréctors, motor vehicles, machine tools,

printing machines elc.

— The advantages of hire purchase are that (i) the customer has to make payments from

revenue, it need not raise finance to purchase the asset (i) the customer can conserve its

financial resources, (iii) tax relief can be claimbed in respect of annual (wear and tear)
" . . Jihs 1N » i

allowances, (iv) the hire has option to purchase the assel.
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— T{ze disadvan‘tages associated with hire purchase are that (i) a down payment is required
(i1) the cost is considered to be expensive. For example, the flat (interest) rate may be.
say, 15%, but the true rate may be almost twice this rate (iii) the hirer has to maintain
asset in good order etc.
Sources of hire purchase
Mainly from finance houses, specialist hire purchase companies,
To a lesser extent from associates, subsidiarics and departments of clearing banks and
merchant banks.
Term Loans (Straight)
— A term loan refers to a method of lending whereby the lender advances a fixed sum of
money at a fixed rate of interest to the customer and the sum is repaid by him by regular
instalments over a fixed period or paid in full at a given date.
— Advantages of term loans as compared to Bank overdrafts
(1) Term loans are not withdrawn because of changes on which the borrower has no
control such as credit squeeze. (overdrafts can be withdrawn).

(2) Term loans are agreed to a fixed period and are not reduced. (Bankers can ask that
overdrafts be paid on demand).

(3) Little time is taken to negotiate agreements. (overdrafts may require renegotiation
every 3 to 6 months).

(4) Payments are made from revenue.

(5) No more money can be raised than by the overdraft method.

(6) Ten cheaper than hire purchase or equipment leasing from the financial (rather

oint of view. |
asset can be immediate, as opposed to hire purchase and equipment

(1) They are not cheap. ngythe period the greater the nisk to the lender and this
is reflected in the i s cligrged.

(2) They are more difficultVhan overdfalg to borrow. Lenders require a higher standard
of credit worthiness.

(3) Term loans must be repaid regardless of thyfirm's business position.

(4) Repayments must be met on due date an lack the flexibility associated with
overdrafls.

(5) Large repayments can creale abnormal cash diain.

Sources of term loans (straight)

Clearing banks, Merchant banks, Finance houses ¢

Term Loans (others)

— These loans are other than straight term loans, In most respects they take the same torm
as straight term loans but vary in that the terms and conditions of the loan are tailored to
fit the particular circumstances of each case.

Another difference is that the rates charged can change when they are reviewed every six
months.
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Sources of term loans (others)

Mainly secondary banks, for example, merchant banks.
Cash Management

- Cagh 1s a commodity which businesses too often seck from external sources without first
taking a closer look at home. Generally large companies have large cash resources and
carefully manage their cash. Smaller companis arc usually short of cash and genc}ally are
poor managers of their cash. There is a need for finns to improve their knowledge on

cash collection and disbursement. This requires a thorough examination of the company’s
system of processing cash.

— Cash collection refers to ways of speeding up incoming cash and establishing procedures
by \yhich reductions in cost can be made. Getling invoices to customers as carly as
possible 1s one way to speed incoming cash.

— An invoice sent out carly can result in cash being paid a day or more carly and thus build
up the cash available. When mecasured over the year the total sum available can be quite
considerable. Cash is in hand, discounts can be obtained.and less need to raise money
from extemal sources are the results of the speed up in invoicing.

— Improvements in disbursing cash may also be possible. A cheque paid to your creditor
may be delayed by a day or more without losing discounts or credit rating. Or, in drawing
a cheque an analysis should be made on the time it takes to post it, the time it takes the
post office to deliver it (the greater the distance the greater the time or the more obscure
the location the greater the time?), the time taken by the creditor in handling the cheque
before presentation to their bank and the time taken by the banks in clearing the cheque.
Perhaps 4, ore days use of this money may be available to your firm, but accurate
clearing times must be established.

__ Positive Qash Wanadnent means cash is available for use by your firm where before it
was consi @ {id not exist: hidden cash. The use of this cash creatcs savings

throughout the; are greater the larger the number of times invoices are sent
: the same idea applies to cheques sent to your suppliers.

The result is that the mi cash balance kept in your current account may not have
ount of interest saved by not having to use external

h flows must be understood, cash and potential
hould not be wasted, for example, holding
unnecessary sums of cash in currengfaccounts when it could be put to work and make

money for the company. "
Trade Credit

— Trade credit is a natural method of obtainipf finance in that it arises from ordinary
business transactions.

— Trade credit is an arrangement between a firm
suppliers whereby the supplier delivers the goc hen agrees to defer payment of
the debt. The supplier (creditor) shows this on his ce sheet in the form of a credit
item whereas the receiver of the goods (debtor) will show it as a debit item on his balance
Sheet. It is quite normal for the deferment period to be around one month.

rchasing) materials or supplies and its
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ive credit to their customers,

ost )
ﬁrmge cspccia]ly those in the cash
an important source of

Nearly every firm receives credit from its supplier and m

i it is
etail trade. To small and large firms the use of trade credit

i i § i termined by the industry
working capital, but the extent to which it is gIven © ma.'nli:tcit is normally the largest
and not the size of firm. The importance of this method l; it
single category of short term credit; even larger than Ban

: mer
Terms are usually arranged by the supplier to induce lhclcgcsllfiﬁf o
the due date. For example, a discount of 2% may be obtain

10 days, but between 11 and 30 days, the payment is net.

to pay the debt before
debt is payable before

Advantages

(1) Normally free from expenses (free of interest rate).
(2) Flexible, convenient and informal.

(3) Useful in promoting sales.

(4) Can, with wise usc, promote sound customer relations.

Disadvantages btor fails to pay large debt

Credit Sale

Bill Finance

‘demand or at a fixed or determinate future ti

(1) Can be risky method. Control of firm can be lost, if the de
to a single supplier.
(2) Excessive credit given may force firm to borrow moncy:
(3) Every debtor is a potential source of loss of cash. Bad debts.

y the customer agrees to purchase

A credit sale refers to the method of selling whereb surchaser iomediaidly

by instalments. Ownership of goods passes [0 the
In the gel ks the purchaser becomes an unsecured debtor.

ar to hire purchase but possibly not so eXpensive.

This

The similari surchase is that the goods are capital goods and the buyer enters
into an agreeigent s to pay off the debt in equal msta-lmenls-

It differs from hite in that the length of credit ime 18 normally from about 6

immediate.

The term bill refers to a chailge which is nothing more than a special form of
cheque which has been post dyted us 0 days forward. On occasion it could be for

30 days or even 180 days.

In law, a bill is "an unconditional order in writi
signed by the person giving it, requiring the

addressed by one person to another,
o whom it 1s addressed to pay on
. a sumsgertain in money to or to the order
of a specified person or to the bearer".
Bills can be classified under two main headings

(1) Trade bills (2) Bank bills

The Trade bill relates to a bill drawn by a seller of goods (drawer) addressed to the buyer
of goods (drawer) who, when receiving it, either writes across the face ‘accepted’ and
signes it or pays a commission to a financial institution to accept it on his behalf, As soon
as it has been accepted the person accepting it substitutes his credit for that of the drawer.
He accepts liability to pay the bill on the due date.
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— The Bgnk bill refers to a bill drawn by a person seaking finance to purchase goods and
expecting to pay the bill on the due date.

— Trade bills are not normally as acceptable for discounting as are bank bills.
Bank Credit

— Bank credit refers to overdrafts and short term bank loans.

The source for bank credit are banks who rely for their funds largely from their depositors

in the form of current and deposit accounts which can be withdrawn, respectively, on
demand and very short notice.

An overdraft is an agreement made by a banker whereby the bank agrees to honour
cheques drawn on a current account up to a stated sum when that account has insufficient
funds to meet such cheques. The rate of interest charged is on the amount of the total
loan used.

For mqst companies (and individuals) it is the easiest and most convenient form of
borrowing, and for many small businessmen, it is the most important external source of
finance outside their normal trading activities.

— A loan for a short period of time is a method whereby the bank credits the customer’s
current account with a deposit to a stated amount for a given period of time (as may be
arranged) for example, a year, nine months or for a shorter period.

The rate of interest charged, unlike the rates charged on to overdrafts, is calculated on
the total amount provided. Loans of this type are a cheap way of raising finance compared
with many other methods, but, they are not as important nor so convenient (in terms of
interest payments)as overdrafts.

Factoring

— Factoring reigrs td\the gligchase of a firm’s book debts by a factor. The factor which is
a 'specialised type 41, priyately owned finance company that purchases accounts
receivables, receives, paynients“directly from the buyer of goods, quite unlike invoice
discounting.

The only common element bfiween fgtoring and invoice discounting is that they both
are involved in the purchase of bodk debty,
— Basically, there are two types of factoring
(1) Without recourse — a method“wherebyftnehfactor has no claim on his client, the
seller of the receivables, should the factor notd%¢ able to obtain payment from the customer.
Most factoring is of this type. i qiMw

(2) With recourse — a method whereby the factor gfin ¢laim payment from his client
should the customer, who owes the debt, not pay.

— The factoring company combines book-keeping, credit” insurafice and the supply of
finance; the latter being the main function.

Advantages
(i) Funds can be obtained almost immediately. Liabilities can be paid and cash
accumulated. ! W Rl
(i) Debts can be paid promptly for the best possible cash discounts, hisdera
(iii) The 'f)'foblem of the client’s creditors urging debts be paid soonest are removed.
(iv) The clients’ credit image is improved.
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Disadvantages
(i) A restrictive method for most small firms.
(i) Arrangements are for an extended period and not for 2 or 3 months duration.
(iii) The client uses a highly liquid asset as security.
(iv) When invoices are large in number the administrative costs may be high.
(v) A great deal of confidential business information is passed on to the factor.
Invoice Discounting

— Also known as confidential invoice discounting, because the discount firm makes no
notification to the buyer of goods that the seller of the goods has borrowed money against
their debt.

The discount firm’has no contact with the buyer; the seller collects the debt and it is the
seller the discount firm goes to, to collect the face value of the debt.

_ Borrowing against receivables or book debt may be the answer for a company that is
really in need of cash or for a company who has considerable amount of working capital
tied up in receivables.

It is considered to be very expensive, so companies are often advised to exhaust other
possible sources of finance first.
Advantages
(1) Same as (i) to (iv) as mentioned under facroring.
(2) The client’s debtors are not informed of the financial arrangement.

(3) Tt isgflexible in that the client can discount his debts, up to an agreed limit, as and
whan h@desires.

26.19 PITAL er article 26.3 also)

Concept R
— Capital is ortantactor of production
— Capital is that part g welth which helps in production of further wealth, €.g.. seeds,
machinery etc. A ic in the house is a wealth but a fan in an office or factory
is a capital.

— Capital may be classifi
(i) Physical capital, like
goodwill of the firm etc.
(i) Financial capital like bonds, shares, etc.
Features of Capital
— Capital is produced by man by saving
— Capital 15 a factor of production,
— Capital is transferable from one person/place to r.
— Constant use of capital leads to its depreciation.

imovable Property, seeds, fertilizers, business capital like

alth.

— Capital is mobile as it can be moved from one occupation to another.
— Supply of capital as a factor of production can be easily increased or decreased.
— One has 10 toil hard to accumulate capital. It is man-made and not a free gift of the nature

— Capital is the outcome of saving because saving when used in productive activities is
called capital.
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Types of Capital

8 F‘;xe;:.ar block capital — it is required to purchase building, machinery, tools etc.
OrKing or current capital — it is required to meet day-to-day needs and expenditures

such as purchase of raw material, payment of employee wages etc. (refer page 26-2)

26.20 WORKING CAPITAL (Refer article 26.4 also)
Concept

— Working capital means current assets.

Curr . ' < .
o ;r::t] a;‘sers means assets which can be converted into cash within an accounting year
: u e% cash, short term securities, bills receivable, stock etc.
ross W"_’"‘mg capital refers to the firm’s total investment in current assets.
Net working capital = current assets — current liabilities.

'g'hc term workit.zg c:apita! is commonly used for the capital which is required for
ay-to-day working in a business concern, such as for purchasing raw material, for

me"f"ti“g day-to-day expenditure on employee salaries, wages, rents, advertising etc. (Refer
article 26.34)

Classification

.

Working capital may be classified as follows :

(1) On the basis of concept

Working capital may be classified as
(i) Gross working capital

(ii) Net worliing\capital

These t s Dave been discussed above.

(2) On the b icity of requirement
Working capi @ e ) c
(1) Fixed or perm@ient w capital —[ Regular working capital

(ii) Variable working capi

Reserve margin or Cushion working capital

[ Seasonal working capital
Special working capital

Permanent (or Fixed) Working Capit
— This capital is permanently locked up in the ent assets to carry out the business

smoothly.

This investment in current assets is of the anen re and will increase as the size
of business expands.

Permanent working capital is that minimum ampunt§of investment in raw materials,
work-in-process inventory, finished goods, stores andspgies, accounts receivable and cash
balance which a firm is required to have in orderto carry on a desirable level of business
activity.

Such an amount cannot be reduced if the firm wants to carry on the business operations
without interruption.

It is that minimum amount which is absolutely essential throughout the year on a
continuous basis for maintaining the circulation of current assets.
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d other expenses;
stment in debtors
t allowed to the

ages, salaries. 0
and minimum i1 ":_
he period of cred!

- Mf"fm“m cash is required for making payment of W
minimum stock is required to maintain regular supplies
IS essential on account of credit sales according to t
customers. . 1< on a permanent basts.
— Since the requirement of permanent or hard core working capital 1 ©
such working capital should be financed out of long-term funds.

Characteristics of permanent working capital ¢ Busificss.
(1) The size of permanent working capital grows with the growth ©
(2) It keeps on changing its form from one current asset to ;fmother- . be substantially
(3) As long as the firm is a going concern, working capital canno
reduced.
(a) Regular Working Capital (cep up the circulation 0 ¢

It is the minimum amount of liquid capital pecdcd tod o 1oy coch
the capital from cash to inventories, to receivable and a8

This would include sufficient minimum bank balance to discount all bills,
maintain adequate supply of raw materials etc.

(b) Reserve Margin or Cushion Working Capital
It is the excess over the needs or regular working capital that sho
reserve for contingencies that may arise at any time.

These contingencies include rising prices, strikes,
experiments with new products etc.

Variable Worki ital
— Variable gvorking ¥apital requires changes with the increase or decrease in the volume of
production,or Busi
— Variable worki
(i) Seasonal w

uld be kept in

special operations such as

be classified as

ose during winter months than in summer
season. Similar is the case with a'facto sitiess engaged in the production or marketing
or coolers, refrigerators or air-conditioners. Theyqre all Seasonal products.

— Special working capital is that part of the varia orking capital which is meant for
meeting the special business operations s
experiments with products or methods of pr
The dt’sn"q"c;tion between fixed and variable working gaptial is of great significance
particularly in raising the funds for an enterprise. Fi king capital should be raised
in the same way as fixed capital is procured.

Variable working capital is procured out of short-term borrowings from the bank or from
the public. '

ctio ,



When it comes to types of startup funding, there are a lot of options to consider.

Startups in the early stages need to raise startup capital or funding to survive past the business idea
(at minimum) but looking into all the types of funding can be overwhelming to a budding
entrepreneur. If you've never heard about pre-seed funding, equity stake, or venture capital funds,
we are going to dive into how to raise funds for startups, and the difference between all the funding
sources out there.

So, what do all the types of startup funding mean? What are angel investors? How does series
funding work? What does equity funding entail? What's the best way to land an investment from a
venture capital firm? Is self-funding and crowdfunding actually legitimate? Is external startup funding
the best option?

As Startups.com Founder and CEO Wil Schroter likes to say, “There's no ‘fun' in funding.'” But it
doesn't have to be terrifying, either. There are many different funding options to navigate in the early
stages of a startup.

Let's explore the five most common types of startup funding sources, with links to more detailed
explorations of each type of startup business funding here.

1. Series funding

Series funding is when a startup raises rounds of funds, each one higher than the next and each one
increasing the value of the business. It's described alphabetically: Series A, B, C, D, and E.

Series A

Once a startup tmakes it thrafigh the pre-seed funding stage and it has some kind of traction —
whether it's numb@Fof uéers, rekenue, views, or any other key performance indicator (KPI) — they're
ready to raise a Series(A fundifg roind.

The average Series A round is now, 5.3 illion.

Series A startup funding usually’comesffom Vianture capital firms, although angel investors may also
be involved. Additionally, more comganiesiare using equity crowdfunding for their Series A.

Series A is a point at which many startupgtend todail%p a phenomenon known as “Series A crunch,”
even startups that are successful with their segd round often have trouble securing a Series A round.

Series B

A startup that reaches the point where they're ready toddise a Sesies B funding round has already
found their product/market fit and needs help expanding.

The big question here is: Can you make your company work atiscale®Can you go from 100 users to a
1,000? How about 1 million?

A Series B funding round now averages $21 million. Companies can expect a valuation north of $60
million.
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Series B funding usually comes from venture capital firms, often the same investors who led the
previous round. Because each round comes with a new valuation for the startup, previous investors
often choose to reinvest in order to ensure that their piece of the pie is still significant.

Companies raising a series B funding round may also attract the interest of venture capital firms that
invest in late-stage startups.

Series C

Companies that make it to the Series C stage of funding are doing very well and are ready to expand
to new markets, acquire other businesses, or develop new products.

Series C is often the last round that a company raises, although some do go on to raise Series D and
even Series E round — or beyond. However, it's more common that a Series C round is the final push
to prepare a company for its IPO or an acquisition.

For its Series C, startups typically raise an average of $26 million. Valuation of Series C companies
often falls between $100 million and $120 million, although it's possible for companies to be worth
much more, especially with the recent explosion funding valuation of “unicorn” startups.

Valuation at this stage is based on hard data points, like:
e How many customers does the company have?
e How much revenue has the company generated?
e What is the company's current and projected growth rate?

Series C funding typically comes from venture capital firms that invest in late-stage startups, private
equity firms, banks g even hedge funds.

Series D

"Series D funding 1s%a lit&imore complicated than the previous startup funding rounds. As
mentioned, many corfipanies finish®aising capital during a Series C. However, there are a few reasons
a company may choose tow@ntinue grndo Series D.

1. Expansion Opportunities: Before optigs t9.go IPO, a company might discover a new opportunity
for expansion and just need another 04t to gét there. Many companies raise Series D rounds (or
beyond) to increase their value beforegoing’publigyAlternatively, some companies want to stay
private for longer than was once commay.

2. Down Round: When a company hasn't hit the expectatiags laid out after raising their Series Ciit's
called a “down round." It also refers to when a company raisesymoney at a lower valuation than they
raised in their previous round.

Series D rounds are typically funded by venture capitalists. Thé&‘amounf§raised and valuations vary
widely, especially because so few startups reach this stage.

Series E

If few companies make it to Series D, even fewer make it to a Series E. Companies that reach this
point often raise for many of the reasons listed in the Series D round:

e They've failed to meet expectations



e They want to stay private longer

e They need a little more help before going public

2. Crowdfunding

Crowdfunding is a method of raising capital through the collective effort of friends, family,
customers, and individual investors.

This approach taps into the collective efforts of a large pool of individuals — primarily online via
social media and crowdfunding platforms — and leverages their networks for greater reach and
exposure.

Crowdfunding is essentially the opposite of the mainstream approach to business finance.
Traditionally, if a person wants to raise capital to start a serious business venture or launch a new
product, they would need to pack up their , market research, and prototypes, and then shop their
idea around to a limited pool or wealthy individuals or institutions.

These funding sources include:
e Banks
e Angel investors
e Venture Capitalists

This fundraising approach is like a funnel, with the entrepreneur and their pitch at the wide end and
the audience of investors at the closed end. Fail to point that funnel at the right investor or firm at
the right time, and{that'§time and money lost.

Crowdfunding platforihs, onfthe other hand, turns that funnel on-end. By giving the entrepreneur a
single platform to buiid,£fRawcage, and share pitch resources, this approach dramatically streamlines
the traditional busineS§ moder.

Traditionally, entrepreneurs spenddriontis sifting through their personal networks, vetting potential
investors, and spending their oyh time afidponey to get in front of them.

With crowdfunding, it's much easiexfor erlizepreqeurs to raise money, get their opportunity in front
of more interested parties and give theljm more waysito help grow the business, from investing
thousands in exchange for convertible debt or efjuity to contributing $S20 in exchange for a first-run
product or other rewards.

So, what are the options if you can't raise any more funding?
3. Loans

A small business startup loan is any type of loan that helps busine$ses with little to no traditional
business loan history. It's one of many financing options for foufelefs who are looking to either get
started or improve their young companies.

Small business startup loan is an umbrella term under which a few different types of small business
grants and financing fall.
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Here's a general breakdown of the main types of various small business loans and startup loans you
might run across as you're figuring out the best option for financing your startup.

1. SBA loans
An SBA small business loan is a loan that is backed by the Small Business Administration (SBA).

Founded in 1953, the SBA is a federal government program that provides support to small business
owners in the form of mentorship, workshops, counseling, and small business loans

While the loans are backed by the SBA, they don't come directly from the SBA. You'll have to find a
local lender who provides SBA loans in order to access the funding.

2. Credit cards

While not a traditional “loan,” many traditional business loans and credit cards are a great option for
very early-stage startups who need help getting going.

Choose one with a 0% introductory APR, because that means that as long as you're able to pay off
the balance each month (or at least by the end of the first year, which is when most credit cards'
interest rates kick in), you're basically getting a free loan.

However, beware of high interest rates — and don't overestimate how quickly you'll be able to pay
back a credit card. Once that introductory period is over, any balance you're carrying will likely come
with a hefty interest rate.

3. Short term loans

Short-term loans are relatively small amounts of money that have to be paid back within three to 18
months.

They're often used aga stop-gap when a company is having cash flow problems, for emergencies, or
to help companieg take adfantage of a new business opportunity.

4. Friends and family

Getting money — in the form of lodfis offinvestments — from family and friends is another one that
doesn't fall under traditional “sgftall busin@sfstartup funding and loans.” But it's a common way for
startup founders to get money from pfe-§eed tinding to either start their companies or get help
along the way.

Friends and family are a great source of early infeéstment or loans — but it can be a tricky
relationship to navigate.

It's common for people to feel like they can be casual and pfrsohal with these types of investments
because their relationships with the investors are persaifal.

That's a mistake.

You should treat an investment or loan from friends and family ‘@safprofessional addition to your
personal savings and your existing personal relationships. It's a good idea to get a written contract
stipulating the terms of the investment or loan and also to make it clear that it's very, very likely they
won't get their money back if it's an investment.
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4. Venture Capital

Venture capital investment is funding that's invested in startups and small businesses that are usually
high-risk, but also have the potential for exponential growth.

The goal of venture capitalists is a very high return for the venture capital firm, usually in the form of
an acquisition of the startup or an IPO.

Venture capital is a great option for startups that are looking to scale big — and quickly. Because the
investments are fairly large, your startup has to be prepared to take that money and grow.

Venture Capitalists usually run by a handful of partners who have raised a large sum of money from a
group of limited partners (LPs) to invest on their behalf.

The LPs are typically large institutions, like a State Teachers Retirement System or a university who
are using the services of the VC to help generate big returns on their money.

The partners have a window of 7 to 10 years with which to make venture investments, and more
importantly, generate a big return. Creating a big return in such a short span of time means that VCs
must invest in deals that have a giant outcome.

These big outcomes not only provide great returns to the fund, they also help cover the losses of the
high number of failures that high-risk investing attracts.

5. Angel Investors

Angel investors are typically high net-worth individuals who look to put relatively small amounts of
money into startupg@@pically ranging from a few thousand dollars to as much as a million dollars.

Angel investors are often‘one of the more accessible forms of early-stage capital for an entrepreneur
and as such are aygritical pért ofthe equity fundraising ecosystem.

The most beneficial aSpect irhworkifg with an angel investor is that they can usually make an
investment decision on theifown. Néthaving to manage a partnership or corporate hierarchy of
decision-making or financial advigbr allowsithe angel investor to make bets that they feel
comfortable with personally.

Often this is what an entrepreneur negds early in their startup's development.

Angels also tend to have subject matter expertis€'in a particular area, often where they have made
money before. This helps the entrepreneur irfa couple of hiyge ways.

First, they won't waste the entrepreneur's time asking uninformed questions because they already
know the space.

Second, they tend to be well-connected in particular industrifs, so the Malue of their investment also
includes the resources they can bring to help the venture in thig futUse.

Unlike what the term may imply, an angel investor isn't a happy angel falling from the sky that is
there to answer your dreams with a big fat check (although that sure would be nice).

Angel investors do not bail people out of personal or business credit problems. They do not make
charity investments because an entrepreneur feels their idea is really important to the world. They
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make investments to make a healthy return on their investment — rarely otherwise. Angel Investor
Networks

Angels often band together to form angel investor networks. Since every angel has to sift through the
same types of deals over and over, it helps to share deal flow and combine resources to find great
deals.

Angel investor networks are really useful to entrepreneurs because they tend to have a more
formalized process for reviewing new submissions and can also introduce the entrepreneur to a lot
of new angels at once.

Think of working with an angel investor network as a way to broadcast your deal to a large number
of qualified candidates all at once. In some cases, even if the network itself does not invest as a
group, you may attract the attention of a particular angel in the network who decides to invest.

There is no definitive limit on how much funding what a single angel investor can invest, but a typical
range would be from as little as $5,000 to as much as $5,000,000, although most angels tend to cap
out around $500,000.

Angels may also invest incrementally, offering you a small investment now with the opportunity to
follow on at a later date with additional investment, typically when something important happens
with the whole business plan.
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Budget and Budgetary
Control

77.1. BUDGET

It is a tool of management for planning its future activities including estimate of sales,
expenditure production etc. It is done for indicating the expected results of the business and the
possible future line of action to be followed for the attainment of such results. Expected results
are projected in financial terms or in other numerical terms like units of products, man hours,
machine hours etc. Budgeting or Budget making may be defined as “a forecast of programme of
operations based on expected operating efficiency.”

Budget should@®based on estimated future requirement for a definite period of time. It
should be prepared byitaking the help of previous statistical data. Thus, budgeting can be
defined “as foredasting and Preplanning for the next period using past experience, market trends
and present positidhi”,

Budget provides predetermingd standard of performance for the guidance of the efforts and
activities in the business. As buflget® provide standards of performance, they usually become
the basis for control. Controlfused fof the execution of budgets is what is called “budgetary
control”. Thus budgeting is concergfedwitihthe planning function of management, while “bud-

getary control” involves the function of tontrdlling in the organisation.

Budgeting

Budgeting is an art of budget making. This impligs forecasting and preplanning for the
budget period on the basis of past statistical data, gfesent trends and other related known
present facts.

. Budget as a means for Planning, Coordinatiod and Chntrol. Since planning is look-
ing ahe_ad and anticipate difficulties expected and their splutign. Budget plans and forecast the
expenditure and performance as regards production, sales, Purchases, plant utilisation etc.

As coordination means weaving together the segments of the organisation so as to operate
at the most efficient level and produce maximum profit. This is achieved as all the sections
like sales, purchase, production, finance, personal etc. work together to achieve common goals
as defined in the budget.

1262
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' qzntr:;gﬁi;]:;ﬁ :g’ t.S ystematic appraisal of results to ensure that actual and oper ations
coincl B,e egularly com 101215 are taken if there is any deviation. The budget means, by which
plans are regularly pare w1th actual results regarding expenses and performances:

objectives of Budgeting
1t has the following main objectives :
(i) To make periodical evaluation of management policies.

(it) To provide basis for examining the achievement of the industry.
(iii) To provide check over expenditure in various departments.

(iv) Tomake a programme for systematic development.

(v) To decide basis for the expenditure of funds.

(vi) To provide basis for checking of working of the concern by seeing their efficiency and
economy.

Advantages of Budgeting
Budgeting in any concern is very essential, because it has some of the following important
advantages :
(i) Responsibility for the performance may be fixed. Therefore, it provides check over
shifting of responsibility.
(ii) By budgeting, financial position of the concern is made clear.
(iii) A check on the performance and efficiency of the industry is provided.
(iv) It improves management by providing check at all levels. Thus, it helps in 1m proving
efficiency.
(v) It is essentialito show budget while taking loan from banks so that they may know
about the finantial glsition of the concern.
(vi) It helps in makig& the Bolicies for the coming period.
(vii) It is helpful to phedeferminie the price of product.

Budget Requisits

For budget preparation following ofnsid®rations must be made :

(a) Allotting Authority and Responsibility. For proper budgeting suitable arrange-
ments for allowing responsibility and adthoritygire made. For this purpose a Budget Comt—
tee consisting of representatives from all the'departments is formed. A Budget officer 1s ap-
pointed as co-ordinator. He is responsible for getting perigdic reports from various departments
and to see that all departments prepare estimates with#Uicient supporting data.

(b) Clearly defined Business Policies. To pregare a goad budget, it is essential to knm..v
about the business policies. After knowing the policies, Madgetys prepared considering their
effects in each department.

(c) Information about Forccast. Information about ¥he'future activities of the business
should be available to facilitate the budget preparation.

(d) Cost Information. While preparing budget all the information regarding costs are

essential. Budget can only be prepared after knowing the manufacturing cost of product and
other policies regarding margin of profit etc.
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77.2. BUDGETING PRINCIPLES

Following principles should be adopted while budgeting for any kind of organisation, and
for budgets of any kind :

(@) Budget should be related to the organisational objectives, and should be linked with
the organisational structure.

(b) Budget should be flexible.

(c) Budget shouid contain realistic estimates.

(d) There should be norms, standards and productivity indices for inputs and outputs for
the budget activity.

(e) There should be a system of periodical, review and follow up.

(N For effective budgeting, management compliments and involvement of all concerned
executives is necessary.

77.3. BUDGET CLASSIFICATION
Budgets (Basis)

Flexibility Mechanism Functions

Master budget

Sales budget

Production budget

Financial budget

Capital Expenditure budget
Cash Budget

Material and Purchase budget
Labour budget

1. Fixed budget 1. Appropriation budgeting
2. Variable budget 2. Performance budgeting
3. Zero Base budegeting

S I G o O

(A) On the basis of Flexibility
These are classified with referenfe to.the approach adopted in their preparations :

1. Fixed budget. If the level of¥activity (cipacity utilisation) can be fixed for a budget
period, and if all the functional budgets dre prfpared based on this level of activity, then such a
budgeting method is termed as fixed budgeting. In suchbudgeting no provision is made for any
changes which might occur during the budget period.

2. Variable or Flexible budget. In the variablefor flexible budgeting the level of activity
( capacity utlhsatxo_n) 1s variable. Where because of ungfrtaiMty of market, or material or
skilled labour availability or machine capacity availabilily, it,is ot possible to fix up a level of

activity during the‘ budget period, variable budgeting is adoptedr In such case different budgets
are prepared for different levels of activity.

N In flexible buc!geting method, the budget for fixed costs is static (per unit production), but
the budget for variable costs will vary with the level of activity (volume of production).

(B) On the basis of Mechanism

t 1. tApp'l‘(‘)priation Budgeting. This is mostly applicable to government departments, where
outpul measurement of all the activities is difficult. Activities like health, education, agricul-
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ture etc. are not susceptible to performance evaluation on an yearly basis. In such cases, maxi-

mum limit on expenditure for a given activity is fixed. This type of budget is also termed as a
conventional budget.

In industry, appropriation budgeting is adopted in research and development, management
training, and for some categories of administrative expenses.

This budget has following characteristics :
(@) Oriented towards the financial or money aspects.

(b) Emphasisis mainly on inputs like salaries, rent, stationary and not on the purpose of
expenses.

(c) Efforts are on exhausting the funds provided in the budget rather than on the perfor-
mance or on the end results of the money spent.

' 2. Performance Budgeting. In short performance budgeting is a comprehensive opera-
tional d.ocument, conceived, presented and implemented in terms of functions, programmes
and activities with their financial and physical aspects, closely interwoven.

The performance budget links physical targets with financial outlays, and presents for the

next year. Its focus is on the work and the result expected of the money to be spent in the next
year.

Performance budget serves the following purposes :
(@) Correlates the physical and financial aspects of programmes and activities.
(b) Brings together the annual objectives and the developmental plans.
(c) Measures progress towards long term objectives as envisaged in the plan.

(d) Improves b ormulation review and decision making at all levels of manage-
ment in the ofiganisation and thus serves as an effective instrument of planning and
control fo elna 8.
Steps for developing ange budgeting system

(i) Classify the tota ntu
A function is a broad gr
ment of the goals or t
category with in function

work in terms of functions, programmes and activities.
operation that are directed towards the 'accomplish-
f the organisation. The programmes un;_)l}_r broad
es the end products. Activity is a division of a

(ii) Develop physical targets and fin résources required in terms .of the func!;i(?n,
programmes and activities. Estalfiish also select work load factors like productivity
indices and performance ratios, suitable for p sical achievements. .

(iii) Devise an accounting system suitable for kefpin records according to the tl}nction,
programme and activity classification ra usual heads of expenditure.

(iv) Have periodical reviews to see whether the pefforman@e is according to physical tar-
gets laid out and what is the financial varianc

3. Zero-Base Budgeting (Z.B.B.). Appropriation budgeting and performance budgeting is
a planning process, and are primarily based on past years' records, and therefore based on the
principle of ‘incrementalism’. Zero Base Budgeting (Z.B.B.) on the other hand analy.ses each
issue i.e. whether the current ongoing activity is efficient and effective, and whether it should
be eliminated or changed. Thus it is required to justify the funds requirement for every activity.
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(€) On the Basis of Functions

1. Master Budget. For large organisation, complete budget is very big. Therefore, a sepa-
rate summary is prepared giving summaries about all the plans, policies and their effects over
the business. The summarised budget of the entire concern is known as the “ Master Budget™
This outlines expected performances in different areas of the business. The object of the budget
15 to secure an overall co-ordination in the budgetary programme and accordingly it is utilized
by the top management for exercising effective control over the business. First of all, depart-
mental budgets are developed for integrating them into a master budget.

2.Sales Budget. This budget gives income from the products likely to be sold and the sales
expenditure. Sales forecast can be done on the basis of the reports received from the salesman,
who will give the approximate quantity of products likely to be sold in his area. Sales expendi-
ture budget is prepared by estimating the expenses on advertising, market analysis, salesman’s
salaries, office expenses etc. for the budget period. Past records are very helpful for preparing
sales budget.

The sales budget is the starting point in a budgetary programme since sales are basic activi-
ties which give shape to all other activities in a business. Sales and production are the basic
activities of a manufacturing concern and all other activities play an auxiliary role in the busi-
ness. Without planning sales, no future estimate can be made about auxiliary activities in the
organisation. Even between two basic activities of sales and production, it is sales that regulate
the flow of production in all businesses.

The primary objective of the business is good market standing and the market standing
demands that sales should be placed as number one budget.

3. Production Budget. This budget is prepared to assure that demands of sales depart-
ment can be met. It@%es the time for producing and for despatching them. It also includes the
expenditure likely ta ocfur on the maintenance of these produced articles. It is prepared by
considering sales, deihanddind capacity of plant.

In addition to thesgforéduclion budget aims at securing economical manufacture of product
and the maximum utiligatign of pfaduction facilities through a smooth operation. The cost of
production is an important questigh itmanufacturing and determines the effectiveness of plan-
ning efforts. The principal way$t redugifiycosts is to secure the maximum utilization of produc-
tion facilities and to obtain perfectflthordiation in their working relationships. This is just
what is done in production budgeting.

4. Financial Budget. This budgebgives4fie stmmary about the money to be received and
spent during the budget period. The finanfial budgetiorecasts the profit and loss statement
and the financial position of the concern at the end of Jhe budget period. Thus, it helps the
management for long term planning.

This budget is prepared for the use of top managementfiembers to know the profitability of
a budgetary programme, This budget has no application/in lower‘echelons of the organisation.
Budgetary control cannot be exercised without the aid of the {ikancial budget.

5. Capital Expenditure Budget. The capital expenditure budget is prepared with the
object of making a planned and timely capital investment in the business. To ensure the avail-
ability of capital at the right time and to prevent disruption in the normal working of the
enterprise, this budget maps out the future capital expenditure over a long period of time,
Additional investments are required to be made in acquiring new equipments, machines and
other production facilities by an enterprise. Capital expenditures in the year ahead are planned
and provided for the preparation of this budget. Because of this budget all stresses and strains
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i nd the ise i
are awnded a enterprise is not forced to be caught unprepared for the situation.

_Cash Budget. The cas :
° e(r;lts over the budget Per}i]obdud'%it‘ lsbprepared for projecting the possible cash receipts and
week by week in some ca v RS U(!get analyses the cash position month by month or
even stinie dayetoed ses. The object of cash budget is to ensure a steady supply of
funds for mle) ng day-lo-day requirements of working capital and for paying current obliga-
tions of the us;rfliess(.i The budget a'\ssists materially in making occasional he:vy payments for
the purchase Y hxe 3SS_etS, the disbursement of interest and dividend on the redemption of
debentures and shares without causing any disturbance to the normal working of an enterprise:

Bec.athusi fﬁ::lf i;‘ld; ance estimate of cash position, the cash budget aids in timely raising of
funds eithe gh borrowing or through other means and utilizing surplus funds on the bulk
purchase of materials or for short-term investment purpose.

7.. Material and Purchases Budget. Material budget shows the monthwise quantities
required for ea(-:h. major type of raw materials to produce the goods as per production budget.
material quantities are assessed on the basis of past consumption records, or technical esti-
mates.

Purchase budget is prepared with the help of material budget. It represents the quantities
of the materials to be purchased (monthwise or quarterwise) and the estimated costs of the
materials. Purchase budget helps in making purchase plans in accordance with established
inventory procedures to purchase the required materials sufficiently in advance so that materi-
als are available in time.

8. Direct Labour Budget. Direct labour budget shows the estimate of direct labour
needed to carry out the hudgeted output. It is breakdown for each department and gives
periodwise labour requirempnt for each category of labour. The labour requirement is assessed
on the basis of workstudjand gther norms of the organisation. On the basis of standard wage
rates for that category' o warkmien, total expenses needed on direct labour is estimated and
indicated in the direct bu€get.

Other Budgets. In addition to thidabove, some other budgets are prepared in big in
tries. These may be training, resegich budgets etc.

dus-

77.4. BUDGET SUMMARIES

Three different documents such as %) the magter budget, (ii) the budget income statement
and, (iif) the budget balance sheet are utilizeddfor preparing a “Budget Summary”. The master
budget assembles together the anticipated résults of all gupporting budgets and includes sales
targets, production targets and targets of other activitigs The master budget alone, cannot
show the profitability of budgetary programme. To ascdftain the future income during the bud-
get period, “Revenue and Expense” budget is develéped igfits"proper form, both the trading
results and net results are expressed in financial terms. Alternatiyely a separate income state-
ment is required to be compiled for estimating the future fpcome of the business. The revenue
and expense budget is required to be related to the financilf position of the business, as ex-
pressed in the balance sheet.

A budget balance sheet is prepared to show the expected variation in assets and liabilities
Faused by the result of budgetary programme. The budget balance sheet as well as the budget
income statement is prepared from the data included in the “Master budget”.

- tl}tl,en;eans that “Master budget” is translated into an income statement and a balance sh_eet
uture and these three documents taken together form the budget summary for serving
as a tool of top management control in the organisation.
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77.5. BUDGETARY CONTROL

As we have already discussed the budget as an “estimate of future requirements about the
activities of the concern for a particular period”, therefore, a process kno-wn as Budgetary con-
trol is very helpful which is a “process of comparing the actual result with the corresponding
budget data to know the actual cause of differences”.

It can also be defined “ as the process which keeps the actual standards as nearly as pos.
sible to the predetermined standard by strict supervision. '

Budgetary control is useful to know about the extent of profits or losses being ma.de‘

Advantages. Budget and budgetary control has many advantages in the working of ap
industrial undertaking. Some of the important advantages are :

(@) Tt clearly defines the goals of the business concern.
(@) It helps in making plans to attain these goals.
(@ii) It helps in determining the policies of the concern.
(iv) It controls expenditure.
() It gives in advance complete information regarding amount of capital needed for the
budget period.
(v7) Tt also helps to control the financial position of the undertaking.
(vii) It helps management in controlling the causes of inefficiency.
(viii) It promotes co-operation among different executives for determining future policies

and plans.
(ix) It acts as a tool for administration.
(x) Ithelpst w that where executive action is required to obtain desired results.

(xi) Ithel
(xif) It cent

77.6. ESSENTIAL CONDITIONS)FOR BUDGETARY CONTROL

These may be :
(i) Focus on objectives (it) Consistent delegation
(iii) Proper targets (iv) Appropriate period
(v) Communication of Planl@(ui ) Provision for flexibility.
(¢) Focus on Objectives. Budgeting mfist be donen terms of objectives and policies of the

concern. If objectives are not stressed in budgeting, it phgvides aimless efforts and implies no
more than mere advance acco unting of expected trangfctiolis in the business.

(if) Consistent Delegation. Fixed duties and‘oblig e required to be allocated to
individual managers at different levels of organisation fir framillg and executing budget. The
overall budget is broken down into element parts in conformdity with organizational compo-
nents. By breaking down the budget into component parts, ¢ach management member can be

informed about that part of the total budget for which he is accountable and when he is required
to accomplish the work.

To secure hecessary co-ordination between operations of two or more departments, depart-
mental budgets are integrated and woven into a master budget for the concern as a whole.

(ti) Proper Targets. In matters of setting budget targets there should be adequate checks
and safeguards against the adoption of too high or too low estimates. Both these extreme cases
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of budg‘?t eséimates create difficulties in the organisation and demoralize human beings of the
onterprise. Utmost care must, therefore, be taken for fixing targets so that employee initiative

ond individual responsibility, can be aroused on the one hand and performance can be improved
on the other hand.

(iv) Appropriate Period. Every business requires some short-term budgets as well as
some long-term budgets. The sales budgets, the operating expenditure budgets, the revenué
and expense budgf‘et and the cash budget are the usual short-term budgets. On the other hand,
the capital expenditure budget, the research budget and the management training and develop-
ment budget are the common long term budgets of a business.

Preparation of yearly budgets are recognised as short-term budgeting, while five yearly or
ten yearly budgets are deemed as long-term budgeting. In short-term budgeting, a year is the
'~ common budget period. Budgets are prepared for a year and reviewed at yearly, six-monthly or
quarterly intervals. In fact, budgeting is a continuous process and requires perfect harmo niza-
tion between long-term and short-term budgets.

(v) Communication of Planning Promises. If departmental and subsidiary budgets are
to be prepared and interpreted consistently throughout the organisation the communication of
planning promises assumes importance. Subsidiary budgets which are mostly interrelated must
be based on the same assumptions in planning for securing co-ordinated action.

(vi) Provision for Flexibility. There should be nothing rigid in budgeting and budgets
must always be flexible to meet changed condition. Flexibility is one of the essential attributes
of budgeting. This flexibility, however should not be taken by operating managers as an excuse
for lowering their performances. Unless there are sufficient reasons, budgets should not be
ency. Any alteration in budget figures must always be done at the
t after thorough scrutiny.

shortage of materials, labour disputes and priorities
made business forecasting and the preparation of accu-
budgeting in many concerns is performed with some
revising budget estimates from month to month,
ped programme of budget preparation which
vels of sales and production which might be
the budget period.

degree of flexibility, varying from
to meet changing conditions to t
provides a series of budget estimate
expected under varying circumstances duri

77.7. LIMITATIONS OF THE BUDGET

Too frequently too much is expected of a syste udg
It should be recognised that no budget is better than t
cannot be changed in their habits and interests over nig a of budgeting must be told
and furthermore, it must be demonstrated. It may gain r ceptance and effectiveness in
one department and only “half-hearted” acceptance in others. Some people will consider the
budget as only a negative control and something to be resisted and postponed as-long as pos-
sible. Some will give “lip service” to the endorsement of the idea but know in their own minds
that it cannot work in that department. The chances are that, it will not work in that depart-
ment until the desire to make it work has been established. That desire cannot be forced.
Budgeting, is an instrument of planning, control and co-ordination, and it must be co-operataive
budgeting. As such, time is an essential element.

ing within a short period of time.
who operate it and people
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26.8. FINANCIAL ACCOUNTING AND BOOK-KEEPING
26.8.1 Financial Accounting

_—

Fma_nmal accounting is concerned with external transactions ie., it records all dealings with
outside the concern.

Purchase, sale, services, etc. whether for cash or credit are covered in financial accounting.
Financial accounting covers

1. Cash accounts—cash receipts and payments.
2. Personal accounts—credit given and taken.
3.Real accounts—property bought and sold.
4. Nominal accounts—Expenses incurred.
—  Financial accounting meets following objectives
1. Stock exchange requirements.
2. Legal requirements.
3. Tax requirements.
4. Safeguarding shareholders.
5. Dividend policy.
— Financial accounting
1. is a legal necessity ;
2. is vital for showing the indebtedness of a concern ;
3. serves as evidence of credit worthiness; and
4. serves as a report nagement’s social obligations. It deals with matters of interest (such
as wages, etc.) to workers an de unions.

26.9. BOOK-KEEPING

Introduction and necessity

(¢) All purchases, sales and returns in the financial year.
(i) Quantity and value of goods available with the con

It is apparent that in untiplg department there is a large amount of routine work to be
performed.

Cash accounting must be stéicCtly

o a
entered.
As the size of the business grows, nQbusifnessm n remember all his transactions and thus he
realises the necessity of proper boo ping,
Book-keeping is also necessary in order to gitisfy the income-tax authorities.

Proper book-keeping or properly maintained business r

nd the various day books and ledgers ii.Jst be

ds show :

(i) Transactions with creditors and debtors.

(iv) Information about assets and liabilities of the concern.
(v) Profit and loss accounts.

(vi) Cash available with the concern.

(vii) The financial soundness of the concern.
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Definition of

Book-keeping may be defined as the art and science of recording all.the dealings .rclatcd to mon?f,
goods and services in a systematic manner so that any information pertaining to the business can be easily
supplied to the management or the owner of the concern.

Systems of Book-keeping

The following two systems of book-keeping may be used :
1. Single entry system.

2. Double entry system.

1. Single Entry Systcm
— Every transaction is between two persons or two concerns.
— Every transaction, thus, affects two accounts.
— Single entry system records only one side of the transaction and hence it does not provide
complete information about a transaction.

— This system of book-keeping is not generally used.

2. Double Entry System

— Double entry system records both the sides of the transaction and thus provides complete
information of the business transaction.

— The two sides of a business transaction are
(1) The credit side.
(i) The debit side.
— Indou try system, the value of an asset will appear on the left hand side and the value of
liability\.on-the right hand side of an account.

1. Capi sh, fixed assets and other goods which one invests in a business.

2

The monetary dealing be 0 persons or two parties is called a transaction.

3. Trade discount

It is a discount or a % dedu romhe list price which a seller gives to the purchaser, for
example 10 to 15% discount on tig pri of the book is available to a student who buys any
book.

4. Drawing

Drawing implies the withdrawal of money by the owner from his business for his personal use.

5. Sales returns

When a customer who has purchased certain ggiids, ret me of them (due to some reason)
1o the firm, it is called sales returns.

The reason of return may be either the goods are defictivégor they are not in right quantity, etc.
6. Purchasc returns

If a firm returns to the vendor the goods purchased from him (due to some reason), it is known
as purchase returns.

7. Commission
It is a kind of a remuneration given by a firm t0 a person for his services rendered to the firm.
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8. Cash and credit trade

— Itis a cash trade when a person buys and sells goods for cash only

— itis a credit rrade when a person makes both cash and credit sales and purchases
9. Debtor |
One (person or firm) who owes money to others, i.e,, h

, he has to pay mon

s it 4 pay ey 10 others.
One to whom others owe money, ie., he has to get money from others.
11. Bad debt

A bad debt is one which becomes irrecoverable, for some reaso :
: g ’ T " .
without leaving any property behind. n, for example if the debtor dies

12. Turnover
Turnover implies the total (credit and cash) sales of a business.
13. Assets
14. Liabilities
26.11. ASSETS
Definition
—  Assets are the resources of the business enterprise, e.g., properties, equipment, stocks, debtors,

cash, elc.
Assets thus, include both money and right to future services.

Types

Assets are conventionally classified on the balance sheet in three major categories, namely :
() Current assgls.

(b) Fixed A@

(c) ther assets.

(a) Current assets
Current assets inc c.:;ish er assets that, under normal business conditions, can be
converted into cash withinfa short frame (e, 1 year or less).

— Current assets may be consum immitdiate day-to-day operations of the business.

— Current assets include :
(¢) Cashin hand,
(if) Cash in bank,

(iii) Notes receivable,
(iv) Investment,
(v) Debtors,
(vi) Accounts receivable,
(vii) All inventories, and
(viii) Funds in checking accounts.
(b) Fixed assels,
—  Fixed assets have relatively permanent existence and are not readily converted into cash.

- rlx‘t;,d assets are held for the purpose of earning income and they are not sold in the course of
rading.
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—  Fixed assets are used in the operations of business.
— Fixed assets include :
(?) Land,
(if) Building,
(iif) Equipment and machinery,
(iv) Furniture, and
(v) Transport vehicles.

- (c) Other assets
— Other assets are those which do not fall into either current assets or fixed assets categories.

— Other assets include
(7) Patents,
(if) Copyrights,
(iii) Franchises,

(iv) Goodwill,
(v) Investment in the securities of other companies which management intends to hold for a long

time.
(vi) Investments in bond sinking funds.

(vii) investments in pension funds, etc.
N.B.: i ii, iii and iv above are called Intangible assets and v, vi, and vii are known as Long-term

investments.

26.12. LIABILITIES

Definition
ws are known as creditors. The creditors have a

—  Those.fromvhom,business enterprise borro
ess gnterprise until they are paid : these claims are termed Liabilities.

ims against the business enterprise.

Types of

Liabilities may be catego.

1. Current liabilities,

2, Fixed liabilities, and

3. Contingent liabilities.

1. Current liabilitics
—  Debts which are expected to be settled within 1 year
~ Current liabilites include :

(/) A bank overdraft,

(if) Short term loans,

(iii) Trade credit,

(iv) Notes payable,

(v) Wages of employees,

(vi) Unearned revenues, e.g, rent or interest received in advance.
2. Fixed liabilities. They are of three types :

are shown as current liabilities.



1) Owner’ oy
8) Lo:;fr:r::zu:!, Le., the amount owed by the business to the proprietors.
e .
W o0 s or loans to the business ; such as, in the case of a company, bonds, deben-

I.Eng ter‘m debts fall due after more than one year in the future.

(ur) Capital reserves. Where amoy
permanent capital of the business, such
henceforth froms a part of the fixed cap

3. Contingent liabilities
— Acontingent liability arises if, for exam
— The contingent liabili
fails to pay.

nts are allocated out of surpluses with a view to increase the
_allocations are credited to a capital reserve account which
ital of the concern.

ple, a person/firm becomes a party to a bill of exchange.
ty becomes a realliability if the principle debtor or the acceptor of the bill

Contingent liabilities include Buarantees entered into by the business.

= hContmgcnt liabilities are not entered in an account forming part of double entry system, but they
ave to be noted on the balance-sheet of limited companies.

26.13. THE JOURNAL AND THE LEDGER
Introduction

— Every business transaction is recorded on the same day (it takes place) in a book called the

JOURNAL. Thus, a journal is simply a chronological listing of transactions. The journal
constitutes the original record of transactions.

- A jomna} records many accounts related to many persons or firms and thus it is very difficult to
trace easily the accounts/transactions related to one person/firm.

— From the journal, the transactions related to each person or firm aresorted out, classified, and
entered i called LEDGER. Thus,

(i) Ledger co '. same information (as given in journal) but properly arranged according

ctions involving that particular item.
. the debit (Dr.) side being on the left and the credit (Cr.)

side on the right.

— Fig. 26.1 and 26.2 show an fqurnal and a Ledger respectively.

Example 26.1: Record the follow igfis)in a journal and then post the journal entries

in the ledger of cash accounts, goods account a
Transactions
May 1, 1977 Opened a hardware shop with Rs. 10,000
May 3, 1977 Brought grinding wheels worth Rs. 6,000
May 5, 1977 Sold grinding wheels to ‘A’ . 4,000
May 6, 1977 Commission paid Rs. 50
May 9, 1977 Paid to bank Rs. 1,000
May 12,1977 Shop rent paid Rs. 300
May 14, 1977 Purchased conduit pipes Rs. 3,000
May 16, 1977 Conduit pipes sold Rs. 2,000
May 17, 1977 Bought welding electrodes Rs. 1,000
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Solution : (Scc Fig, 26.1 to 26.4)
extstep is 10 transfer

—  The transactions have been recorded in the journal (refer Fig. 26.1). The REX2 Postingis the
the amounts to the respective ledger accounts through a process known as Posfing: o " gin o
process of sorting and collecting the journal entries to various accounts 2nd their réco J
the respective ledger accounts. Fig. 26.2 to 26.4 show respective ledgers.

26.14. TRIAL BALANCE
—  After posting all journal entries into the ledger, a statement called Trial Balance is prepared 10
check the accuracy of posting into the ledger.
— Trial balance checks the arithmetical accuracy of the entries.
— Trial balance is simply  list of the accounts and their balances at any
— Trial balance is used to test the equality of balances because at any time
should be equal in value.

— Besides checking the accuracy of posting into the ledger,
formulating financial statements such as profit and Loss

— Fig. 26.5 shows Trial Balance prepared from the Ledgers (Fig. 26.210264).

given date.
the debits and credits

the trial balance preparcs material for

Account and Balance Sheet.

JOURNAL
PR —
Date 1977 Accounts Ref. Debit Credit
L.F. (Dr.) (Cr.)
Rs. Rs.
May 1 h Aflc Dr. 10,000
J = 10,000

Capital Alc

May 3 Go c Dr. 6,000
c 6,000

May 5 (o Dr. 4,000
ods 4,000

May 6 Commissi®n Alc Dr. 50
To cash A/c 50

May 9 Bank A/ 1,000
To cash Al 1,000

May 12 Rent Alc r. 300

To cash Alc 300
May 14 Goods Alc Dr. 3,000

To cash Alc 3,000
May 16 Cash Alc Dr. | 2,000

To Goods Alc 2,000
May 17 Goods Al Dr. 1,000

To cash Alc 1,000

_Tola! 27,350 27,350

1. Ref. column is meant for recording the folio of the ledger on which particular account will

appear.
Fig. 26.1
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LEDGER-CASH ACCOUNT
DebilsUr T Credit, Cr
Date Particulars Amount Date Particulars Amount
Rs. Rs.
May 1 To Capital 10,000 May 3 By Goods 6,000
May 5 To Goods 4,000 May 6 By Commission 30
May 16 To Goods 2,000 May 9 By Bank 1,000
May 12 By Rent 300
May 14 By Goods 3,000
May 17 By Goods 1.000
By Balance c/d 4,650
16,000 16,000
Fig. 26.2
LEDGER-GOODS ACCOUNT
Debit, Dr. Credit, Cr.
Date Farticulars Amount Date Particulars Amount
Rs. Rs.
May 3 To Cas 6,000 May 5 By Cash 4,000
May 14 To Gash 3,000 May 16 By Cash 2,000
May 17 To 1,000 By Balance c/d 4,000
y 10,000
Fig. 26.3
Debit, Dr.
Date Farticulars Amount
Rs.
April 30 To Balance b/d 10,000
lnv{m
'c;d ..... Carried down
b/ ..... Brought down
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TRIAL BALANCE
Ledger Account Debit, Dr. Rs. Credit, Cr. Rs.
Cash Account 4,650 *
Goods Account 4,000 **
Capital Account 10,000
Total Rs.Z Rs.Z

* Balance of cash account.
** Balance of goods account-Refer Ledgers.

Fig. 26.5
— A trial balance discloses the following types of errors :
(i) An item posted two times.
(i) A mistake in po;ning.

(fii) A mistake in addition.

(iv) An item left from being posted.

(v) Money values wrongly recorded (i.e, Rs. 160.0 in place of Rs. 1,600).
nce will not disclose the following types of errors.

items completely omitted from the books of account.
rs due to lack of knowledge of accounting principles, Le., treating

26.15. TRADING A
— The trading account s Livg gro:

— The trading account showydebil on
Fig.26.6).

— The debit side includes opening Sic ¢k, the pur
— The credit side marks sales, closing stock, etc.
— The difference between debit and credit sid
— Fig. 26,6 illustrates trading account.

rofit or gross loss on trading for the period covered.
ft hand side and credit on the right hand side (refer

ase, direct expenses, elc.

ows either gross profit or gross loss.
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TRADING ACCOUNT
Debit, Dr. Credit, Cr.
Date Particulars Amount Date Particulars ‘ Amount
Rs. Rs.
March | To Stock 10,000 March20 | BySales ! 13,000
1,1977 (opening) |
March 3 To purchase 6,000 March 25 Less returns [
from customers | (—)300
March 10 | To wages 500 |
March 15 | Tocarriage & 100 March | Tostock . 4500
octroi 31,1977 ' (closing) |
To gross profit 600 ' |
17,200 | 17,200
Fig. 26.6
26.16. FINANCIAL STATEMENT
Introduction and Significance
— Financial statement of a business enterprise constitutes the general purpose, external reports of
that enterprise.

— Financial statements are prepared for both internal dissemination within the corporation and
for external distribution to the shareholders, creditors, the government and others having an
nancial position of the corporation.

h the business.
made only after consulting the financial statements or after finan-

0SS Slatement)
2. Balance sheel.

Profit and Loss Statement

- Income statement or profit an
specified period of time.

— The income statement reports the results of operati

— Thestatement starts with a report of the income for

costs incurred as a result of operations,

~ The net figure is the profit or loss for the period:

—  Fig 26.7 shows a simplified income statement or profifand loss &count.

Balance Sheet
- Abalance sheet is a statement showing the financial status of the company at any given time.
- Abalance sheet is a statement of asscts, liabilities and capital (or net worth) at a specified date.
[n other words, the balance sheet shows a summary of the sources of the (business) enterprise re-
sources and of the investment of those resources in various assets.
— Balance sheets are prepared at least annually but may be done so more often and on specific
occasions when the need exists in connection with making decisions concerning large project
investments, dividend distribution, etc.

s a statement of revenues and expenses for a

of a given period.
od, fromwhich are deducted all the
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Fig. 26.8 shows a simplified balance sheet.

AB.C. Co.
Income Statcment
Month Ended March 31,1977
Revenues :
T} = SRR ae————— . 5. )X | | |
Expenses :

Cost Of g00dS SO .....ooovviumrrmssisisrssssssssenssnnes RS. 25000
TS L1 J——————————— L L)
Administrative EXpenses .........wmmmssmnsssnsenees RS. 10000

TO1Al EXPENSES ovvvvrerersresssansenssssssssssssssnsssssssssssssssnsasssssssss Rs. 43,000
111 Too, 11147 - SRR EP PR RN ——— Rs. 5,000
Net income (OF Net profit) ... Rs. 38,000

Fig. 26.7. Profit and Loss Statement.

AB.C. Co.
Balance Sheet
March 31, 1991
LIAB Rs. ASSETS Rs.
Current Li i Current Assets :
Creditorsigrexpensgf S, e Cashinhand e
Trade creditors 47\, 5 = . Cashatbank e
Bills payable Bills receivable e
Bank overdraft . s | Debtors e
Inventory e
Long-term Liabilities : Investments :
Long-term loan Fixed asscts :
Mortgage on property Furniture and fittings
Owner equity Plat and machinery
Capital ———
Retained profits d

Goo

Fig, 26.8 Balance Sheet of a Corporation
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' qared between the Centre and the States along with oth‘§\

e [ndian Constitution 1s quasi-federal and the country

ree-tier government: the Central government, the
sernments and the local governments. As the Jocal
© thorities are directly under the State government,
bl aate allocation of taxation rights has been done to
: ;EP;L avoid any dispute between the Centre and States
o,

g field of taxation, the following constitutional provisjons
mve been made:

| Division of powers to.levy taxes between the Centre

§ he States is quite unan.lblguous. In other words, there
fnno .x which can be levied by both the Centre and the
lstat“' Before the Constitutional (Eightieth Amendment)
assed in March 2000, the customs duties and the
within the purview of the Central
gvemment and they accounted for about 50 per cent of its
ax revenue. NOow revenues from these taxes are to be

B 3
Galé go

' (entral taxes and duties. The States have power to le

wome other taxes and the revenue collection from them may
be spent on their activities. The important taxes falling in

. his category are value added tax (VAT), State excise duties,
. lmd revenue, agricultural income tax and entertainment

e

2. Some taxes were earlier levied by the Central

| govenment but their proceeds were divided between the

 Centre and the States. Union excise duties and taxes on

- icome other than agricultural income belonged to this

category. The basis on which these taxes were divided

-~ between the Centre and the States was recommended by the

. Fmance Commission. Now these taxes do not constitute a

!
{

}‘o

separate category. Together with other Central taxes and
futies they constitute a Central pool of tax revenue which is
Sl{md between the Centre and the States in accordance
With the recommendations of the Finance Commission.

3. The power to levy and collect certain taxes is

- YSled in the Centre, whereas their revenue proceeds are to

% distibuted among the States. Estate duty on property
ot than agricultural land, duty on railway freights and
r:;;s’ ‘rminal tax on goods and passengers carried by

Y25, Sea or air, taxes on sale or purchase of newspapers

ang : .
°1 advertisements therein belong to this category.

-

N_._———

4. Though some taxes are levied by the Central
government, the responsibility to collect them is of the State
governments. Stamp duties other than included in the Union
List and excise duties on drugs and cosmetics have been
included in this category.

The present chapter is devoted to a discussion of the
following issues related to the Indian tax structure:

e Tax burden in India

o Tax revenue of the Central and the State governments
e Taxes on income and wealth

e Indirect taxation

e Evaluation of Indian tax structure

e The tax reforms since 1991

o Appendix: Goods and Services Tax (GST)

i TAX BURDEN IN INDIA
)The easiest way to know the tax burden is to find out

tax—GD,?\ratio. When the process of economic planning
began in([ndia in 1950-51, the tax-GDP ratio was as low as
6.3 per cent. It has risen over the years but continues to be
abysmally low. For instance, it was only 17.2 per cent in
2015-16 (this includes both Central and State tax revenues).
The corresponding tax-GDP ratio for OECD countries was
33 per cent in 2013. Purely in terms of tax-GDP ratio, India
has always been substantially lower than the average of
OECD economies, over a 50-year period spanning 1965 to
2014.! Among the emerging economies, Russia has the
highest tax-GDP ratio of over 36 per cent, followed by
Brazil with over 33 per cent and South Africa with 25 per
cent.? In fact, as pointed out recently by Thomas Piketty,
India’s overall tax revenues are very small for the size of its
economy.

Some economists point out that an economy’s tax-
GDP ratio is or should be, a function of its per capita GDP,
and hence it is misleading to compare India with those
much wealthier. However, as pointed out by Praveen
Chakravarty and Vivek Dehejia, the theoretical basis for
such as assertion is debatable, and empirical evidence for
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’s own tax-GDP ratio has

this is also lacking. While India
per capita GDP,

increased over 50 years with increasing
superficially supporting the theory, this fact hides morTe
than it reveals, if one breaks the time period of study 1nto
two quarters-century periods. In the 25-year period from
1965 to 1990, India’s tax-GDP ratio increased steadily
from 10 per cent to 16 per cent while India’s GDP increased
5 8 fold. In the subsequent 26-year period from 1991 to
2016, India’s tax-GDP ratio stayed roughly constant between

16 per cent and 17 per cent, while GDP increased 4.5 fold.
It is puzzling to note that “just as India broke away from

its cliched Hindu rate of growth post the 1991 economic
idly, its tax-10- GDP ratio

reforms to grow much more rapt
stayed constant, belying those who would have predicted

an increase”.’
The tax revenue has recorded a considerable increase

during the planning period. HoweVver, because of large scale

poverty in the country, the base of d
small. In addition, an important sourc

of the income tax. The agric

from the Union income tax and the
to levy it though they have statutory powers 10 do so. The

government must take note of the fact that during the
planning period a new class of large and big farmers has
emerged and its income still remains untaxed. Also, India

has a sizeable black income. Estimates by @I (Global

Financial [ntegrity) Report shows that the size of India’s

igh as $ 640.7 billion in 2008 which
Fits GDP.3 Obviously, whole of this black
trated in the hands of the richest who do

on it. The govemment should muster courage

not pay any tax : :
¢ olitically influential group of tax evaders.

to haul up this P

TAX REVE

The total tax revenue of the Central government in
1970-71 was Z 2,451 crore. Of this, the share of direct taxes
was Z 511 crore (i€ 20.8 per cent) while the share of
indirect taxes was 7 1,940 crore (i.e., 79.2 per cent). This

shows that only one-fifth of the tax revenue was contributed
by direct taxes. The share of direct taxes fell further to

16.1 per cent in 1990-91. However, on account of recent

tax reforms, the share of direct taxes In total tax revenue
has increase€ ' 36.3 per cent in 2000-01 and

59.5 per cent in 009-10. In 2015-16, direct taxes contributed
Z 4,70,146 crore which was 49.6 per cent of the total tax

revenue of < 9,47,508 crore.
Direct and Indirect Taxes of Central Government

Table 50.1 presents information on revenue receipts
from different direct and indirect taxes to the Central

Table 50.1
Direct and Indire es of the Central Government
(< crore
Year Tax Direct h Indirect tax of which
revenue tax Personal orporation (net) Excise duties Customs
(net) income tax tax (net) duties
1970-71 2451 511 114 371 1940 1369
S
1980-81 9358 1893 438 1311 7465 o3
3723 3409
1985-86 21140 3698 665 2865 17442
199 7331 9526
0-91 42978 6903 1250 5335 36075
g 14100 20644
- 81939 22287 4318 16487 59652 2
1999-2000 22179 B
- 128271 41436 9131 30692 86836 34944 48419
000-01 136658 49651 23766 251771 87007
2001-02 133532 497355 34163
Rt 8 47703 22106 25133 85828 54469 28340
2002:0 158544 61612 27779 33893 96932 62388 3189
2004-02 186982 76590 30765 45706 110392 70245 :
200408 224798 95944 35443 60289 128854 77241 s
- 270264 120692 45538 75187 149572 86642 bt
ey 351182 169738 62707 106701 181444 92651 o
200708 439547 231574 86563 144660 207972 96178 g
o 443319 248152 86985 160797 195169 818 e
oy 456536 271623 94532 176797 184913 R4 72 Gorls
011505 229868 313501 102441 209115 256367 110:;83 g
pi 9764 343310 118224 227411 286454 22 97598
2013-14 b 396585 140438 255570 345292 STRSRE 105614
2014-15 ey 485823 169408 285742 360025 L) 243 115898
4t 903615 500531 188336 311453 403085 Sl 121953
947508 470146 181835 288305 477363 ;53709 127594
19000 127482

S()ll ceé’ RCSCT\’C Bank [
r of India, Handbook of Statistics on the Indian
’ onomy, 2015-16 (Mumbai, 2016)



The Indian Tax Structure

From a review of this table, we can arrjye at

ent' - o
il usions:
o [oWIng concl

e 10 , share of personal income tax in total direct tax

vas .
mfnue ‘re)- it fell to 18.1 per cent in 1990-91 but rose tg a5

(511 %463 per cen .
igh 85 . come tax in total direct tax revenue was 38 7 per

P“Sonzll 41835 crore out of T 4,70,146 crore). The share
ot R r;ti tax in total direct tax revenue was 72.6 per cent
OfcofP‘)? | @ 371 crore out of T 511 crore) and 61.3 per cent
'“‘1%712'1 ¢ @ 2,88,305 crore out of X 4,70,146 crore),

. 2 3

of the total indirect tax revenue of T 1,940 crore
7(-)'7 |, excise duties contributed < 1,369 crore which
119 70.6 per cent. Their share fell to only 39.1 per cent

{
(omes 0?91 but rose subsequently to 57.2 per cent in 2000-

m199d cirther to as high as 63.6 per cent in 2003-04.

,ﬂver + fell thereafter and stood at 45.9 per cent in
Howel6 ’(1 2,19,000 crore out of < 4,77,363 crore). A
2015'e .t the table shows that excise duties/collections fell
.glangsolute terms in 2008-09 — from X 96,178 crore in
IIB (;7.08 10 T 81,872 crore in 2008-09. This was due to
ic omic slowdown in the economy during the year

1008-09 which had a negative impact on corporate activity.

3. Calculation on Table 50.1 shows that customs
suties accounted for 27.0 per cent of indirect tax revenue
524 crore out of X 1,940 crore). Their shar

i 1970-71 :
. indirect tax revenue rose to 57.2 per cent in 1990-91 an

9.9 per cent in 1995-96. However, the share of customs
aties in total indirect tax revenue was only 26.7 per cent
. 2015-16 (% 1,27,482 crore out of X 4,77,363 crore). The
<lative decline in customs duties in recent years is due to
qhstantial reductions in duty rates.

4 Tt can be calculated from Table 50.1 that the
eltive share of personal income tax, corporation tax,
acise duties and customs duties in total tax revenue in
1970-71 was 4.6 per cent, 15.1 per cent, 55.8 per cent and
14 per cent respectively. Thus, more than half of the tax
renue was contributed by excise duties. Considerable
changes in the relative contribution of these taxes have
aken place over the years. For instance, the relative shares
ofthese taxes in total tax revenue in 1990-91 were 2.9 per
wnt, 12.4 per cent, 32.8 per cent and 48.0 per cent
tpectively. This shows that customs duties became the
"st important source of tax revenue and contributed
tmost half of the total tax revenue in 1990-91. However,
81he process of import liberalisation gathered momentum
m‘.he Post-economic reform period and, as a result, import

=S were slashed, the share of customs duties in total tax
W;pts has tended to decline. In 2015-16 the relative
*of these taxes in total tax revenue was as follows —

Th 17,3 per cent in 1970-71 ® 114 crore oyt of

nt in 2001-02. In 2015-16, the share of
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Personal income tax 19 2 per cent, corporation tax 30.4 per
°ent, excise duties 23.1 per cent and customs duties
13.4 per cent. Thus, the most important contributor to tax
revei.m.e now is the corporation tax. This is mainly due to
the rising incomes of the corporate sector in recent years
following economic liberalisation.

P I S P
TAX REVENUE OF THE STATE

GOVERNMENTS

The principal tax revenue sources of the State
governments are the share of the States in the Central taxes
and duties, commercial taxes, land revenue, stamp duties
and registration fees, and the State excise duties on alcohol
and other narcotics. Of all commercial taxes, sales tax has
been the most important. However, this tax has now been
replaced by Value Added Tax (VAT). Taxes on motor spirit
and vehicles, entertainment tax and duties on electricity are
other commercial taxes. For a long time, land revenue was
an important source of revenue of the States. Until the
beginning of the World War II, States raised nearly 35 per
cent of the revenue from this source. Thereafter, its importance
has considerably declined. Land revenue by its nature is an
inelastic tax and thus over the years revenue proceeds from
this source have not increased much. Thus, its contribution
to States’ tax revenue declined from 9 per cent in 1967-68

@to 0.8 per cent in 2006-07. Due to stress on prohibition in
country, the revenue collection from the excise duty on
aé\h?ﬁc liquors and narcotics has not increased to the
maximum,_ possible level. In 2014-15, State excise duties
accoun eﬁ{wr 8.0 per cent of the total tax revenue of the
States. Reliance of the States on sales tax had considerably
increased over the years. In 2013-14, this tax had accounted
for 44.1 per cent of the State governments’ tax revenue
X 5,21,853 crore out of ¥ 11,83,086 crore). The share of
States in Central taxes in 2014-15 was X 3,66,216 crore
(which was 31.0 per cent of the total tax revenue of the
States). In other words, sales tax and share of States in
Central taxes together accounted for 75.1 per cent (ie.,
three-fourths) of the total tax revenue of the States In

2014-15.

TAXES ON INCOME AND WEALTH

In India, taxes levied on income and wealth by the
Central government alone are important. Though the State

governments have the power to levy a tax on agricultural
incomes, yet in practice this tax has not developed as a major
source of revenue of the States. The Central government

levies a number of taxes on income and wealth of which
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(from the point of view of the revenue proceeds) only
personal income tax and corporation tax are important.

Personal Income Tax
Personal income tax is levied on the incomes of

individuals, Hindu families, unregistered firms and other
associations of people. For taxation purpose income from
all sources is added. However, apart from the deduction of
necessary professional expenditures, rebate on account of
life insurance premium, provident fund, etc., Was earlier
allowed. This rebate was, however, abolished in the Budget

for 2005-06.
Like all other countries, India has a progressive income

tax. Before 1974-75, the marginal rate for income tax in this
country was 97.75 per cent which was the highest in the
world. One negative ramification of such a high marginal
tax rate was that income tax became replete with exemptions,
allowances, deductions and incentives.” On the
recommendation of the Direct Taxes Enquiry Committee,
the marginal rate for income tax was brought down 10
77 per cent which was subsequently reduced to 50 per cent
as part of long-term fiscal strategy. The marginal rate for
:1come tax was brought down to 40 per cent in the budget
for 1992-93, and further to 30 per cent in the budget for
1997-98. The tax rates have been reduced at other levels

also. Thus, the degree of the progressivity of@

chedule
has been considerably reduced. Reduction in tax@\at all
0

levels has been by and large commended in the gsgy
Extraordinarily high tax rates in the past were i ﬂ)z

unre
On the contrary, they put a high premium on tax evasion

and, in practice, became a major factor in the growth of
black money. The Chelliah Committee had also favoured
significant reductions in tax rates at all levels. This approach
seems to be influenced by the Laffer Effect which implies
that a reduction in the rate of taxation leads to more than

proportionate increase in tax yield.

Apart from the purpose of raising revenue for the
government, the income tax can also be used for pursuing
some other objectives such as growth, economic stability
and redistribution of income. However, J. Mirrlees has in
his classic paper noted that optimal tax rates tended to be
rather low (less than 20-25) per cent. He thus concluded
that the income tax is perhaps a less potent instrument of
redistribution than might be expected.® Some economists,
however, doubt the validity of Mirrlees’s findings. They
still believe that income tax can be used as a tool of income

redistribution without involving high incentive cost of taxing

income.

For realising the objectives as stated above, income
tax should not only be levied in a progressive manner but its

alistic. They failed to reduce economic disparities. )\
<;‘I{as:‘:enue and as a fiscal instrument its relevance is limited,

Indian Economy

also be wide enough and the Proceeds

should show a rendency to increase sufficiently in response
. \1a] income. Unfortunately in this country

to rise in the nation .
. tax is very narrow. The base of income
d by a large number of deductjong
the government allowed at different timeg

and reliefs which :
¢ of these were in the following areas.

The most importan
(a) savings, especially in government-sponsored savingg

schemes, mutual funds and insurance companies:
)

employer provided housing, transport,

medical and other facilities;
(¢) capital gains on assets held longer than one year:

(d) charitable contributions to specified charitable trusts,

Taxpayers in both higher and middle income groups
benefited from these deductions and reliefs and, in the
process, the base of income tax narrowed drastically. In
India, income tax also lacks built-inflexibility. Thus, its
effectiveness as @ tool of economic management is rather
limited. Moreover, income tax in this country clearly violates
the canon of equity by completely exempting agricultural
incomes. Due to this particular provision, income tax has
failed to play any positive role in redistributing income in
the countryside. In India, income tax cannot be relied upon
for realising even economic stability. Due to its narrow base

and lack of flexibility, manipulations in its rates would have
little impact on the effective demand. Under these

circumstances, income tax has hardly any role to play as an

anti-inflationary measure in this country. To sum up, income
in its existing form is essentially a means to collect

Corporation Tax

Corporation tax is levied on the incomes of registered
companies and corporations. The rationale for the
corporation tax is that a joint stock company has a separate
entity, and thus a separate tax different from personal income
tax has to be levied on its income. Until 1960-61, corporations
were taxed in a partial sense. A corporation was required to
pay income tax on behalf of its shareholders on dividends
paid to them, and each shareholder got a credit to this
effect. Since 1960-61, corporations are being treated as
independent entities and shareholders are no longer allowed
any credit against their individual tax liabilities.

Though corporate incomes are being taxed at a flat
rate, there were provisions for various kinds of rebates and
exemptions. In order to give incentive to development
activity in the industrial sector, a system of development
rebate was introduced in 1955 in place of initial depreciation
allowance. Between 1974 and 1976 development rebate
was withdrawn and the system of initial depreciation allowance

!




ted by lowering down the rate of Corporation tax
in the Budget for 1991-92 the rates of corporation.

S aised. The Chelliah Committee had recommended
taxt i corporation tax rate should be brought down to 40
thi cent. This was implemented in the Budget for 1994-95
pe‘3 Budget for 1997-98 reduced the rate of Corporation tax
3:135 oer cent. In the Budget for 2005-06, the corporate tax
e WS reduced from 35 to 30 per cent. While presenting
“nion Budget for the year 2015-16, the Finance Minister
- d to reduce the corporate tax rate from 30 per cent
125 per cent overad period, accompanied by rationalisation
nd removal of various tax exemptions and incentives. In
e Union Budget 2017-18, the Finance Minister reduced
he corporate tax to 25 per cent for medium and smal]

terprises With annual turnover of less than ¥ 50 crore.

About four-and-a-half decades ago commenting on
4e structure of the corporation tax Raja J. Chelliah had
emarked, “The present structure of company taxation in
mdia is unnecessarily complicated, illogical and devoigof
any sound principle”.7 He had approvingly quoted Nic

Iy :
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handsome dividends have been getting away without paying
any corporation tax. Amaresh Bagchi points out that “the
liberal depreciation provisions granting 100 per cent
deP.reciation to several items of assets has facilitated tax
avoidance and enabled companies to reduce their taxable
Profits to zero or near zero.” Therefore, there is a strong
case for eliminating incentive provisions which in fact have
Pecome legitimate devices to evade the corporation tax.
Zero-tax’ companies now require firm handling. This has
been done by levying a minimum alternative tax (MAT)."

Taxes on Wealth and Capital

Taxes which have been levied on wealth and capital

aré mainly three: estate duty, annual tax on wealth and gift
tax.

Estate Duty was first introduced in India in 1953. It
Wwas levied on total property passing on the death of a
person. The whole property of the deceased constituted the
estate and was considered liable to pay estate duty.
Agricultural land in States which had agreed to a legislation
to this effect was included in the estate and was subject to
this duty. Agricultural land in other States was not subject
to estate duty, its value, however, was added to the value of
the estate for determining the rate of estate duty to be levied
on other property.

In anticipation of death some people gifted their property
to their heirs. The purpose in all such cases was to avoid the
estate duty. In order to check avoidance of the estate duty in

Kaldor, “The company taxation in provisions of India (per haps)&@is manner, the Estate Duty Act, 1953, contained a provision
W

even more than that of other countries) are apt to strike a
detached observer as a perfect maze of unnecessary
complications, the accretion over years of futile endeavour
o reconcile fundamentally contradictory objectives.”® This
sitiation has persisted over the years. Hence, for example,
certain provisions of the corporation tax act as incentives to
investors, whereas some others nullify their effects. Further,
If some provisions exercise checks on companies which
make attempts to evade the tax, they also adversely affect
capital formation in the private corporate sector. Companies
often take undue advantages of the provisions relating to
tbates and exemptions. These exemptions have been
rovided to induce investment activity and thereby economic
Gevelopment, but companies generally use them to evade
fhe ax. Over the years, too many changes have been made
0 the system of corporation tax and, therefore, it is rather

difficult o say anything about their effectiveness.

°fmos1;hoef§,he.”iah C.'ommittee recommended eliminatt:on
Wings g €incentives except th.ose meant for promoting
Movision iexp;lorts. In India, the Justlﬁca.tlon for mceptxve
calse 0verntht ¢ tax laws has been widely q.uestlor}ed
© Years several prosperous companies paying

)}oreby all property transferred in anticipation of death
coul}%e treated as part of the estate passing on death. From
the po@of view of proceeds, the estate duty was a minor
source of revenue. Hence, the Central government decided

to abolish it with effect from April 1, 1985.

An Annual Tax on Wealth was first introduced in
May 1957 on the recommendations of Kaldor. It is levied
on the excess of net wealth over exemption of individuals,
joint Hindu families and companies. For assessing the net
value of wealth, net obligations are deducted from its
market value. Certain properties such as agricultural land
and balances of provident fund and life insurance have been
exempted from this tax. Accepting the recommendations of
the Chelliah Committee, the government has now exempted
productive assets, such as shares, bonds, bank deposits
etc. Like estate duty, wealth tax has also been a minor

source of revenue. |
A Gift Tax was first introduced in 1958. It was

treated as complementary to the estate duty and annual tax
on wealth. The gift tax was leviable on all donations except
the ones given by the charitable institutions, government

companies and private companies. Certain exemptions were
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charitable institutions, gifts to women dependents at the
time of their marriage and gifts to wife. Gift tax has been
abolished on gifts made on or after October 1, 1998.

How far taxes on capital and wealth in India are
justified on the basis of equity, their economic effects and
administrative efficiency 1s a moot question. According to
Kaldor, a tax on income alone fails to satisfy the canon of
equity. Taxable capacity of an individual depends both on
his income and wealth. Therefore, a tax on wealth in addition
‘0 a tax on income is more in accordance with the canon of
equity than a single tax on income or on wealth. Levying of
estate duty is also just. From the point of view of their
economic effects, none of the three taxes exercises adverse
effects on ability and willingness to work and save. Further,
these taxes do not discourage investment activity In any
way. Hence if there are no clear favourable effects of these
taxes on productive activity, then there are no adverse effects
either. Assessment of the value of an estate or SOme other
wealth is, however, a difficult task, and overcoming of
attendant administrative problems in levying these taxes
does not seem to be easy.

INDIRECT TAXATION

The principal indirect taxes levied in India afe customs
duties, excise duties, service tax and sales tax@ AT.

Under the Constitution, the Central government has ex 5\
power to levy customs duties and excise dutie

commodities other than alcoholic liquors and narcotics.
From a modest beginning in 1994-95, services tax has
grown into a significant source of revenue. The States have
been allocated exclusive jurisdiction OVer the excise on
alcoholic liquors and taxes on sale or purchase of goods,

except newspapers.

Customs Duties

While using its constitutional powers the Central
government now levies duties on both imports and exports.
From revenue point of view, the importance of export duty
is limited. Over the years both export and import duties
have not only been a source of revenue, they have also been
employed as an instrument to regulate foreign trade. Precisely
for this reason it has been a practice on the part of the
Central government to provide information about the purpose
of each import duty in the budget.

Import duties in India are generally levied on ad
valorem basis which implies that they are determined as
a certain percentage of the price of the commodity. On
some commodities specific import duties, i.e., per unit
taxes on imports have been levied either singly or in addition

e
oin

)éxggested significant reform measures, the government had
g

s. Due to their strategic importance in
ic development, imports of machinery

and essential raw materials have been taxed lightly. As compared
to import duties, export duties are less important from revenue

as well as foreign trade regulation point of view.

Customs duties perform two major functions. First,
like any other taX they raise revenue needed by the
government, and second they regulate foreign trade of the
country, more particularly the imports. In pursuance of
these objectives during the pre-tax reform period, India
had become a COURITy with the highest level of customs
tariff in the world., with basic duties supplemented by
dditional or countervailing duties. The

maximum rate of duty was as high as 300 per cent.
Commenting on the structure of customs duties Amaresh

Bagchi writes, “The rate structure was marked also by wide
dispersal among commodities and numerous exemptions
rendering the system of foreign trade taxes extremely complex
and economically irrational. In many instances, similar
products were taxed at different rates, and even the same
product was sub] ected to varying rates depending on its use.
The effective rates of protection (ERP) also varied widely
across industries (often effected through administrative
modifications), and some S€Ctors enjoyed unduly high levels
of protection while for some like capital goods industries
the ERP was low or even negative.”!! Thus, structure of
customs duties was dictated not by considerations of revenue
alone. It was without doubt irrational and constituted an
impediment to growth and thus called for drastic reform.

Even before the Tax Reform Committee, 1991

to ad valorem dutie

_" >

;

alised the need to reform the structure of customs duties
with a view to reduce the role of quantitative restrictions on |
imports and place increasing reliance on tariffs to regulate
imports. It was stated in the Long Term Fiscal Policy of
1985 (LTFP), “The move in this direction should increase
revenues, encourage less import-intensive forms of
production, moderate the unjustifiably high protection granted
by quantitative restrictions to certain industries and reduce *
the delays and uncertainties associated with the administration
of import licensing.”!? The LTFP also considered it necessary
to distinguish between the following broad categories of ?
imports: (1) Capital goods; (2) Raw materials; (3) Other
intermediate goods (including components and so called%
“universal intermediates”; (4) Essential consumer goods
(e.g., foodgrains, edible oils and life saving drugs); and
(5) Non-essential consumer goods. i
In carrying out tariff rationalisation, there 1S a strong"’

case for subjecting all categories of imports to the same ratéf'
of tariff. This simplified system has important merits. Firsj-

it will eliminate unnecessary confusion which prevails |

L
)
)
b

#
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ationalising the

|
immed
has beep made

qucture of customs tariffs a distinction
eween capital goods, intermc?diates, components and other
ﬂnished products. Qn th.e basis of the recommendations of
he Chelliah Committee, import duties have been Substantially
oduced and in the Budget for 2006-07 the peak tariff eve]
of import duties was lowered to 12.5 per cent. The peak
ariff Jevel of import duties was further lowered
o 10 per cent in the Budget for 2007-08. Sukumar

vukhopadhyay, however, points out that what is called the
rate in Indian budgets is essentially the median rate
+hich applies to most of the items. !’

There has been a sharp reduction in the effective rates
of protection t00 as a result of the tariff reforms involving
secp fall in the rates of import duties. But, as was expected,
owering of import duties had an adverse effect on the
Central government’s revenue collections. As a proportion
of GDP, revenue from customs declined to only 0.9 per

<t of GDP in 2015-16. Thus, the government ha%d
Jternative sources that can make up for the revenu
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€Xcise duties

dilut: on an increasing scale has resulted in the
lution of th

€ progressivity of the tax structure.

goven?;]epre-sem’ excise duties are levied by the C?ntral
the tax St:'lltn In a number of forms. This obviously complicates
Botder: | Cture and makes it difficult to assess the final
ey co.n N view of this problem the government has not
rat verted many of the specific duties into ad valorfzm

- but the number of rate categories for Central excise
duties has also been reduced. Over the past few years, the
mlml?er of exemption notifications have been brought down
rastically. The government has also decided not to grant

SPeCfal or ad hoc exemptions in future except under very
Special circumstances.

Taxation of inputs, such as raw materials, components
and other intermediates has a number of limitations. It very
often distorts the production structure, results in ‘cascading’
Qf taxes and does not allow correct assessment of the tax
Incidence. Therefore, the government now intends to remove
the:.se defects of the central excise system by progressively
feheving inputs from excise and countervailing duties. An
ideal system to realise this objective would be to adopt
value added taxation (VAT). However, on account of some
formidable practical difficulties in this country, the
Government proposed to introduce it in a phased manner.
For instance, it initially levied a modified system of VAT
(MODVAT) which is broadly revenue neutral. The
government had no intention to provide substantial reliefs
on excise. However, it has been in favour of having a
rationalised structure of excise duties. It has, therefore,

fom the drastic reduction in the rates of import tariffs. @/}e}s:tructured Central excise duties in the light of the
e

Excise Duties

An excise duty is in true sense a commodity tax
because it is levied on production and has absolutely no
comection with its actual sale. Thus in its form, it 1s very
much different from a sales tax. However, from the point of
view of tax shifting and the determination of incidence, there
is little difference between an excise duty and a sales tax.

Excise duties on commodities other than alcoholic
liquors and narcotics are levied by the Central government.
Until the mid-1930s, excise duties were levied only on
S commodities. Since then the number of commodities on
which the Central government levies excise duties has
seadily increased and now the list is quite comprehensive.
Kevenue collection from excise duties has registered 2
"y spectacular increase during the planning period. Although
:he Central government has levied heavy excise duties on
nl)lzg}?' ;;”PmOdities, revenue proceeds frorrf them are 1.10t
duties. ot levenue collection even now is from €XCISC
0 on textiles, sugar, tea, tobacco, cement and. such

T Necessary articles. Hence, over the years, levying of

mmendations made by the Chelliah Committee.

e Budget for 1994-95 introduced major reforms in
the ise tax structure as part of the government’s
programme of modernising the country’s tax system. The
principal features of this restructuring were: (i) Extension
of MODVAT to capital goods and petroleum products;
(i) Shift in the bulk of excise taxation from specific to
ad valorem rates which assured much greater built-in
buoyancy of revenues; (iif) reduction in total number of
ad valorem tax rates to about half the existing number
which was a major step towards simplicity and transparency;
(iv) continuing the process of lowering rates when they
were unduly high; (v) application of uniform rates for
similar commodities to the extent possible with a view to
reduce classification problems, scope for misuse and
widespread litigation; (vi) removal of complicated price l.ist
procedure; and (vii) reduction of the number of special

exemption notifications.
These reform measures were expected to promote

growth of manufacturing output and employment. They
made tax administration easier and less discretionary and
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also reduced the scope for misclassification, disputes and

evasion. They increased revenue elasticity and paved the
way for an eventual adoption of a Value Added Tax (VAT).

In the Budget for 2000-01, the Finance Minister replaced
the multiple MODVAT system by a single Central Value
Added Tax (CENVAT).

In the wake of the global financial crisis in 2008-09,
the standard rate of excise duty for non-petroleum goods
was reduced from 14 per cent to 8 per cent in a phased

manner. This rate was raised from 8 per cent to 10 per cent
in Budget 2010-11. The standard rate of excise duty was

raised from 10 per cent to 12 per cent in Union Budget for
2012-13. The current standard ad valorem rate of duty of

excise (CENVAT) is 12.36 per cent.

States’ Excise Duties

The States have exclusive jurisdiction over the excise
duties on alcohol and narcotics. It is an easy sOurce of
revenue and possible revenue proceeds from this source are
high. In some States, heavy excise duty on alcohol has been
used to discourage its consumption. In some other States
policy of prohibition has been adopted and the governments
have preferred to bear the loss of revenue for realising a
socially desirable purpose. Prohibition has always been 2
controversial subject in India. Its criticism is made not
because its merits as a measure of social welfare are not
recognised, but because its implementation has%found
rather difficult. Wherever prohibition has been in

duced,
illegal production of liquor has continued under the pa@

)\but there was
@es. According to the Jha Committee, each indirect tax

of corrupt administration, while the government has sufft
heavy loss of revenue. Mainly due to these reasons, SOmME

States have not introduced prohibition.

Service Tax

Service tax was introduced in 1994-95 on three services
— telephone services, general insurance and share broking.
Since then, every year the net has been widened by including
more and more services under the tax net. As a result, the
number of assessees has increased considerably over the
years and so has been the revenue from this tax. The revenue
from service tax has increased considerably from 3 2,613
crore in 2000-01 to ¥ 97,579 crore in 2011-12 and further to
¥ 5 1 lakh crore in 2015-16. The rate of service tax in the
Union Budget 2008-09 was kept at 12 per cent. In 2012-13,
the government came out with a negative list of Services

with around 20 categories under it (these were kept out of

the service tax net). The Union Budget for 2015-16 increased

the rate of service tax from 12 per cent to 14 per cent. From
November 15, 2015, an additional Swachh Bharat cess got

added at the rate of 0.5 per cent, which left the service tax
at 14.5 per cent. The Union Budget 2016-17 imposed a
cess, called the Krishi Kalyan Cess, at 0.5 per cent on all

taxabl
of agriculture

e services, to finance initiatives relating to improvemeng
and welfare of farmers. Thus, effective June |
b

2016, the applicable service tax became 15.0 per cent

The main reasons for the imposition of the service tay

have been as follows: .
| The growth in the service sector during the period

de or so has been spectacular. Now services
account for 59 per cent of GDP. At the same time, thej;
contribution to’ the government exchequer has not at a]
been commensurate. In 2015-16, revenue from service tqy
accounted for 14.4 per cent of Union gross tax revenye,

7. Considerations of efficiency and equity also strongly
govern the clusion of services under taxation. With
discriminatory taxation of goods and services, efficiency in
resource allocation 18 bound to suffer. This is because
< move from taxed to non-taxed sectors. In the
axation, equity suffers since services
the high income households.

of last one deca

resource
absence of service t

are consumed more by
3. If services are not taxed, traders cannot claim

VAT on their service Inputs. This is likely to cause cascading,
distort choice and encourage business to develop in-house

services.

Value Added Tax (VAT)
Rationale for VAT. The Indirect Taxation Enquiry
Committee was constituted in July 1976, under the

chairmanship of L.K. Jha for suggesting reforms in the
indirect taxation system. The Jha Committee found that the

country’s indirect tax structur¢ as 4 whole was progressive,
little integration between individual indirect

s levied independently of other indirect taxes. Moreover,
these taxes lacked built-in flexibility and every time when

revenue collections had to be increased, upward revision in
the tax rates was done. India’s indirect tax structuré¢ was

by and large uncertain and complex and its administration

was difficult.

The Committee recommended both short-term as well
as long-term measures for reforming indirect taxation system.
In its opinion, ad valorem taxes are superior to specific
taxes due to their higher income elasticity. The Jha
Committee thus recommended introduction of ad valorem
taxes as far as possible. It also favoured exemption of
inputs from indirect taxes. It favoured integration in the
indirect tax structure and suggested that the excise duties
and sales tax should be replaced by a single commodity tax.
It was proposed that this tax should be levied by the Central
government and proceeds divided between the Centre and
the States. However, this proposal did not find favour with
the States as they were unwilling to surrender their powWer
to levy a sales tax. In respect of sales tax, the States WeTe
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tely autonomous and acceptance

. ° S
comld have meant surrender of their right 1, levy thi :tail
wou However, on theoretical grounds, the Indj

. Committee argued that a valye added
of all indirect taxes. This view js ech

licy experts. According to Parthasarathi
ax poll because of two reasons, “First, the v
s be-“e:ing mechanism which assists gy
(c)i the VAT, if appropriately Structured
‘ m'(;ns in decisions by producers that 4
gisto orts.”1* Moreover, since VAT collects I€venue in
of ltg)nt stages, it has a higher revenue potentia] On practjcal
djgf; istrative) grounds, }iowever, the imposition of VAT
(aas considered problematic as a system of \% '
W

wingofataxon the value added at each stage o
le

[ntroduction of State Value Added Tax
nove-mentioned administrative problems, the
acommiﬁee (EC) of State F hiance Ministers in its meeting
id on June 18, 2004, arrived at a broad consensus to
_oduce VAT from April 1, 2005. Accordingly, VAT has
ll)ne en introduced by all States/UTs €xcept for the UTs of
sndaman and Nicobar Islands and Lakshadweep. 7phe State

ivel VAT being implemented presently has replaceqd the
astwhile sales tax system of the States.

[t may be mentioned here that since sajes tax/VAT is
a State subject, the role of the Central government s merely
35 facilitator to ensure successful implementation of VAT.
A compensation formula was worked out in cons
with the States, for providing compensation to them, du
2005-06, 2006-07 and 2007-08, for any loss on account

rect Taxation

- Despite the
Empowered

n

ng

* Exports will be ZEero

a threshold limit for

nual turpoyer limit of ¥ 50 lakh.

¢ States have been allo

T\XAT-based Incentives are permitted.

e —

—

¢ There is provision for eliminating the multiplicity of taxes. In fact, several State taxes on
in lieu of octroi) have been subsumed in VAT or made VATable.

Provision has been made for allowing ‘Input Tax Credit’ (ITC). However, sincg the VAT being implemented is intra-
does not cover Inter-State sale transactions, the ITC will not be available on inter-State purchases.

-rated, and at the same time, credit will be given for all taxes on inputs/purchases, related to such exports.
There are provisions to make the system more business-friendly. These include provision for self-

registration of dealers in terms of annual turnover of Z 5 lakh, and provisi

wed to continue with the existing industrial incentives, without breaking the VAT chain. Ho
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introduction of VAT and compensation has been released
according to thig formula.

Throy

gh its deliberations over the years, the Empowered
Committee has finalised a design of VAT to be adopted by
the States, which seeks to retain certain essential featui'es
“Ommonly across States while, at the same time, providing
4 measure of ﬂexibility to the States to enable them to meet
their locg] requirements. The salient features of the VAT

design finalised by the Empowered Committee are given in
Box 50.1.

=TT oLt O I e it e
EVALUATION OF INDIAN TAX STRUCTURE
— ~* VT 'NDIAN TAX STRUCTURE

India’s tax structure is quite extensive. Now almo§t
“Very conceivable direct and indirect tax is levied in this
country. In terms of the ratios of tax proceeds to GDP, India
1S one of the modestly taxed countries. And, if today the
government feels that its resources are inadequate and it ha.S
no choice but to have recourse to public debt and deﬁ.C‘t
financing, it is mainly due to its colossal unproductive

€Xpenditure and complete indifference to the canon of
economy.

As far as the tax structure is concerned, its following
features are notable:

1. Tax buoyancy. Tax buoyancy is a measure of the
Irésponsiveness of tax receipts with respect to GDP or

National Income. 4 tax is buoyant when revenues increase
by more than | per cent for a 1 per cent increase in GDP.

@A study conducted by the National Institute of Public
0 )\

-

Box 50. G

Salient Features of the VAT Design

purchase or sale of goods (excluding entry tax

State VAT only and

assessment by the dealers, provision of
on for composition of tax liability upto

wever, no fresh sales tax/

¢ Governmeny of India, Economic Survey, 2007-08 (Delhi, 2008), Box 3.4, p. 55.

e ——————————
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Finance and Policy (NIPFP) estimated buoyancy of India’s
tax system for the period 1970-71 to 1983-84. The study
revealed that the buoyancy of total tax revenue was greater
than unity (1.21) over the period."> The Reserve Bank
estimated the tax buoyancies for the period 1981-1993 and
1981-2001. According to these estimates, tax buoyancy of
direct taxes was 1.19 for the period 1981-2001 as compared
with 1.07 for the pre-tax reforms period, 1981-1993.
However, the buoyancy of indirect taxes dipped considerably
t0 0.88 from 1.07 in the corresponding period.'® According
to Economic Survey 2012-13, in the post FRBM period
(i.e., the post 2003-04 period), both direct and indirect
taxes remained buoyant except in the crisis years (2008-09
and 2009-10) and 2011-12. During 2011-12, both direct
and indirect tax revenues grew at a lower rate than what the
Budget Estimates envisaged as well as the 2010-11 growth
rate mainly on account of economic slowdown, weak
market sentiment, slow investment growth, global
uncertainty, and persistent high inflation. This led to a sharp
fall in tax buoyancy in 2011-12. The decline was more In
corporate taxes than personal income taxes. During the
period, direct tax buoyancy (ratio of direct taxes growth to
nominal GDP growth) also declined and was less than 1.
According to Economic Survey 2012-13, this could be due
to lower profitability of corporations considering higher
:flation.}” Tax buoyancy was 0.73 in 20134 which

improved to 0.89 in 2014-15.%° @
2. Regressive tax system. The consensus y%‘ in

modern public economics is that a tax system

marginal impact of indirect taxes on the economically weaker
sections of society is far greater. India’s direct-to-indirect
tax ratio (Centre and State combined) was roughly 39 : 61 in
2014-15. This is in contrast to most OECD economies
where the ratio is the exact opposite, 67 : 33 per cent in favour
of direct taxes. In the 50-year period 1965-2014, India’s
direct-to-indirect tax ratio has swung from a low of 13 : 87
to its current high of 39 : 61. For the OECD nations,
throughout this 50-year period, the direct-to-indirect tax
ratio has remained roughly constant in the range of 65 : 35.

Superiority of direct taxes is established both in terms
of efficiency and equity, while indirect taxes are inferior.
Both left and right, prefer direct to indirect taxes, the
former for reasons of progressivity and the latter for reasons
of minimizing inefficiency. If indirect taxes must be used,
perhaps because of some constitutional or political economy
constraint on the level of income or wealth taxes that a
government may levy, then ideally they should be minimally
distorting — in effect by mimicking the effects of a direct
tax. According to Praveen Chakravarty and Vivek Dehejia,
an example of a ‘good’ indirect tax is a single rate goods

and service tax (GST) with no exemptions. Such a tax
distorts individuals’ labour supply and savings choices, like
direct income and wealth taxes, but does not distort the
economy’s structure of production or consumption, as
Tost indirect taxes, such as trade tariffs, do. The ‘worst’
taxes are sector-specific excise duties with high tax rates —
such as taxes on petroleum, alcohol and tobacco — which

are maximally distorting to the economy and maximally

regressive. However, since these taxes are convenient to

use to grab a lot of revenue, they are very popular in most
of the developing countries (including India)."” This makes

their tax system regressive.

3. Administrative efficiency. The Indian tax system
is not administratively efficient. Both direct and indirect
taxes are highly complex, and thus provide enough
opportunities to unscrupulous elements to avoid as well as
evade taxes. The Indian tax system also violates the canons
of simplicity and certainty. Moreover, there are definitional

defects in India’s tax system which give elaborate powers
10 tax authorities to interpret tax laws according to their

whims and fancies. This has resulted in widespread
corruption in various tax departments. |

Taxation in India is being used as a fiscal tool. Therefore,
the government uses various taxes for influencing allocation
of resources, inducing capital formation and reducing the
regional and personal disparities. In its attempt to achieve so
many objectives through taxation, the government has not

succeeded much in realising any of these objectives, but in
ts endeavour to do so the administrative efficiency has

gone down. It is now generally recognised that in order to

simplified. The government has already taken initiatives in

this direction.

4. Multiplicity of tax laws and lack of integration.
There is multiplicity of direct and indirect taxes in India.
For example, the tax on income and the annual wealth tax
may be placed in the category of direct taxes. It is often
suggested that they should be integrated into a single direct
tax. The Budget for 2009-10 proposed the adoption of a
Direct Taxes Code. The Code seeks to consolidate and
amend the law relating to all direct taxes, that is income tax,
dividend distribution tax and wealth tax so as to establish an
economically efficient effective and equitable direct tax
system which will facilitate voluntary compliance and help
increase the tax-GDP ratio. All the direct taxes have been
brought under a single code and compliance procedures
unified, which will eventually pave the way for a single
unified taxpayer reporting system.

Indirect taxes have also lacked integration. The excise
duties have been levied primarily by the Union government,
the sales tax by the States and the Octroi by local bodies.
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1685 Added Tax (CENVAT) and at the State leve] eéltt;tael

; .
X:llze A dded Tax (S.VAT) have been introduceq The Centra]
is also being planned to be phased oyt It is to be

e ed by Goods and Service Tax (GST),

replac :
5, Inter-sectoral imbalances in the tax

: ; Structure,
grave Inter-sectoral imbalances jn

There arc India’s tax

sructure a5 4 . . Not only
mers. even companies investing in the agricultyra] sector

e exempt from paying taxes. In a study published recently,
Cavita Rao and D.P. Squupta ha\./e estimated that gver 50
-ompanies reported é.lngCUltl.lral Incomes of over ¥ 100
qore in 2009-10 with their total agricultural Income
Jmounting t0 < 31,313 crore. .In addition, there are many
jarge farmers who have. acquired considerable wealth in
ecent tIMes through agncult.u.ral operations and/or sale of
iand. However, because of political considerations (as farmers
e a huge vote bank), State governments have shown no
clination to tax agricultural incomes as they do not wish
o be seen as anti-farmer. In their study, Rao and Sengupta
have estimated that in 2007-08, taxing agricultural income
ona par with other incomes would have yielded revenfig of
sound ¥ 50,000 crore (equal to 1.2 per cent of GDP)

this would have boosted State revenues by roughly 19 pe

cent 20 It may also be pointed out here that taxing agricultural
incomes will not hurt farmers who are in distress as is often
feared. This is because even if agricultural income is subject
to income tax, a substantial section of the farmers — the
small and marginal ones — will remain outside the tax net
simply because their incomes are likely to be below the
basic exemption limit of I 2,50,000 per annum that i1s

extended to all tax payers in India.

6. The burden of tax exemptions. A large number
of tax exemptions have been provided over the years on
various grounds like promoting economic growth; skill
‘pgradation; balanced regional growth; dispersal of industries;
"utralisation of disadvantages on account of scale of operation
“d location; and incentives to priority sectors including
nirastructure. This results in huge revenue losses. The
agg'?gate revenue foregone from Central taxes (both direct
2“6‘1 direct) was ¥ 5.66 lakh crore for 2012-13 (which was
© eI cent of GDP) and ¥ 5.73 lakh crore in 2013-14
Which was 5. per cent of GDP).?!

Not only the huge amounts of revenue foregone on

dce :
ount of tax exemptions reduce the resources with the
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f&f{:’;‘:”’ fh.é‘y also di.sfort resource alloca.tion and
complexi; “ctivigy. - In a.ddm(?n, they create various legal
il les, classification disputes and a whole class of

seekers who try for their perpetuation. It is, accordingly,
necessary to subject the tax exemptions to a sunset clause.

7. Equity. The Indian tax system has not adequately
Served the objective of equity. Because of the various
wXemptions and concessions, the principle of equal treatment
to equals is violated. Two persons with identical incomes
pay. different taxes due to exemptions of and concessions
Ol Income from some sources or uses. As correctly pointed
out by M. Govind Rao, the redistribution in taxation has to
be mainly achieved through the direct tax system. However,
cven as the share of direct taxes in total tax revenue has
Sshown an increase over the years, its impact on overall
redistribution is negligible.22 To illustrate, only 3.65 crore
?ndividuals of a nation of more than 125 crore people filed
INcome tax returns during assessment year 2014-15. This is
Just 3 per cent of the population. Moreover, of the 3.65 crore
Individuals who filed income tax returns, there were only
5.5 lakh people who paid income tax of more than ¥ 5 lakh
and they accounted for 57 per cent of the total tax Kitty.
This essentially means that only 1.5 per cent of those filing
returns are contributing to 57 per cent of tax kitty. The
number of tax payers with incomes more than ¥ 1 crore in
the year was only 48,417.

THE TAX REFORMS SINCE 1991

@ecommendaﬁons of Tax Reforms Committee

e Tax Reforms Committee was constituted under
the Chairmanship of Raja J. Chelliah in 1991 (and is,
therefore, also known as Chelliah Committee) to examine
the existing tax structure in the country and make appropriate
recommendations to reform it. In its report, the Committee
recommended far-reaching changes in the tax system to
remove loopholes besides making it more efficient from the
point of view of raising revenue. It also stressed the need
of rationality and stability in the tax structure. According to
the Committee, ad hoc changes in tax system from year to
year undermine rationality and create complications. The
Committee was in favour of making tax system and laws
relating to taxes quite simple. In a simple tax system,
there would be limited number of rates, and only a few
exemptions and deductions. Further, it would give little
discretionary power to the tax officials for interpreting the
Jaw. The Committee was also of the view that the prevailing
methods of tax administration need to be modernised and
tax enforcement visibly improved. As far as particular taxes

(l%and Task Forces (2002)
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are concerned, some of the important recommendations of
the Chelliah Committee were as follows: (i) lowering of
income tax rates with a narrower spread between the entry
rate and maximum marginal rate, and a minimum number of
incentives; (if) reducing the corporate tax rate to 40 per
cent and abolition of the surcharge; (ii7) changes in the tax
treatment of long-term capital gains (the Committee argued
that the prevailing tax treatment of long-term capital gains
was not correct because the deductions allowed in computing
taxable gain was not related to the period of time for which
the assets were held. It also did not take into account the
inflation that might have occurred over time. The Committee
suggested the adoption of a system of indexation to take
care of this problem); (iv) reducing the tax rates for foreign
companies and bringing down the differential between the
tax rates on domestic and foreign companies to around 7.5
percentage points (in no case, the differential should exceed
10 percentage points); (v) avoiding the system of subjecting
the income of both partnership firms as well as the partners
as this practice amounted to double taxation; (vi) making a
distinction between productive and non-productive assets
for the purpose of levying wealth tax (the Committee took
the view that by exempting productive assets such as
shares, securities, bonds, bank deposits, etc. from wealth
tax, the government could encourage investment in them);
(vii) excise duties should be ad valorem and more 1tems
should be brought under them (the Committeggrgued that
ad valorem duties are preferable to specific % as they
ensure buoyancy in revenue on account of Incpease in
prices); and (viii) in the field of customs duties, the J{\
Committee recommended reduction in the general level of
tariffs, a reduction in the dispersion of the tariff rates an
a rationalisation of the system with the abolition of numerous

end-use exemptions and concessions.

In 2002, two Task Forces (‘Task Force on Direct
Taxes’ and ‘Task Force on Indirect Taxes’) were set up
under the Chairmanship of Vijay L. Kelkar. These Task
Forces made several recommendations for simplification
and rationalisation of direct and indirect taxes. The Kelkar
Committee (as the two Task Forces can be jointly referred
to as) argued that a tax system should balance the requirements
of (i) equity, (if) ease of collection, and (iii) fostering the
efficiency in resource allocation. The Committee, in the
‘nterests of efficient tax administration, opined that a fairer
tax structure should comprise of: (i) lower rates of taxation,
(ii) a few nominal rates, (iii) a broad base, (iv) minimum
tax exemptions and incentives, (v) no surcharges, and
(vi) clearly articulated exemptions. AsS far as particular
taxes are concerned, some of the important recommendations

of the Task Forces were as follows:

1. Personal income tax: (i) increase in exemption
limit to Z 1 lakh with a higher exemption limit for widows
and senior citizens; (ii) only two slabs of tax rates — 20 per
cent upto < 4 lakh and 30 per cent for income above ¥ 4
lakh; (#ii) elimination of standard deduction and tax incentives
under Sections 88, 80C and interest income under

Section 10.

2. Corporate income tax: (i) reduction in tax rate to
30 per cent for domestic companies and to 35 per cent for
foreign companies; (ii) reduction in general rate of
depreciation for plant and machinery from 25 per cent to
15 per cent; (iii) elimination of the Minimum Alternate Tax
(MAT); (iv) long-term capital gains be aggregated with
other incomes and subjected to taxation at the nominal
rates; and (v) removal of exemptions under several Sections,

The Committee also recommended the abolition of
wealth tax.

3. Excise duties: (i) all levies should be reviewed and
replaced by only one levy, namely, CENVAT (i.e., Central
Value Added Tax); (ii) zero excise duty on life saving drugs
and equipment, security items, food items and agricultural
products; varying rates of duties on several other specified
products; (iii) all exemptions to be removed on the textile
sector except for handloom woven fabrics and certified as
khadi; (iv) duty exemption in respect of small-scale sector
to be extended only to small units with a turnover of upto
T 50 lakh; (v) uniformity in all State legislations, procedures
and documentation relating to VAT; and (vi) extension of
service tax in a comprehensive manner leaving out only a
few services by including them in the negative list.

G 4. Customs duties: (i) multiplicity of levies to be

reduced to 3, i.e., basic customs duty, additional duty and
anti-dumping duties; (i) zero customs duty on items like
life saving drugs and equipment, sovereign imports and
imports by RBI; varying rates of duties on several other
specified products; (iii) duty reduction to the level of 5-10
per cent should start after the introduction of State level
VAT; (iv) a higher duty rate upto 150 per cent on specified
agricultural products and demerit goods; and (v) all
exemptions should be removed except in the case of life
saving drugs, goods of security and strategic interest,
goods for relief and charitable purposes and international
obligations including contracts.

Implementation of the Recommendations

The Government of India has been implementing th
recommendations of the Chelliah Committee and the tw
Task Forces over the years in a phased manner. The majo
changes which have already been made in the direct an
indirect tax policies are stated below:
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: veéstment in and
wums from certain types of financial assets, Investment in

cirement schemes, and income of charitable trysts 23 A
sgnificant move towards moderating tax preferences in
wersonal income tax was made in 2005-06 with the phasing
at of the tax rebate on these investments angd allowing
hem instead as a deduction from taxable income subject to

3 Cap.

Major tax incentives in the case of corporates have
wen profit linked deductions for specified sectors and for
nisinesses located in underdeveloped areas. To broaden the
ux base for corporates by moderating the effect of tax
incentives, @ minimum alternate tax (MAT) was intro&xced

i 1996-97.

4, Capital gains from sale of listed equities (held@
more than a year by an investor) have been exempted from
ux, both for domestic and international investors.

5. The reforms in excise duties have been guided by
he need to simplify the rate structure, to give some relief
marticles of mass consumption, help the domestic capital
»0ds industry so as to increase its competitiveness and
s reduce capital costs, assist industries suffering from
epressed demand conditions and to provide relief to small-
wle industry. The excise duty structure was rationalised

!4 single rate CENVAT (Central Value Added Tax) in
000-0].

6. Customs duties have been reduced considerably in
G tecent years both as a result of the recommendations of
Fhe Chelliah Committee and Kelkar Committee and. the
“emational obligations following multilateral negotiations
Imfier WTO. In the Union Budget for 2007-08, the peak
" of customs duty was scaled down to 10 per cent.

- Service tax was introduced in 1994-95. In this
i;iuc" 45 per cent Union service tax was levied on three
4 - sérvices, namely, telephone, general insurance
ey brokerage. Over the years, many new Services

"¢ been added to the list and the rate of tax has also been
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¥ liah Committee and the Kelkar

fecommended a number of measures for
© tax administration. In the post-1991 reform
Iunflber ot.“ steps have been undertaken in this
flormation technology has been deployed
to reduce physical interface between the tax
.the tax department. With the automation of all
lons: Customs administration works almost entirely
€Ctronic data interchange (EDI) system now. Filing
r.t and export documents, and their processing and
& 1S conducted electronically. The adoption of ACES
mated Central Excise and Service Tax) for excise
1es Efnd service tax has simplified the process of
registration, return filing, and tax payments all of which can
be transacted electronically. Self-assessment of tax liability
by a tax payer followed by risk-based selection for audit or
Scrutiny is the mode of tax collection for all these taxes.
Internal work processes have also been improved and

revamped to impart greater efficiency in key processes,
such as audit and scrutiny.24

APPENDIX TO CHAPTER 50:
GOODS AND SERVICES TAX

Goods and services tax (GST) is a tax levied when a
consumer buys a good or service. It is meant to be a single,

&)@prehensive tax that will subsume all the other indirect

axbe?{m consumption like service tax, etc. Thus, GST is
to ingle national uniform tax levied across India on all
goods“and services. The objective is to end the regime of
multiple taxes on goods and services and bring them under
one rate. India’s indirect tax system has been mired in
multi-layered taxes levied by the Centre and State
governments at different stages of the supply chain such as
excise duty, octroi, Central sales tax (CST) and value added
tax (VAT), among others. In GST, all these are to be
subsumed under a single regime. Thus, GST changes the
system from being production-based taxation to being

consumption-based.

Benefits of GST

GST has been envisaged as an efficient tax system,
neutral in its application and distributionally attractive. The
s are: (i) wider tax base, necessary for lowering
nating classification disputes; (if) elimination
of taxes and their cascading effects;
n of tax structure and simplification of
dures: (iv) harmonisation of Centre and
tions, which would reduce duplication

advantage
tax rates and elimi
of multiplicity

(iii) rationalisatio
compliance proce
State tax adminisira
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and compliance costs; and (v) automation of compliance
procedures to reduce €rrors and increase efficiency.

In India, GST is proposed to have a ‘dual’ structure,
which means it will have two components — the Central
GST and the State GST. Thus, both the Centre and the
States will have separate powers to legislate and administer
their respective taxes. This is necessary because India is a
federal country and the States have been assigned the
powers to levy and collect taxes through appropriate
legislation. Both the levels of government have distinct
responsibilities to perform according to the division of
powers prescribed in the Constitution for which they need
to raise resources. A dual GST will conform to fiscal

federalism.

The GST structure would follow the destination
principle. Accordingly, imports would be subject to GST,
while exports would be zero-rated. In the case of inter-
State transactions within India, State tax would apply in the
State of destination as opposed to that of origin.

The Constitution Amendment Bill for GST

The salient features of the GST Constitutional

Amendment Bill are as follows:
« Insertion of a new Article 246A conferring
simultaneous power to the Union and the State

legislatures to legislate on GST.

« Insertion of a new Article 279A for the\S\@ jon of
a Goods and Services Tax Council, which a
joint forum of the Centre and the States. This C }L
would function under the chairmanship of the Umon)\

Finance Minister and shall have State Finance Ministers G tax on supply of goods shall be assigned to the States’

as members.

« Central taxes like central excise duty, additional excise
duties, service tax, additional customs duty, and
special additional duty of customs, etc. will be

subsumed in GST.
« At the State level, taxes like VAT/sales tax, Central

sales tax, entertainment tax, octroi and entry tax,
purchase tax and luxury tax, etc. would be subsumed

in GST.

« The Centre will compensate States for loss of revenue
arising on account of implementation of the GST for
a period upto five years (the compensation will be on
a tapering basis, ie, 100 per cent for first three
years, 75 per cent in the fourth year and 50 per cent
in the fifth year).

« All goods and services, except alcoholic liquor for
human consumption, will be brought under the
purview of GST. However, it has also been provided
that petroleum and petroleum products shall not be

subject to the levy of GST till notified at a future date
on the recommendation of the GST Council. The
present taxes levied by the States and the Centre on
petroleum and petroleum products, ie., sales tax/

VAT, Central sales tax (CST) and excise duty only,

will continue to be levied in the interim period.

Both Centre and States will simultaneously levy GST
across the value chain. The Centre would levy and
|

collect Central Goods and Services Tax (CGST),

"

and States would levy and collect the State Goods
and Services Tax (SGST) on all transactions within J

'
:
|

;

a State. ;

y

The Centre would levy and collect the Integrated |
Goods and Services Tax (IGST) on all inter-State ¢
supply of goods and services. There will be seamless 41
flow of input tax credit from one State to another. ’{

Proceeds of IGST will be apportioned among the;'«:

il
s |

States.

M
B

f
:
:

|
|

7|

l
GST is a destination-based tax. All SGST on the final
product will ordinarily accrue to the consuming State. 5'

« GST rates will be uniform across the country.%

However, to give some fiscal autonomy to the Centre
and States, there will be a provision of a narrow tax
band over and above the floor rates of CGST andl
SGST. ,
o It is proposed to levy a non-VATable additional tz .
of not more than 1 per cent on supply of goods in ~¥
course of inter-State trade or commerce for a "'\.'
not exceeding 2 years, or further such period z 3
recommended by the GST Council. This additiona

from where such supplies originate.

defined as ‘anything other than goods’. -]1
The revised draft of model GST law, which w

made public in November 2016, provides for a maxim m
rate of tax under the new regime at 14 per cent (14 per ce ,'--ff
Central GST and an equal State GST, taking the total 'fﬂ
28 per cent). A four-slab rate structure was proposed ,.x

—_—

from zero to 28 per cent. The structure proposed the GSI ég
&

Lae -

at zero per cent on a host of goods and services, including
food, health and educational services, and at 28 per cent -:;
luxury items, such as fast-moving consumer goods n”‘
consumer durables. On consumption of ultra-luxury it ns
and demerit goods, such as big cars and tobacco products,
it proposes imposition of cess over and above a 28 per nt
GST rate. The GST is proposed to be levied at 5 per c¢ nt,
12 per cent or 18 per cent on the remaining goods nd

SEervices.



e Co ali chewing tobacco and Cigarettes, |
_pan mdri ks and mineral water, and cog] an
d cund with a corpus of around ¥ 5
qeate 3 1 potential liability (cess on cigarettes Was kept at
cent). It kept the option of adding more items to the

0 per The cess would be applicable for fiye years, the
: .r which the Centre has committed to comper;sate

iates for potential reven}le losses. This period can be
the fed by the GST Council.

estel k Sabha passed the four bills related to GgT _

ML%H Bill, the Integrated GST Bill, the Union Teritoics
(en ill and the Compensation Law — on March 29, 2017,
GST tl;ills were also approved by the Rajya Sabha o April
6 20c17 paving the way for the roll out of a nationwide

goods and services tax.
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