IndianBudget2006-2007 Highlights
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FinanceMinister Mr. P Chidambaramhas stayedaway from any big ticket fiscal measureswhile preparing the 2006-07
budget. Therefore, thereareno surprisesin this year’s  budget, exceptfor a fewtweaksin lastyear’s template. Thereis an
emphasison stimulating growthinto publicinfrastructure, without losing track of fiscal targets. Corporatetax rateshavenot
beenchanged, and customsduties havebeenreduced, but servicetax rates havebeenincreasedand expandedto includea
largerrangeof businessservices.

Therehasbeenan encouragingresponseto the budget, reflectedin a 200-pointgainin the Sensex,barometerof India’s
stockmarkets.

StateoftheEconomy

Economic growth remained buoyant, with 8.1% GDP growth in 2005-06, with manufacturing and services sectors
performingimpressiely. Theindustrial sectorregisteredan impressivegrowthof 9 %, drivenby gromhin manufacturingand
construction, and the Servicessectorgrewby 11.1%.AgricultureGDP grewby a satisfactory 2.3%, comparedto 0.7%the
previousyear.

Inflationremainedin the rangeof 3-5% duringthefinancial year, andwas4%in February2006. Fuel, poserandlubricant
prices accountedfor the main part of price risesduring the year. However, the modestinflation disguisesthe continuous
govemmentinterventionin public sector companies (which dominate India’s  petroleum products sector) to retain market
pricesof refinedproducts, despitehugeincreasesin crudeoil prices. As a result, all govemmentownedrefineriespostedhuge
lossesin 2004-05, whilerefinerieselsewherereportedboomingprofits.

ExternalSector

Theyear2004-05 sawa reversalin currentaccounttrends, showinga deficit after being surplusfor threeyears. This was
mainly on accountof huge merchandisetrade deficit in the first half (April- Sep), owing largely to the escalating oil bills
(cumrentaccountdeficit of $3.3 bn)andmerchandiseimports rising muchfaster (46%6) than exports(22%) duringthe year.
Thetradedeficit for thefirst ninemonthsof 2005-06 wasaround2.6 percentof GDP.

The Capital account continuedto show surplus due to steady growth in nondebt creating foreign investment inflows.
Gontinuedgainsin servicesand strongremittancesresultedin a comfortablelevel of reserveswhichwerearoundUS$140
billionin Feb2006. The rupeestrengthenedagainst major currenciesin 2005-06. India’s extemal debt, at US$124
billion, rasemodestlyin theyear, dueto shorttermborrowings.

Selectedindicatorsof externalsector
Apr- 2005
Sept 06
SNo. Item/Year 9900 0001 0102 02 03 04 04 0506
03 04 05 05
1 Growthof exportsBOP% 9.5 211 16 20. 23. 23. 295 219
3 3 9
2. GrowthofimportsBOP% 16.5 4.6 2.8 145 241 48. 38.3 484
5
3. Exports/ImportsBOPY% 67.8 785 794 83. 82. 69. 713 586
4 9 2
4, Importcoverof FER (no.ofmonths) 8.2 8.8 115 142 169 143 139 112
8. Exports 8.3 9.9 9.4 106 110 118
9 Imports 12.3 126 118 127 133 171

10. Tradebalance -3.9 2.7 24 21 23 53



11. Invisiblebalance 2.9 21 3.1 34 46 45

12. Currentaccountbalance -1.0 06 07 13 23 -08

13. ExternalDebt 21.9 22.4 211 20. 178 17.3
4

Source;EconomicSurvey200506

GovemmentPerformance

Taxesare the main sourceof revenues,and accountfor nearly 10.5 %of India’s GDP. Taxesaccountfor 65% of central
govemmentrevenues.However, the central govemmentalsoresortsto borrowingsto meetits resourcerequirements. In recent
years, govemmentdebt has beenworrying, with interestaccounting for almast 21% of govemmentexpenditure-evenhigher
than the plan expenditure. Subsidies and defenceare the two major heads of govemment expenditure other than interest
payments. Fiscal and revenuedeficits havebeencausesfor concem, and somestepshavebeentakento tighten govermment
performanceto containthese.

RupesComesrom % Rupegyoesto %
Borroningsandotherliabilities 22 Interest 21
Exciseduty 18 Central Planexpenditure 19
Customsduty 11 Defence 13
Corporationtax 20 Stateshareof taxesandduties 17
Incometax 1 Subsidies 7
Non- debtcapital receipts 2 State& UT Planassistance 6
Servicetax& othertaxes 5 Non-planassistanceto states 5
Nontaxrevenue 11 Othernonplanexpenditure 12

The Fiscal responshility and BudgetManagementact (FRBM)enactedin 2003 requiresa reductionin revenuedeficit by at

least0.5% andfiscal deficit by 0.3% of GDPeachyear. Honever,the govemmentis way off targetin this respect. Revenue
deficit, at 2.6%, washigherthanthe previousyear’'s 2.5%. Fiscal deficit at 4.1%in 2005-06, wasastargetedalthough
higherthan 4% in 2004-05, despite tax revenueincreasesof over21%. A notable aspectis that almost 33% of tax
revenuesforegoneby govemment, by way of exemptionsand concessions, are almost 50% of the amounts collected: in

2004-05, nearlyRs 1587 hillionin tax revenuesiereforegone,againstgrosstax revenuesof Rs3060 billion.

Table:Budgetat aglance2006-07 (Rsbillion)
2004-05 2005-06 2005-06 2006-07

Actuals BE RE BE
1. Revenuereceipts 3060.13 3512.00 3484.74  4034.65
2. Taxrevenug(netto centre) 2247.98 2734.66 274139  3272.05
3. Nontaxrevenue 81215 777.34 743.35 762.60
4. Capitalreceipts(5+6+7) 191669 163144 1602.31  1605.26
5. Recoveriesofloans 620.43  120.00  117.00 80.00
6. Otherrecepts 44.24 - 2356 38.40
7. Borrowingsandotherliabilities 1252.02 151144 146175 1486.86
8. Total receipts(1+4) 4976.82 5143.44 5087.05 5639.91
9. Nonplanexpenditure 3654.06 3708.47 3649.14  3912.63

10. Onrevenueaccountof which 2968.57 3305.30 3261.42 3444.30




11. Interestpayments 1269.34 1339.45 1300.32 1398.23

12. Oncapital account 685.49 403.17 387.72 468.33
13. Planexpenditure 1322.76  1434.97 1437.91 1727.28
14. Onrevenueacoount 874.96 1159.82 1141.53 1437.62
15. Oncapital account 447.81 275.15 296.38 289.66
16. Total expenditure 4976.82 5143.44 5087.05 5639.91
17. Revenueexpenditure 3843.51 4465.12 4402.95 4881.92
18. Capital expenditure 1133.31 678.32 684.10 757.99
19. Revenuedeficit (17-1) 783.38 953.12 918.21 847.27
Asa percentageof GDP 25 2.7 2.6 2.1
20. Fiscaldeficit 1252.02 151144 1461.75 1486.86
As a percentageof GDP 4 4.3 4.1 3.8
21. Primarydeficit -17.32 171.99 161.43 88.63
Asa percentageof GDP 0.1 0.5 0.5 0.2

Source:Budget2006-07

Tax revenuesare expectedto rise by 15%in 2006-7, andexpendituresby 9.3%, which could bring the fiscal deficit and
revenuedeficits ontrack. Revenuedeficit is expectedto beeliminatedin 2008-9, andfiscal deficit is expectedto comedown
to 3%. Thisis proposedto beattainedthroughenhancedtax collectionsthroughgreater complianceand coverageratherthan
through tariff increases, and without substantial disinvestments in govemment owned public sector entities.  On the
expenditureside, interest on borrowingsaccountedfor over 37% of total revenuereceipts. However, capital expenditure (plan
andnonplan)representedonly 13%of total expenditure.

CentralPlanOutlay(Rsbillion)
For2006-07, outlays havebeenincreasedby 20% for variouseconomicand social sectors.  Subsidizedfarm credit and
subsidizedfarmloans, flagshipsocial schemesandenergyhavereceivechigherincreasein allocations.

Sectors 2005-06 2006-07
(RevisetEstimates) (BudgetEstimates)

Agricultureandallied 59 74

Rural development 167 182
Energy 537 696
IndustryandMinerals 100 145
Transport 404 486
Communications 175 198
Science, TechandEnvironment 60 80
Socialservices 512 633
Others 37 44

Total 2053 2540



TAXPROPOSALS

DirectTax

¢ Personalincometaxandcorporateincometax havenot beenchangedfromthe 30% level. However,the Minimum
AlternativeTax (MAT)rate-applyingto profitablecompaniesthat enjoytax exemptions-hasbeenincreasedrom7.5%to
10%;longtermcapital gainsarisingout of securitiesis includedin calculatingbookprofits; andthe credit periodfor
MAT hasbeenincreasedo sevenyears.

¢ TheunpopularFringeBenefit Tax (FBT)introducedast yearshall seesomechanges:

0 FBTon'tourandtravel reducetto 5%. - Forairlinecompaniesandshippingindustry, valuebenefitin the
formof 'hospitality’ and'useof hotel boardingandlodgingfacilities,’ at 5% insteadof 20%.

*  Thereis anincreaseof 25%, acrossthe board,onall ratesof SecuritiesTransactionTax(STT).

*  Section80IA of the IncomeTaxAct appliesto infrastructurefacilities; theterminal datefor developinganindustrial
parkextendedto March31, 2009 andfor the powersectorto March31, 2010.

»  Openendedandcloseendedequity-orientedschemesto betreatedon parfro exemptionfromdividenddistributiontax.

»  Exemptionundersection10(23G) removed.

»  PrimaryAgricultural Credit Societiesand Primary CooperativeAgriculturalandRural DevelopmentBanksarestill
exemptfromtax undersection80P; all othercooperativebanksareexcluded.

»  Benefitof section54ED withdrawnw.e.f. April 1,2006; scopeof section54ECrestrictedto twoinstitutions, viz.,
NHAIl andREC;for NABARD, SIDBI andNHB routeof zerocouponbondsto raiselowcostfundsalreadyopened.

»  Donationsto wholly charitableinstitutionsto betaxedat the highestmarginal rate; suchdonationsto partly religiousand
partly charitableinstitutions/truststo betaxedonly if the donationis specifically for an educationalor medical purpose.

»  BankingCashTransactionTax(BCTT)to continueuntil the Annual InformationRetums(AIR) systemcancaptureall
significantfinancialtransactions.

IndirectTaxes

Goods

*  Peskratesof Customdutiesreducedirom 15%to 12.5%. However,a 4% countervailingduty hasbeenaddecto all
imports. Thiswouldincreasethe overall duty to marginally abovel 5%.

¢ Exciseduty hasbeenreducedon severalcategories:manmadefibreyarn andfilamentyam, small cars, readyto-eat
packagedfoodsandinstantfoodmixes, condensedmilk, ice cream, preparationsof meat, fish andpoultry, someprice
categoriesof footwear,compactfluorescentlamps, printing, writing and packingpaper

»  Excisedutywill applyon packagedsoftware.

Services

*  Servicetaxrateincreasedio 12%from10%. Newsenvicesto beincludedike ATM operations, maintenanosand
management,sharetransferagents, saleof spaceor time (otherthan print media), sponsorshipof events(otherthan
sportsevents), shipmanagement,etc.

A commonGoodsandServiceTax (GST)is proposedto beimplementedby April 1,2010 .

SECTORPROPOSALS
Agriculture

Irrigation:outlayof 2006-07 increasedto Rs. 71 bn; 20,000 waterbodiesof 1.47 millionshectaresidentified, renovation
andrestorationcostestimatedRs.45 bn.

Credit:increasedo Rs. 1750 bnin 2006-07; 5 mnfarmerswill benefit. Farmerswill receiveshorttermcreditat 7%with
upperlimit of Rs.300,000 onthe principalamount.



SanctionsunderRural Infrastructure DevelopmentFundto increaseto Rs. 100 bn.,

Telecommunication:
* Targetistoreach250 millionconnectionsby December07.
¢ 50 millionrural connectionsto berolledoutin threeyearsover.

Power:
¢ 5 ultramegapowerprojectsof 4,000 MWeachto beawardedbeforeDecember31, 2006.

* Rs.6 bnprovidedfor nonconventionalenergyresources
» 10,000 villagesin 2005-06 and40,000 moreto beelectrifiedin 2006-07.

» 45 coalblockshavebeenallottedfor captiveconsumgptionto power,cementandto the steelsectorsandto the State
Govemnmens.

¢  Reseneof20 hilliontonnesto bedeblockedfor ponerprojects.
* A comprehensivereviewof coalis undemay.

Petroleum:
¢ Rs.220 bninvestmentexpectedin therefinerysectorin nextfewyears.

¢ RoadTransport:National HighwaysDevelopmentProgrammeenhancedto Rs. 100 bnin 2006-07. Allocationof
Rs.550 crorefor North Eastemregion.

¢ 1,000 kmof accesseontrolledExpressnaysto bedevelopedon Design, Build, FinanceandOperate(DBFO)model.

CapitalMarket:
e LimitonFIl investmentin Govemmentsecuritiesto beincreasedto $2 billionfrom$1.75 billion.
¢ Limitto Fllinvestmentin corporatedebtto be$1.5 billionfrom$0.5 billion

*  Ceilingonaggregateinvestmentby mutual fundsin overseasnstrumentsis to beraisedto $2 billionfrom$1billion
with removalof requirementsof 10%reciprocalshareholding.

ServicesSector

Tourism
¢ Dewvelopmentof 15 tourist destinationsandcircuitsto beundertaken;
* 50 villageswith corecompetencyin handicraftsandotherrelatedworkto beidentifiedanddeveloped.
¢ 4 newinstitutesof hotel managementto comeupin 4 states: Uttaranchal, Chhattisgarh, Haryanaand Jharkhand.
¢ Planallocationof Rs.8 bn.

Manufacturing

Employment:5 industries,namelytextiles, foodprocessing, petroleum,chemicalsandpetroehemicals, leatherand
autormabiles, with employmentopportunitiesidentifiedin the manufacturingsector.

Textiles:Fundallocationfor TechnologyUpgradationFund(TUF)enhancedto Rs.5 bn; Rs. 189 croreallocatedfor Scheme
for IntegratedTextilesParks(SITP); Jute TechnologyMissionto belaunched;a National Jute Boardto beestablished.

Handlooms 100 moreclustersto beaddedto ClusterDevelopmernt;a'handloom'markto belaunched.



FoodProcessingndustry NABARDto createa refinancingwindoawith a corpusof Rs. 1,000 crore. National Institute of
FoodTechnologyEntrepreneurshipandManagementto besetup.

InformationTechnology:Hardwaremanufacturing: manufactureof semiconductorsandotherhightechnologyl T products
includingwafer, flat LCD/ Plasmapaneldisplaysandstoragedevises.

SmallandMediumEnterprise SMES) 180 itemsidentifiedfor dereservation; corpusof Credit GuaranteeFundto beraisedto
Rs.25 bnin fiveyears; Credit GuaranteeT rust for Small Industriesto bepropasedto reduceguaranteefeefrom?2.5%to
1.5%for all loans.

Theabovetexts havebeentakenfromtheofficial budgetdocumentandrelatedpublications
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