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® Potential output shows the level that could be achieved.

® |t is the level of output that an economy can produce at a constant inflation rate.

Can We Produce More than the Potential GDP

® Yes, an economy can temporarily produce more than its potential level of output.
® But it comes at the cost of rising inflation.

® WHAT ARE THE FACTORS ON WHICH POTENTIAL GDP DEPENDS

Potential output depends on the:
® Capital stock.

® Potential labour force (which depends on demographic factors and on participation rates).
® Non-accelerating inflation rate of unemployment (NAIRU).
® The level of labour efficiency.

Output Gap

® The output gap is an economic measure of the difference between the actual output of an economy
and its potential output.

® Just as GDP canrise or fall, the output gap can go in two directions: positive and negative.

® Neitherisideal.

+ve and -ve Output Gap

® A positive output gap occurs when actual output is more than full-capacity output.

® This happens when demand is very high and, to meet that demand, factories and workers operate far
above their most efficient capacity.

The four phases of an economic cycle

ES
GDP

Actual GDP

Potential GDP
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® A negative output gap occurs when actual output is less than what an economy could produce at full
capacity.

® A negative gap means that there is spare capacity, or slack, in the economy due to weak demand.

® An output gap suggests that an economy is running at an inefficient rate—either overworking or
underworking its resources.

Use of Potentlal GDP In Policymaking

® The output gap can play a central role in policymaking.
® For many central banks, maintaining full employment is a policy goal.
® Full employment corresponds to an output gap of zero.

® Nearly all central banks seek to keep inflation under control, and the output gap is a key determinant
of inflation pressure.

® Fiscal policy that is expansionary—that raises aggregate demand by increasing government spending
or lowering taxes— can be used to close a negative output gap.

® By contrast, when there is a positive output gap, contractionary or “tight” fiscal policy is adopted to
reduce demand and combat inflation through lower spending and/or higher taxes.

UPSC & Potential GDP
UPSC MAINS 2020

® Define potential GDP and explain its determinants.
® What are the factors that have been inhibiting India from realizing its potential GDP?

(Answer in 150 words) 10 Marks.

2. 11 Important Points Swaminathan Report

A Broad set of 11 recommendations
® Total five reports submitted. Through December 2004 - October 2006.

® 5th report focused on farmer suicides and farmer distress. It then recommends a National Policy for
Farmers.

® Causes for Farmers’ Distress-
v Unfinished land reforms.
v Quantity and Quality of water.
v Technology fatigue.
¥ Access, adequacy and timeliness of institutional credit.
v Opportunities for assured and remunerative marketing.
® Important Recommendation-

v Agriculture be inserted in the Concurrent List of the Constitution.
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® Recommendations on Land Reforms-
v Distribute ceiling-surplus and waste lands.

¥ Prevent diversion of prime agricultural land and forest to corporate sector for non-agricultural
purposes.

v Ensure grazing rights and seasonal access to forests to tribals and pastoralists, and access to
common property resources.

v Establish a National Land Use Advisory Service, which would have the capacity to link land use
decisions with ecological meteorological and marketing factors on a location and season specific
basis.

¥ Set up a mechanism to regulate the sale of agricultural land, based on quantum of land, nature of
proposed use and category of buyer.

® Recommendations on Irrigation-

¥ Increase water supply through rainwater harvesting.

¥ Recharge of the aquifer should become mandatory.

v "Million Wells Recharge" programme, specifically targeted at private wells should be launched.
® Recommendations on Credit and Insurance-

¥ Reduce rate of interest for crop loans to 4 per cent simple, with government support.

v Moratorium on debt recovery, including loans from non-institutional sources, and waiver of
interest on loans in distress hotspots and during calamities, till capability is restored.

v Establish an Agriculture Risk Fund to provide relief to farmers in the aftermath of successive
natural calamities.

¥ Issue Kisan Credit Cards to women farmers, with joint pattas as collateral.
v Develop an integrated credit-cum-crop-livestock-human health insurance package.

¥ Expand crop insurance cover to cover the entire country and all crops, with reduced premiums
and create a Rural Insurance Development Fund to take up development work for spreading rural
insurance.

® Recommendations on Food Security-

v Implement a universal public distribution system. Total subsidy required for this would be one per
cent of the GDP.

¥ Reorganise the delivery of nutrition support programmes on a life-cycle basis with the
participation of Panchayats and local bodies.

¥ Eliminate micronutrient deficiency induced hidden hunger through an integrated food cum
fortification approach.

v Promote the establishment of Community Food and Water Banks operated by Women Self-help
Groups (SHG), based on the principle ‘Store Grain and Water everywhere'.
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v Help small and marginal farmers to improve the productivity, quality and profitability of farm
enterprises and organize a Rural Non-Farm Livelihood Initiative.

v Formulate a National Food Guarantee Act continuing the useful features of the Food for Work
and Employment Guarantee programmes.

¥ By increasing demand for food grains as a result of increased consumption by the poor, the
economic conditions essential for further agricultural progress can be created.

® Recommendations on Farmers' Suicides-

v The National Rural Health Mission should be extended to suicide hotspotlocations on priority
basis.

v Set up State level Farmers' Commission with representation of farmers.

v Restructure microfinance policies to serve as Livelihood Finance, i.e. credit coupled with support
services in the areas of technology, management and markets.

v Decentralise water use planning and every village should aim at Jal Swaraj with Gram Sabhas
serving as Pani Panchayats.

v Ensure availability of quality seed and other inputs at affordable costs and at the right time and
place.

¥ Have a Price Stabilisation Fund in place to protect the farmers from price fluctuations.
v Need swift action on import duties to protect farmers from international price.
v Set up Village Knowledge Centres(VKCs) or Gyan Chaupalsin the farmers' distress hotspots.
¥ Public awareness campaigns to make people identify early signs of suicidal behaviour.
® Recommendations on Competitiveness-
¥ Promotion of commodity-based farmers' organisations.
¥ Improvement in implementation of Minimum Support Price (MSP).
v Arrangements for MSP need to be put in place for crops other than paddy and wheat.
¥ MSP should be at least 50% more than the weighted average cost of production.
¥ Availability of data about spot and future prices of commodities.

v State Agriculture Produce Marketing Committee Acts [APMC Acts] relating to marketing,
storage and processing of agriculture produce need to shift to one that promotes grading,
branding, packaging and development of domestic and international markets for local produce.

¥ Move towards a Single Indian Market.
® Recommendations on Employment-
¥ India must seek to achieve two things:
¥ Create productive employment opportunities..

v Improve the ‘quality' of employment.
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v The "net take home income" of farmers should be comparable to those of civil servants.
® Recommendations on Bio resources-

¥ Preserving traditional rights of access to biodiversity (access to non-timber forest products
including medicinal plants, gums and resins, oil yielding plants and beneficial micro-organisms).

v Conserving, enhancing and improving crops and farm animals as well as fish stocks through
breeding.

¥ Encouraging community-based breed conservation.

v Allowing export of indigenous breeds and import of suitable breeds to increase productivity of
nondescript animals.

JAN 09,2021
Swaminathan says MSP better than loan waiver

The protesting farmers, apart from a repeal of the laws, have also
demanded a law guaranteeing MSPs calculated using the C2 yardstick. The
farmers will hold the next round of negotiations with the Centre on
Eridaxr

UPSC & Swaminathan Report

® Countless Questions related with Agriculture in Mains and Prelims.

2018 Mains
3. “Een uuda g (qEe ume fle) R WM v wuwd #7 =EEm s gEm e W e o gm e 9
fou wen W wtm? (¥ 150 wedi 7 Hifaw)
What do you mean by Minimum Support Price (MSP)? How will MSP rescue the
farmers from the low income trap? (Answer in 150 words) 10
2019 Mains

5. wa geifaad ol - % a9 9 Fn: @ wme Bl v 2 wo we @l ¥ dveEl @
Wi 1 e wer @ wdan @? (IW 150 weat # #ifsm)

How was India benefitted from the contributions of Sir M. Visvesvaraya and
Dr. M. S. Swaminathan in the fields of water engineering and agricultural science
respectively? (Answer in 150 words) 10

3. Capital Formation

What is Capital Formation
® Seems Slightly Tough But It is Not.

® Capital is the key driver of growth in the economy.

\_ @ Investment or Gross Capital Formation (GCF) includes three elements: )
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v Gross Fixed Capital Formation (GFCF)

v Change in stocks

v Valuables (gold)

Components of Gross Fixed Capital Formation

Components of gross fixed capital formation (Per cent to GDP)

Government Household sector Private sector Public sector

2012-03-31 3.48 15.75 11.23 3.86
2013-03-31 3.41 14.63 11.79 3.61
2014-03-31 3.53 12.52 11.68 3.56
2015-03-31 3.55 12.06 11.02 3.45
2016-03-31 3.57 9.13 12.01 3.76
2017-03-31 3.76 9.09 12.29 3.40

Source: National Accounts Statistics, various years

GFCF - Gross Fixed Capital Formation

® The most important component is GFCF which means capital expenditure on machinery, equipment
and dwellings.

Broad Categories of Fixed Assets
® Broadly two types of fixed assets namely:

v Construction and Machinery & Equipment (including transport equipment, software, breeding
stock, draught animals, dairy cattle and the like) are covered.

Construction Activity

® |t covers all new constructions, major alterations and repairs.

® These could be related with buildings, highways, streets, bridges, culverts, railroad beds, railroads,
subways, airports, parking areas, dams, drainages, wells and other irrigation sources, water and
power projects, communication systems such as telephone and telegraph lines, land reclamations,
bunding and other land improvements; planting and cultivating new orchards (tea, coffee, rubber,
mango, cashew nut, areca nut, coconut, citrus, grapes and Sapota plantations); afforestation projects;
installation of wind energy systems etc.

Downturn in Investments in Dwellings and Structures
® A sharp downturn in investments in dwellings and structures leads to slowdown in construction
sector activities, which then feeds into slowdown in various allied sectors, such as steel and cement.

Exceptions

® Construction for military purposes (other than construction or alteration of family dwellings for
military personnel), defence equipment, durable goods in the hands of the households and increase in
the stocks of defence materials are excluded from the scope of gross capital formation.

® However, capital outlays of defence enterprises on ordinance and clothing factories are included.

\_ W,
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Components of household sector investment (Percent to GDP)

Dwellings and buildings Equipment

2012-03-31 12.85 2.82
2013-03-31 11.61 2.96
2014-03-31 11:11 1.34
2015-03-31 10.24 1.75
2016-03-31 T.2¢ 1.79
2017-03-31 6.77 2.24

Source: National Accounts Statistics, various years

Change in Stocks

® Change in stocks during a period of account means the increase in stocks of inventories.

3 stages of Capital Formation

® Creation of Savings
® Effective Mobilization of Savings

® Investment of Savings

Some Important Points to Remember - 1
® The estimation follows the domestic concept, whereby, only additions made to stocks of fixed assets

and inventories within the geographical boundary of the country have been taken into account.

® Accordingly, the GCF refers to gross domestic capital formation (GDCF).

Details

® The estimates of GCF for the economy as a whole, include all relevant items of new capital goods
which are produced domestically (exclusive of exports) and new and second-hand imported goods.

® According to internationally accepted accounting principles, imports should include the outlays of the
embassies, consulates and other extra-territorial establishments of the government of the given
country, on new fixed assets reduced by the net sales of their second-hand and scrapped assets in
foreign countries.

® Similarly, the net outlays of foreign embassies, consulates and other diplomatic bodies located in a
country, on fixed assets produced within the country, are to be recorded in the exports and not in the
gross fixed capital formation (GFCF) of the given country.

® The fixed capital outlays of international agencies located in the country are to be treated in an
identical manner.
Some Important Points to Remember - 2

® Additions to non-reproducible tangible assets such as land, mineral deposits and the natural growth
of standing timber or crops have not been included in GCF.

\_ _J
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® However, outlays on improvement of land and development or
extension of mining sites, timber tracts and plantations are taken oo o
as part of capital formation.

private corporate sector
household sector

valuables

. Gross fixed capital formation
.1 public sector

.1.1 construction

.1.2 machinery & equipment

.2 private corporate sector
.2.1 construction
ol
3
3s
w3

BWN -

® The outlays on incomplete construction works incurred during
the period are included in the estimates of fixed assets.

Some Important Points to Remember - 3 2 machinery & equipment
household sector

1 construction
2 machinery & equipment

NNNNNNNNNNSS -

® Inventories consist of materials and supplies; work-in-progress;
finished products; and goods in the possession of producers and
dealers.

hange in stock
public sector
private corporate sector
household sector

Wwww
WN A

® Stocks of strategic materials, grains and other commodities of
special importance to the nation, in the possession of government
are alsoincluded in the estimates of change in stocks.

Less consumption of fixed capital
1  public sector

2 private corporate sector

3 household sector

PN

5.Net capital formation

5.1 public sector

5.2 private corporate sector
5.3 household sector

Recent Trends

6. Errors & i
7. Net capital formation adjusted for errors &

® Moderation in GFCF, a measure of fixed asset creation raises

8. Gross capital formation adjusted for errors &

/

LABEL

concerns about growth of output in the economy.

Other Aspects of Capital Formation

® Capital formation does not only refer to the development of physical goods but also to the
development of human capital. Like education, health, developing skills, etc

Important Related Terms
® Capital Output Ratio (COR)
® |ncremental Capital Output Ratio (ICOR)

® Which one is better: Low ICOR or High ICOR?

Capital Formation & UPSC
LUPSC Mains 2020 )
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® Explain the meaning of investment in an economy in terms of capital formation. Discuss the factors to
be considered while designing a concession agreement between a public entity and a private entity.
(Answer in 250 words) 15 Marks.

4. Global Hunger Index

® The Global Hunger Index (GHI) is a tool for comprehensively measuring and tracking hunger at global,
regional, and national levels.

® The Global Hunger Index is a peer-reviewed annual report, jointly published by Concern Worldwide
and Welthungerhilfe, designed to comprehensively measure and track hunger at the global, regional,
and country levels.

Components

® GHI scores are based on the values of four component indicators:

® Undernourishment (share of the population with insufficient caloric intake)

—> Measures —> Death is the most

inadequate food serious consequence A
supply, an important of hunger, and children o
indicator of hunger are the most vulnerable %
—> Refers to the entire —> Improves the GHI's ability to 73\
population, both children reflect micronutrient >
and adults deficiencies (:\
—> Used as a lead —> Wasting and stunting o
indicator for only partially capture b
international GHI the mortality risk of ?4
hunger targets, C 0 M POS ITIO N undernutrition m

including the : :
SDGs 3 dimensions

4 indicators

—> Goes beyond calorie availability,
considers aspects of diet quality and utilization

—> Children are particulary vulnerable to nutritional deficiencies

- Is sensitive to uneven distribution of food within
the household

4 —> Stunting and wasting are nutrition

s indicators for the SDGs AN
"/4,c
/6 s“o“
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® Child wasting (share of children under age five who have low weight for their height, reflecting acute
undernutrition)

® Child stunting (share of children under age five who have low height for their age, reflecting chronic
undernutrition)

® Child mortality (mortality rate of children under age five, partly reflecting the fatal mix of inadequate
nutrition and unhealthy environments)

Based on the values of the four indicators, the GHI determines hunger on a 100-point scale where O is the
best possible score (no hunger) and 100 is the worst.

Each country’s GHI score is classified by severity, from low to extremely alarming.

GHI Severity Scale

10.0-19.9 20.0-34.9 2500
moderate serious extremely alarming

Global Hunger Index & India

® In the 2020 Global Hunger Index, India ranks 94th out of the 107 countries with sufficient data to
calculate 2020 GHl scores.

® With ascore of 27.2, India has a level of hunger that is serious
® According to the report, 14 per cent of India’s population is undernourished.
® Also, India recorded a child stunting rate of 37.4 per cent.

® Stunted children are those who have a “low height for their age, reflecting chronic undernutrition”.

Important Terms

® Hunger is usually understood to refer to the distress associated with a lack of sufficient calories. The
Food and Agriculture Organization of the United Nations (FAO) defines food deprivation, or
undernourishment, as the consumption of too few calories to provide the minimum amount of dietary
energy that each individual requires to live a healthy and productive life, given that person’s sex, age,
stature, and physical activity level.

® Undernutrition goes beyond calories and signifies deficiencies in any or all of the following: energy,
protein, and/ or essential vitamins and minerals. Undernutrition is the result of inadequate intake of
food in terms of either quantity or quality, poor utilization of nutrients due to infections or other
ilinesses, or a combination of these factors. These, in turn, are caused by a range of factors, including
household food insecurity; inadequate maternal health or childcare practices; or inadequate access to
health services, safe water, and sanitation.

® Malnutrition refers more broadly to both undernutrition (problems caused by deficiencies) and
overnutrition (problems caused by unbalanced diets, such as consuming too many calories in relation
to requirements with or without low intake of micronutrient-rich foods).

® Taken together, the component indicators reflect deficiencies in calories as well as in micronutrients.

\
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l Alarming 35.0-49.9 Serious 20.0-34.9 Moderate 10.0-19.9 l Lows9.9 . Not included or insufficient data (see Appendix A and Box 1.3 for details)

5. 15th Finance Commission Report

December 2019.

About the Finance Commission

® Article 280 of the Constitution requires that a Finance Commission be constituted to recommend
® the distribution of the net proceeds of taxes between the Centre and states, and among the states.

® |tisto address:

federal government and the states

on centre-state financial relations.

® The 15th Finance Commission (Chair: Mr. N. K. Singh) was required to submit two reports.
Parliament in February 2020.

February 1,2021.

\Key recommendations in the report for 2021-26 include

/e
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® The report of the Fifteenth Finance Commission, along with an Action Taken Report, was tabled in
Parliament. The Commission, headed by N K Singh, had submitted its Report to the President in

® The vertical imbalance between the taxation powers and expenditure and responsibilities of the

® The horizontal imbalance, or inequality, between states that were at different stages of development.

® The Finance Commission is a constitutional body formed by the President of India to give suggestions

v The first report, consisting of recommendations for the financial year 2020-21, was tabled in

v The final report with recommendations for the 2021-26 period was tabled in Parliament on

~
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14 FC 15 FC 15 FC
Criteria

2015-20 2020-21 2021-26
Income Distance 50.0 45.0 45.0
Area 15.0 15.0 15.0
Population (1971) 17.5
Population (2011)~ 10.0 15.0 15.0
Demographic Performance - 12.5 12.5
Forest Cover 7.5
Forest and Ecology - 10.0 10.0
Tax and fiscal efforts* - 2.5 2.5
Total 100 100 100

Share of states in central taxes

® The share of states in the central taxes for the 2021-26 period is recommended to be 41%, same as

that for 2020-21.

® This is less than the 42% share recommended by the 14th Finance Commission for 2015-20 period.

The adjustment of 1% is to provide for the newly formed union territories of Jammu and Kashmir, and
Ladakh from the resources of the centre.

Criteria for devolution
® 14th FC used the term “demographic change” which was defined as Populationin 2011.

® The report for 2020-21 used the term “tax effort”, the definition of the criterion is same.On horizontal

devolution, while XVFC agreed that the Census 2011 population data better represents the present
need of States, to be fair to, as well as reward, the States which have done better on the demographic
front, XVFC has assigned a 12.5 per cent weight to the demographic performance criterion.

XVFC has re-introduced tax effort criterion to reward fiscal performance.

Income distance: Income distance is the distance of a state’s income from the state with the highest
income. Income of a state has been computed as average per capita GSDP during the three-year
period between 2016-17 and 2018-19. A state with lower per capita income will have a higher share
to maintain equity among states.

Demographic performance: The Terms of Reference of the Commission required it to use the
population data of 2011 while making recommendations. Accordingly, the Commission used 2011
population data for its recommendations. The demographic performance criterion has been used to
reward efforts made by states in controlling their population. States with a lower fertility ratio will be
scored higher on this criterion.

Forest and ecology: This criterion has been arrived at by calculating the share of the dense forest of
each state in the total dense forest of all the states.

Tax and fiscal efforts: This criterion has been used to reward states with higher tax collection
efficiency. It is measured as the ratio of the average per capita own tax revenue and the average per
capita state GDP during the three years between 2016-17 and 2018-19.

Grants

\_ @ Over the 2021-26 period, the following grants will be provided from the centre’s resources:

_J
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® Revenue deficit grants: 17 states will receive grants worth Rs 2.9 lakh crore to eliminate revenue
deficit.

® Sector-specific grants: Sector-specific grants of Rs 1.3 lakh crore will be given to states for eight
sectors: (i) health, (ii) school education, (iii) higher education, (iv) implementation of agricultural
reforms, (v) maintenance of PMGSY roads, (vi) judiciary, (vii) statistics, and (viii) aspirational districts
and blocks. A portion of these grants will be performance-linked.

® State-specific grants: The Commission recommended state-specific grants of Rs 49,599 crore.

® These will be given in the areas of: (i) social needs, (ii) administrative governance and infrastructure,
(iii) water and sanitation, (iv) preservation of culture and historical monuments, (v) high-cost physical
infrastructure, and (vi) tourism.

® The Commission recommended a high-level committee at state-level to review and monitor
utilisation of state-specific and sector-specific grants.

® Grants to local bodies: The total grants to local bodies will be Rs 4.36 lakh crore (a portion of grants to
be performance-linked) including: (i) Rs 2.4 lakh crore for rural local bodies, (ii) Rs 1.2 lakh crore for
urban local bodies, and (iii) Rs 70,051 crore for health grants through local governments.

® The grants to local bodies will be made available to all three tiers of Panchayat- village, block, and
district.

® The health grants will be provided for: (i) conversion of rural sub-centres and primary healthcare
centres (PHCs) to health and wellness centres (HWCs), (ii) support for diagnostic infrastructure for
primary healthcare activities, and (iii) support for urban HWCs, sub-centres, PHCs, and public health
units at the block level.

® Grants to local bodies (other than health grants) will be distributed among states based on population
and area, with 90% and 10% weightage, respectively.

Important for Mains

® The Commission has prescribed certain conditions for availing these grants (except health grants).
The entry-level criteria include: (i) publishing provisional and audited accounts in the public domain
and (ii) fixation of minimum floor rates for property taxes by states and improvement in the collection
of property taxes (an additional requirement after 2021-22 for urban bodies).

@ No grants will be released to local bodies of a state after March 2024 if the state does not constitute
State Finance Commission and act upon its recommendations by then.

Disaster risk management

® The Commission recommended retaining the existing cost-sharing patterns between the centre and
states for disaster management funds.

® The cost-sharing pattern between centre and states is: (i) 90:10 for north-eastern and Himalayan
states, and (ii) 75:25 for all other states.

® State disaster management funds will have a corpus of Rs 1.6 lakh crore (centre’s share is Rs 1.2 lakh
crore).

Fiscal roadmap

\_ _J
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® Fiscal deficit and debt levels: The Commission suggested that the centre bring down fiscal deficit to
4% of GDP by 2025-26.

L Sleepy Classes)
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® For states, it recommended the fiscal deficit limit (as % of GSDP) of: (i) 4% in 2021-22, (ii) 3.5% in
2022-23, and (iii) 3% during 2023-26.

® |f a state is unable to fully utilise the sanctioned borrowing limit as specified above during the first
four years (2021-25), it can avail the unutilised borrowing amount (calculated in rupees) in
subsequent years (within the 2021-26 period).

® Extra annual borrowing worth 0.5% of GSDP will be allowed to states during first four years
(2021-25) upon undertaking power sector reforms including:

v Reduction in operational losses

v Reduction in revenue gap

v Reduction in payment of cash subsidy by adopting direct benefit transfer
v Reduction in tariff subsidy as a percentage of revenue.

® The Commission observed that the recommended path for fiscal deficit for the centre and states will
result in a reduction of total liabilities of: (i) the centre from 62.9% of GDP in 2020-21 to 56.6% in
2025-26, and (ii) the states on aggregate from 33.1% of GDP in 2020-21 to 32.5% by 2025-26.

® |t recommended forming a high-powered inter-governmental group to:
¥ review the Fiscal Responsibility and Budget Management Act (FRBM)
v Recommend a new FRBM framework for centre as well as states, and oversee its implementation.

Revenue mobilisation

® Income and asset-based taxation should be strengthened.

® To reduce excessive dependence on income tax on salaried incomes, the coverage of provisions
related to tax deduction and collection at source (TDS/TCS) should be expanded.

® Stamp duty and registration fees at the state level have large untapped potential.

® Computerised property records should be integrated with the registration of transactions, and the
market value of properties should be captured.

® State governments should streamline the methodology of property valuation.

GST

® The inverted duty structure between intermediate inputs and final outputs present in GST needs
to be resolved.

® Revenue neutrality of GST rate should be restored which has been compromised by multiple rate
structure and several downward adjustments.

® Rate structure should be rationalised by merging the rates of 12% and 18%.

@ States need to step up field efforts for expanding the GST base and for ensuring compliance.

Financial management practices
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® A comprehensive framework for public financial management should be developed.

® An independent Fiscal Council should be established with powers to assess records from the centre
as well as states. The Council will only have an advisory role.

® A time-bound plan for phased adoption of standard-based accounting and financial reporting for both
centre and states should be prepared while eventual adoption of accrual-based accounting is being
considered.

® The centre as well as states should not resort to off-budget financing or any other non-transparent
means of financing for any expenditure.

® A standardised framework for reporting of contingent liabilities should be devised. Both centre and
states should strive to improve the accuracy and consistency of macroeconomic and fiscal
forecasting.

On States

® States should amend their fiscal responsibility legislation to ensure consistency with the centre’s
legislation, in particular, with the definition of debt.

® States should have more avenues for short-term borrowings other than the ways and means
advances, and overdraft facility from the Reserve Bank of India.

® States may form an independent debt management cell to manage their borrowing programmes
efficiently.

Other recommendations

® Health: States should increase spending on health to more than 8% of their budget by 2022. Primary
healthcare expenditure should be two-thirds of the total health expenditure by 2022. Centrally
sponsored schemes (CSS) in health should be flexible enough to allow states to adapt and innovate.
Focus of CSS in health should be shifted from inputs to outcome. All India Medical and Health Service
should be established.

® Funding of defence and internal security: A dedicated non-lapsable fund called the Modernisation
Fund for Defence and Internal Security (MFDIS) will be constituted to primarily

® bridge the gap between budgetary requirements and allocation for capital outlay in defence and
internal security. The fund will have an estimated corpus of Rs 2.4 lakh crore over the five years
(2021-26). Of this, Rs 1.5 lakh crore will be transferred from the Consolidated Fund of India. Rest of
the amount will be generated from measures such as disinvestment of defence public sector
enterprises, and monetisation of defence lands.

® Centrally-sponsored schemes (CSS): A threshold should be fixed for annual allocation to CSS below
which the funding for a CSS should be stopped (to phase out CSS which outlived its utility or has
insignificant outlay). Third-party evaluation of all CSS should be completed within a stipulated
timeframe. Funding pattern should be fixed upfront in a transparent manner and be kept stable.

® (Note: Under Central sector schemes, it is 100% funded by the Union government and implemented
by the Central Government machinery.
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® Central sector schemes are mainly formulated on subjects from the Union List.In addition, the Central
Ministries also implement some schemes directly in States/UTs which are called Central Sector
Schemes but resources under these Schemes are not generally transferred to States.

® Under Centrally Sponsored Scheme (CSS) a certain percentage of the funding is borne by the States in
the ratio of 50:50, 70:30, 75:25 or 90:10 and the implementation is by the State Governments.)

6. Central Bank Digital Currency CBDC

CBDC

® |t is alegal tender and the Central bank’s liability in digital form appearing in its balance sheet.
® |t has the backing of the Central Bank and the Sovereign.
® Legal Tender means that this is a recognized currency under law as a means of payment/settlement.

® CBDC is aform of electronic currency which can be exchanged at par with similarly denominated cash
and traditional deposit.

® [t is another variant of the fiat money (currency) which central banks traditionally issue.
® |t carries the same promise like a traditional currency note.

RBI & CBDC

® The RBI issuing a CBDC would be equivalent to converting the entire INR in the economy to complete
digital format, which will be backed and issued by the RBI.

Who All Can Access CBDC

® At present, access to central bank money is limited to commercial banks or certain qualified financial
institutions.

® (Only those financial institutions whose credits and debits are settled in the accounts of the central
bank using the reserves kept with the central bank.)

® The physical currency/cash is also a liability of the central bank held in retail form by general public.

® CBDC will be the third variant wherein the CBDC-using general public directly holds claims against
central bank.

® This raises questions for commercial bank based intermediation and monetary policy administration.
Types

® CBDC can take two forms broadly:

® Wholesale CBDC:

v This type of CBDC is used for interbank payments and held by financial institutions. One can say
that such type of CBDC already has a loose existence in India.

® Retail CBDC:
v This type of CBDC is for general public.

v Itis a token which can exist alongside physical cash and commercial bank money.
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India’s stand on CBDC

® RBI has in the past cautioned against the usage of crypto currencies in general.

® However, taking note of the rapid development in the field of digital and crypto currencies, the RBI
has stated that it is working on the need to introduce digital currency (CBDC) in India and if yes, the
possible steps to operationalize the same.

® In 2018, the RBI banned commercial banks from trading in crypto currencies as well as from
facilitating the players from trading and exchanging crypto currencies.

® However, the Supreme Court of India quashed this ban in March 2020 on grounds of the circular
being unreasonable.

® Since then, crypto currency and crypto exchanges have been working in regulatory vacuum.

The Cryptocurrency and Regulation of Official Digital Currency Bill 2021

® The 2021 budget session of the Parliament is considering introduction and passage of “The
Cryptocurrency and Regulation of Official Digital Currency Bill 2021”.

® The essence of this bill is to create a facilitative framework for issuance of digital currency and to
prohibit all private crypto currencies in India with certain exceptions to promote the underlying
technology of crypto currencies in India.
CBDC in other Economies

® The Bank of England can be considered as the first Central Bank pioneered with the introduction of
CBDCin 2014. China s likely to be the first economy to issue retail CBDC.

® China carried out a test run of the Chinese CBDC by paying salaries for their government employees
as CBDC in their wallets.

® The Swedish Central Bank (Riksbank) is also looking forward to the issuance of the digital version of
Swedish Krona (e-Krona).

® Turkey has initiated R&D for having their digital currency and aims to start pilots in the second half of
2021.

® |n a recent Bank for International Settlements (BIS) Paper, it was observed that 86% of the 65
respondent Central banks are engaged in research or some kind of experimentation in CBDCs.

Opportunities and Risks

® Central banks could perhaps target monetary stimulus better as individual beneficiaries and
vulnerable sections could be identified quickly and assisted during times of economic stress.

® These extensive powers with the central bank may spark privacy concerns, especially authoritarian
governments can use it to keep track of all transactions and exercise more control over the public.

® There are implications for monetary policy too.

® For advanced economies, negative interest rates may become easier to implement as digital fiat can
be directly programmed to do so.

® That is, assuming physical cash is done away with. Otherwise, savers could just hoard physical cash.

SICCPV Classes OT.me/SIeepyCIassQ
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® (It pays to note that deeply negative rates can undermine confidence in the currency and prompt a
rush to gold or other such assets.)

® The central bank could be compelled to accept the risky role of a financial intermediary during times
of crisis, as all funds are likely to flow into its books.

® |ssuance and withdrawal limits could perhaps help address some of these vulnerabilities, but not all.

7. Whatis aSCB

® Any bank which is listed in the 2nd schedule of the Reserve Bank of India Act, 1934.

® The list includes the State Bank of India and its subsidiaries (like State Bank of Travancore), all
nationalised banks (Bank of Baroda, Bank of India etc), regional rural banks (RRBs), foreign banks
(HSBC Holdings Plc, Citibank NA) and some co-operative banks.

® Please see that Co-Operative banks are also part of Scheduled Banks, but they are mostly run on no-
profit, no-loss mandate.

What all Banks are included RESERVE BANK OF INDIA )
Cenlral bank and supreme monetary authorily
® Scheduled Public Sector Banks

Scheduled banks
® Scheduled Private Sector Banks

Commercial baks - Co-opeatives
® Scheduled Small Finance Banks —
Fu ¥i!3_ : Re—:;..::l e Urb ti1ate
Scheduled Payments Banks Ee canks eSS Wo;,"e',_;,,.,,s
= e ik
® Scheduled Regional Rural Banks
® Scheduled Foreign Banks in India
fubnz s-.::_?_i?r anks Favaie si;‘z)l::»r Danks
To Qualify as a Scheduled Bank .
® Paid up capital and collected funds of o ) o Son
the bank must not be less than Rs5
lakh
Hiate bank of iIndia 2 @
® These banks are eligible for loans and associa banks allibens it
from the Reserve Bank of India at
bank rate

® They are given membership to clearing houses

SCBs & LAF

® Liquidity Adjustment Facility (LAF) is a facility extended by the Reserve Bank of India to the
scheduled commercial banks (excluding RRBs) and primary dealers.

® |t is given so as to avail of liquidity in case of requirement or park excess funds with the RBI in case of
excess liquidity on an overnight basis against the collateral of Government securities including State
Government securities.

CRR & LAF
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® As per the RBI Act 1934, all Scheduled Commercial Banks (that includes public and private sector
banks, foreign banks, regional rural banks and co-operative banks) are required to maintain a cash
balance on average with the RBI on a fortnightly basis to cater to the CRR requirement.

® Non Bank Financial Corporations (NBFCs) are outside the purview of this reserve requirement.

® Act also authorizes RBI to stipulate an additional or incremental CRR, which, however, has not been
putin place by RBI.

8. 10 Important Terms of Monetary Policy

® The Terms

v Repo Rate

v Reverse Repo Rate

¥ Liquidity Adjustment Facility (LAF)
v Marginal Standing Facility (MSF)

v Corridor

v Bank Rate

v Cash Reserve Ratio (CRR)

¥ Statutory Liquidity Ratio (SLR)

v Open Market Operations (OMOs)
v Market Stabilisation Scheme (MSS)

Repo Rate

® The (fixed) interest rate at which the Reserve Bank provides overnight liquidity to banks against the
collateral of government and other approved securities under the liquidity adjustment facility (LAF).

Reverse Repo Rate
® The (fixed) interest rate at which the Reserve Bank absorbs liquidity, on an overnight basis, from
banks against the collateral of eligible government securities under the LAF.
Liquidity Adjustment Facility (LAF)

® The LAF consists of overnight as well as term repo auctions.

® Progressively, the Reserve Bank has increased the proportion of liquidity injected under fine-tuning
variable rate repo auctions of range of tenors.

® The aim of term repo is to help develop the inter- bank term money market, which in turn can set
market based benchmarks for pricing of loans and deposits, and hence improve transmission of
monetary policy.

® The Reserve Bank also conducts variable interest rate reverse repo auctions, as necessitated under
the market conditions.

Marginal Standing Facility (MSF)
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® A facility under which scheduled commercial banks can borrow additional amount of overnight
money from the Reserve Bank by dipping into their Statutory Liquidity Ratio (SLR) portfolio up to a
limit at a penal rate of interest.

® This provides a safety valve against unanticipated liquidity shocks to the banking system.

Corridor

® The MSF rate and reverse repo rate determine the corridor for the daily movement in the weighted
average call money rate.
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Bank Rate

® |t is the rate at which the Reserve Bank is ready to buy or rediscount bills of exchange or other
commercial papers.

® The Bank Rate is published under Section 49 of the Reserve Bank of India Act, 1934.

® This rate has been aligned to the MSF rate and, therefore, changes automatically as and when the
MSF rate changes alongside policy repo rate changes.

Cash Reserve Ratio (CRR)

® The average daily balance that a bank is required to maintain with the Reserve Bank as a share of such
per cent of its Net demand and time liabilities (NDTL) that the Reserve Bank may notify from time to
time in the Gazette of India.

Statutory Liquidity Ratio (SLR)

® The share of NDTL that a bank is required to maintain in safe and liquid assets, such as,
unencumbered government securities, cash and gold.

® Changes in SLR often influence the availability of resources in the banking system for lending to the
private sector.

Open Market Operations (OMOs)
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® These include both, outright purchase and sale of government securities, for injection and absorption
of durable liquidity, respectively.

Market Stabilisation Scheme (MSS)
® This instrument for monetary management was introduced in 2004.

® Surplus liquidity of a more enduring nature arising from large capital inflows is absorbed through sale
of short-dated government securities and treasury bills.

® The cash so mobilised is held in a separate government account with the Reserve Bank.

9. Production Linked Incentives Scheme
What is the PLI Scheme ?

® Production-Linked Incentive
or PLI scheme is a scheme
that aims to give companies
incentives on incremental
sales from products
manufactured in domestic
units.

® PLIs are provided by the Central government to
identified sectors, in order to encourage
manufacturing in India.

® The scheme invites foreign companies to set up units
in India while also aiming to encourage local
companies to set up or expand existing
manufacturing units.

® |t will also generate more employment and cut down
the country's reliance on imports from other
countries.

How does the scheme work ?

® Companies registered in India and having one or more
manufacturing locations in the country are eligible for
the scheme.

Production=Linked
Incentive Scheme

® These companies receive an incentive in the form of a
cash subsidy on the new sales of goods manufactured in
India for about five years from the base year.

® The incentive is tied to incremental investments made
during the period.

Start of the Scheme
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® As a part of the National Policy on Electronics, In April 2020, the IT Ministry notified a scheme which
would give incentives of 4-6% to electronics companies which manufacture mobile phones and other
electronic components (such as transistors, diodes, thyristors, resistors, capacitors and nano-
electronic components such as micro electromechanical systems).

® According to the scheme, companies that make mobile phones which sell for a certain value or more
will receive an incentive of up to 6 per cent on incremental sales of all such mobile phones made in
India.

Benefits of the Scheme
® The scheme is believed to attract foreign investment in the sector, while also encouraging domestic

mobile phone makers to expand their units and presence in India.

® Previously, the PLI Scheme was for select sectors such as mobile phones and allied equipment
manufacturing, pharmaceutical ingredients and medical devices.

v To protect identified product areas
v To introduce non-tariff measures that make imports more expensive.

v To acknowledge the relevance of exports in overall growth strategy but focus more on the domestic
market

v To promote manufacturing at home by offering production incentives and encourage investments
both from within and outside.

Expanding Reach  ALLEVMi.[3d,[34
Scheme proposed to be extended to: m

Textiles, food India has core Make domestic mfg

processing, auto  competencein 2. s,
COMPOnents, these sectors compefitive & efficient

battery mfg & 1 =
NeIWOrK products ;_: o1 B Create economies of scale

Fiscalincentives worth ; 50000;; Make India part of

likely onincremental production % Blobal supply chain

---------------------

HOW WILL IT HELP? cd  Attract investmentin

Attract ‘Helpdraw  Help core mfg & cutting edge tech

inves ' : them = _
QY%';'E"“ i?m‘;rmm |penerrate Competitive mfg would in

S ——— sy IO turn lift exports
Croato hio nlaverc in India : MArkes

Eligibility criteria of the PLI scheme
® Companies have to be registered in India.
® An applicant must meet threshold criteria (i.e. incremental investment) that is a minimum of INR 10

crore (MSME) or INR 100 crore (Others) and a maximum of INR 1000 crore to be eligible for
disbursement of incentive.

_J
Available on App Store www.sleepyclasses.com

22 and Play Store Call 6280133177




@Slecpu Classes oT.me/SIeepyCIassQ

Free. Regular. Quality.

Production-Linked Incentive (PLI) Scheme
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® To meet the threshold criteria of Incremental Investment for any year, the cumulative value of
investment done till such year (including the year under consideration) over the Base Year (2019-20)
shall be considered.

® Some sectors also

have threshold = =
irnclia BEccoming Glaobh=al
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locations in the

® Any additional
expenditure incurred
by companies on
plant, machinery, equipment, research and development and transfer of technology for manufacture
in the target segments will be eligible for the incentive scheme.

Some additional points to consider
® PLI aims to encourage local manufacturing alongwith other initiatives like 15 per cent tax rate for new
manufacturing companies, increase in import duties on various goods.
® PLI also provides an opportunity for India to take on China in the global supply chain.

® PLI for solar PV panels will reduce the import dependence.

® The domestic electronics hardware manufacturing sector faces lack of a level playing field vis-a-vis
competing nations.

® The sector suffers disability of around 8.5% to 11% on account of lack of adequate infrastructure,
domestic supply chain and logistics; high cost of finance; inadequate availability of quality power;
limited design capabilities and focus on R&D by the industry; and inadequacies in skill development.
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10.Prompt Corrective Action Framework (PCA)

Impact of PCA

What are PCA Norms ?

Three Risk Thresholds

Two type of Restrictions

RBI & Regulatory Trigger Points

® The vision of National Policy on Electronics 2019 (NPE 2019) aimed to position India as a global hub
for Electronics System Design and Manufacturing (ESDM) by encouraging and driving capabilities in
the country for developing core components and creating an enabling environment for the industry to
compete globally.

® Scheme is also applicable on Assembly, Testing, Marking and Packaging (ATMP) units of electronics.

® |f PCA is triggered Banks are not allowed to renew or access costly deposits or take steps to increase
their fee-based income.

® Banks will also have to launch a special drive to reduce the stock of NPAs and contain generation of
fresh NPAs.

® They will also not be allowed to enter into new lines of business.

® RBI also imposes restrictions on the bank on borrowings from interbank market.

® PCA norms allow the regulator to place certain restrictions such as halting branch expansion and
stopping dividend payment.

® |t can even cap a bank’s lending limit to one entity or sector.

® Other corrective action that can be imposed on banks include special audit, restructuring operations
and activation of recovery plan.

® Banks’ promoters can be asked to bring in new management, too. The RBI can also supersede the
bank’s board.

® The PCA is invoked when certain risk thresholds are breached.

® There are three risk thresholds which are based on certain levels of asset quality, profitability, capital
and the like.

® The third such threshold, which is maximum tolerance limit, sets net NPA at over 12 per cent and
negative return on assets for four consecutive years.

® There are two type of restrictions:
v Mandatory
v Discretionary
® Mandatory: Restrictions on dividend, branch expansion, directors' compensation.

® Discretionary: Restrictions could include curbs on lending and deposit.
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® The Reserve Bank has specified certain regulatory trigger points, as a part of prompt corrective action
(PCA) Framework, in terms of three parameters, i.e.

v Capital to risk weighted assets ratio (CRAR)
v Net non-performing assets (NPA)
v Return on Assets (RoA),

® For initiation of certain structured and discretionary actions in respect of banks hitting such trigger
points.

Important Points

® The PCA framework is applicable only to commercial banks and not extended to co-operative banks,
non-banking financial companies (NBFCs) and FMIs.

RISK THRESHOLDS AND CORRECTIVE ACTIONS

RESTRICTION ON DIVIDEND /  IN ADDITION OF ACTIONS RESTRICTIONS ON DIVIDEND),
ISTRIBUTION/REMITTANCE UNDER RISK THRESHOLD 1,
OF PROFITS. RESTRICTIONS ON BRANCH
EXPANSION
MORE CAPITAL TO BE RESTRICTIONS ON BRANCH
BROUGHT IN BY OWNER / EXPANSION - DOMESTIC / OR RESTRICTIONS ON
PROMOTERS IN CASE OF OVERSEAS MANAGEMENT COMPENSATION
FOREIGN BANKS, AND DIRECTOR'S FEES,
HIGHER PROVISIONS AS PART
DISCRETIONARY ACTIONS By OF COVERAGE REGIME DISCRETIONARY ACTIONS BY
REGULATOR, REGULATOR.
DISCRETIONARY ACTIONS Y
REGULATOR,
- Y
www.sleepyclasses.com Available on App Store

Call 6280133177 and Play Store 25



Free. Regular. Quality.

S _ ) T.me/SleepyClasses @Slccpy Classes

11.Consolidated Sinking Fund

® A sinking fund is a kind of fund in which a fixed amount is |
deposited at a regular interval. So the sinking fund is like a
recurring deposit.

® After some years this fund turns into a huge collection of funds
that are further used to repay the previous debt taken by the
government or a company.

Background

® The Fund was first proposed by Tenth Finance Commission and
was formed in the year 1999-2000,

@ Initially, 11 States — Andhra Pradesh, Arunachal Pradesh, Assam, Chhattisgarh, Goa, Maharashtra,
Meghalaya, Mizoram, Tripura, Uttaranchal and West Bengal — set up sinking funds.

® Later, the 12th Finance Commission (2005-10) recommended that all States should have sinking
funds for amortisation of all loans, including loans from banks, liabilities on account of NSSF National
Small Saving Fund), etc.

Features

® The fund should be maintained outside the consolidated fund of the States and the public account.
® |t should not be used for any other purpose, except for redemption of loans.

® As per the scheme, State governments could contribute 1-3% of the outstanding market loans each
year to the Fund.

® The Fund is administered by the Central Accounts Section of RBI Nagpur.

® At present 23 states have set up consolidated sinking funds

Whatisan NFT?

® NFT stands for non-fungible token.
® |n economics, a fungible asset is something with units that can be readily interchanged - like money.
® With money, you can swap a £10 note for two £5 notes and it will have the same value.

® However, if something is non-fungible, this is impossible - it means it has unique properties so it
cannot be interchanged with something else.

® |t could be a house, or a painting such as the Mona Lisa, which is one of a kind.
® You can take a photo of the painting or buy a print but there will only ever be the one original painting.

® NFTs are "one-of-a-kind" assets in the digital world that can be bought and sold like any other piece of
property, but they have no tangible form of their own.

® The digital tokens can be thought of as certificates of ownership for virtual or physical assets.

12.Non- Fungible Token (NFT)
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ow do NFTs work ?

® Traditional works of art such as paintings are valuable because they are one of a kind.
® But digital files can be easily and endlessly duplicated.

® With NFTs, artwork can be "tokenised" to create a digital certificate of ownership that can be bought
and sold.

® As with crypto-currency, a record of who owns what is stored on a shared ledger known as the
blockchain.

® The records cannot be forged because the ledger is maintained by thousands of computers around
the world.

® NFTs can also contain smart contracts that may give the artist, for example, a cut of any future sale of
the token.

What's stopping people copying the digital art ?

® Nothing. Millions of people have seen Beeple's art that sold for $69m and the image has been copied
and shared countless times.

® In many cases, the artist even retains the copyright ownership of their work, so they can continue to
produce and sell copies.

® But the buyer of the NFT owns a "token" that proves they own the "original" work.

® Some people compare it to buying an autographed print.

People are paying millions of dollars for tokens ?

® Yes. It's as wild as it sounds.

How much are NFTs worth ?

® In theory, anybody can tokenise their work to sell as an NFT but interest has been fuelled by recent
headlines of multi- million-dollar sales.

Some Examples ?

® Gif of Nyan Cat-a2011 meme

Twitter's founder Jack Dorsey’s first-ever tweet
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13.India’s Top Exports & imports

Source of Data
® Economic Survey 2020-21

® Volume-2
® Chapter-3

® External Sector

Top 10 Export Commodities

® Christie's sale of an NFT by digital artist Beeple for $69m (£50m) set a new record for digital art
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14.Special Drawing Rights
What is SDR

® The Special Drawing Right is neither a currency nor a claim on the IMF.

® The private entities cannot hold SDRs.

® The international treaties that use Special Drawing Rights are Montreal Convention, Convention on
Limitation of Liability for Maritime Claims.

® The convention caps personal liability for damage to shops at 330,000 XDR. XDR is the unit of Special
Drawing Rights.

The International Organisations using SDR
® Japan External Trade Organisation
® [slamic Development Bank
® African Development Bank
® Asian Development Bank

® [nternational Fund for Agricultural Development

Currencies Used
® The value of SDR changes every day.

® The IMF uses a basket of currencies to determine the SDR value.

® The weightage of the currencies depends on its prominence in international trade and the foreign
exchange reserves of the respective nation.

® The weightage given to the currencies are as follows:
v US Dollar: 41.73%
v Euro: 31%
v Chinese Renminbi: 11%
v Japanese Yen: 8.33%
v British Pound: 8.09%
® These currencies are reviewed once in five years.
® The Chinese Renminbi was added to the basket in 2016.

India & SDR

® As part of the Fourteenth General Review of Quotas (2010), India’s total quota has been increased to
SDR 13,114.4 million from SDR 5821.5 million.

® With this increase, India’s share would increase to 2.76 % (from 2.44%), making it the 8th largest
guota holding country in the IMF.
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® India has 13,114.4 Millions of SDRs Which amounts to 2.76 Percent of Total Governor: Union Finance
Minister Alternate Governor: Governor, RBI

15.Harmonized System of Nomenclature Code

What is the News about Harmonized System
® With effect from the 1st April, 2021,GST taxpayers will have to furnish HSN (Harmonised System of
Nomenclature Code),or Service Accounting Code (SAC) in their invoices.
What is Harmonized System

® In trade parlance, every product is categorised under an HSN code (Harmonised System of
Nomenclature). It helps in systematic classification of goods across the globe.

® HSN codes for goods at 6 digits are universally common.

What is Harmonized System in Indian Context
® Common HSN codes apply to Customs and GST.

® Accordingly, codes prescribed in the Customs tariff are used for the GST purposes too.
® Manufacturers and importers/exporters have been commonly using HSN Codes.
® Manufacturers were furnishing these codes even in the pre-GST regime.

® Importers and exporters have been furnishing these codes in import/export documents.

What is the use of Harmonized System in Indian Context

® This will help tax officers with deeper data analytics for every item supplied.
® |t will help them in arresting tax evasion emanating from fake invoices and irregular tax credit claims

® The HS contributes to the harmonization of Customs and trade procedures, and the non-
documentary trade data interchange in connection with such procedures, thus reducing the costs
related to international trade.

Some Other Important Uses

® |t is also extensively used by governments, international organizations and the private sector for
many other purposes such as internal taxes, trade policies, monitoring of controlled goods, rules of
origin, freight tariffs, transport statistics, price monitoring, quota controls, compilation of national
accounts, and economic research and analysis.

® The HS is thus a universal economic language and code for goods, and an indispensable tool for
international trade.

Does Everyone has to go for Harmonized System

® As per the new invoice norms, businesses with more than %5 crore sales have to describe goods and
services in internationally accepted six-digit codes of nomenclature.

Concept of Harmonized System

® |t is a multipurpose international product nomenclature developed by the World Customs
Organization (WCO).
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Things Covered

® |t comprises more than 5,000 commaodity groups. Each identified by a six digit code,

® arranged in a legal and logical structure and is supported by well-defined rules to achieve uniform
classification.

What is its Use

® The system is used by more than 200 countries and economies as a basis for their Customs tariffs and
for the collection of international trade statistics.

® Over 98 % of the merchandise in international trade is classified in terms of the HS.

Example

® Of the six digits, the first two denote the HS Chapter, the next two give the HS heading, and the last
two give the HS subheading.

HS Code Example

International National

Apple PAS AN

HS Code: 08081000 - 08 08 10][oo 00 /90|
N\,
N

Section 02: Vegetable Products

Chapter 08: Edible Fruit and nuts, peel of
citrus/melons

Heading 08: Applcs, Pears and Quinces, Fresh
Subheading 10: Apples

Country Specific Divisions
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