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FLAGGING CESS NON-TRANSFER, ITS ECONOMIC IMPACT 
The C&AG’s observations in its financial audit report relate to the denial of  

States’ share in the divisible taxes pool 

 The Financial Audit Report of the Government of India by the Comptroller and Auditor General (C&AG) 

for 2018-19 placed in Parliament on September 23 has raised significant issues of a lack of transparency and 

propriety. The Opposition-ruled States have criticised the Centre on the short transfer of Goods and Services 

Tax (GST) compensation cess revenues to the GST Compensation Fund. 

 The C&AG’s report stated that the Government of India did not transfer ₹6,466 crore of compensation 
cess revenue in 2017-18 and ₹40,806 crore in 2018-19. Thus, a total of ₹47,272 crore was retained in the 

Consolidated Fund of India (CFI). The report also alluded to the non-apportionment of a portion of Integrated 

Goods and Service Tax (IGST) among the States and retaining it in the CFI. 

Boosts claim by States 

 At a time when there is a raging controversy over the Union government’s refusal to compensate 

States for the shortfall in the collection of GST as per the agreement, and, instead, giving States two options to 

borrow, the C&AG’s report has only added more fuel to the fire of the States’ claim. These States contend that 

when there were surplus collections, the Union government appropriated them and when there is a shortfall, 

it simply distances itself, instead asking States to borrow. 

Levy of cesses 

 The C&AG’s observations on a non-transfer of cesses, however, has a much larger macroeconomic 

significance. There are as many as 35 cesses levied by the government of India. These are earmarked taxes and 

the proceeds should be used for the purposes for which they are levied. A number of reserve funds or 

development boards have been created for these specified purposes and the collections from the cesses are 

supposed to be transferred to these funds placed in public accounts for defraying expenditures on the 

specified purposes. They are not a part of the CFI and cannot be used for defraying regular expenses. The 

transactions in public accounts are supposed to be done by the government as a trustee or a banker, and are 

not subject to vote by Parliament. 

 The C&AG has pointed out that in 2018-19, the collections from 35 Cesses amounted to nearly ₹2.75-

lakh crore of which only ₹1.64-lakh crore was transferred to various reserve funds and boards designated for 

the purpose in Public Accounts. Thus, the short transfer to the Public Account during the year amounted to 

₹1.11-lakh crore payment. 

 Besides, ₹47,272 crore short transfers to the GST Compensation Cess Fund, there was a short payment 

of ₹38,000 crore in the transfer of the road cess to the Central Road and Infrastructure Fund. In addition, the 
government collected ₹1,24,399 crore from the cess on crude oil which, as required, was not transferred to 

the Oil Industry Development Board (the designated Reserve Fund) and retained in the CFI. By short transfer of 

the realised amount of cess to the respective funds and boards in Public Account, the government understated 

revenue and fiscal deficits for the year; and it works out to more than 1.2% of GDP. 

 Thus, in addition to off Budget borrowings to cover fertilizer and food subsidy, financing irrigation 

projects from the Long Term Irrigation Fund (LTIF) created by the National Bank for Agriculture and Rural 

Development (NABARD), and financing of railway projects through borrowings from the Indian Railway Finance 

Corporation (IRFC), short transfer of cess revenue to public accounts is a method used to obfuscate the Budget 

to show lower revenue and fiscal deficits. 

 

Process becomes opaque 

 Should the government of India raise revenues through so many cesses? Cesses are earmarked taxes 

and to ensure a minimum allocation to important and priority programmes, this method of financing could be 

used. In India, even after a number of cesses and surcharges were abolished when the GST was implemented, 

there are as many as 35 cesses levied by the Finance and other Ministries of the Government of India. The 
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ostensible reasoning for levying these cesses is the belief that ring fencing of revenue for specified priority 

purposes may evoke greater tax compliance as people can link the benefits with the taxes paid. 

 However, when there are as many as 35 earmarked cesses, it is difficult to see all of them as priority 

areas requiring protection of funding. There is also a possibility of limiting the funding of important and priority 

areas to the amount of cess collected even when they require much larger amounts. Too many cesses also 

complicate the tax system and add to administrative and compliance costs. In addition, the operation of the 

cesses involving collections and transfer to designated funds in the Public Accounts makes the entire process 

opaque as the operation of these funds too needs to be monitored and audited. 

 

Governmental arrangements 

 A major reason for the proliferation of cesses in India is to be found in the inter-governmental fiscal 

arrangements. Article 270 of the Constitution requires the Union government to distribute the proceeds from 

all Central taxes listed in the Union List based on the recommendation of the Finance Commission. However, 

Article 271 excludes the distribution of the revenue from any surcharge or cess levied by the Union 

government for any specified purpose. 

 As the Finance Commissions are appointed once in five years, the Union government can raise 

additional revenue from taxes mainly through the levy of cesses and surcharges to avoid sharing them with the 

States. This has been practised for long and despite the adverse comments of many Finance Commissions, the 

Union government has found the practice convenient. 

 This is one of the ways to partially negate the recommendation of the Finance Commission, 

particularly when the Centre sees the recommendations as generous to the States. After the Fourteenth 

Finance Commission recommended that the share of the States in the divisible pool be pegged at 42%, almost 

all discretionary increases in taxes were done by levying cesses and surcharges. The large increases in 

additional excise duties on petroleum products this year will entirely accrue to the Centre. The States’ share in 

the gross Central taxes was 35% in 2015-16, the first year of the Fourteenth Finance Commission’s 

recommendation, but decreased to 32% in 2019-20, and in the current year, it could be less than 30% as a 

large volume of revenue from petroleum products is sought to be raised through additional excise duties. 

 As shown by Y.V. Reddy and G.R. Reddy (in their book, Indian Fiscal Federalism, p.241), the cesses and 

surcharges constituted just about 3% of Central gross tax revenue in 2000-01; but in 2015-16, it was 16.5%. It 

could be as much as 20% in 2020-21. 

 The issues raised by the C&AG relate merely to short transfer of funds, but the implications are much 

larger. They relate to obfuscations in the Budget and denying the share of the States in the divisible pool of 

taxes. 

Meanings of Difficult Words: 

 

 flag (verb) – indicate, identify, point out. 

 cess (noun) – a form of tax charged/levied over 

and above the base tax liability of a taxpayer. 

A cess is usually imposed additionally when the 

state or the central government looks to raise 

funds for specific purposes. 

 Comptroller and Auditor General (CAG) of 

India (noun) – it is empowered to audit all 

expenses from the combined fund of the union or 

state governments, whether incurred within India 

or outside. 

 audit (noun) – inspection, appraisal, assessment. 

 (cess) pool (noun) – (cess) fund, reserve, 

accumulation. 

 lack of (noun) – absence, deficiency, scarcity, 

dearth. 

 transparency (noun) – clarity, 

straightforwardness, openness, honesty, 

unambiguity. 

 propriety (noun) – morality, correctness, 

rightness, ethicality. 

http://www.vanik.org/
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 compensation (noun) – payment, repayment, 

settlement (for loss/damage).  

 GST compensation (noun) – Under the GST law 

(In India), state governments are guaranteed full 

compensation for any revenue loss for the first 

five years after the introduction of the goods and 

services tax (GST) in July 2017. The compensation 

is a gap between actual revenue collected and 

projected revenue. 

 Consolidated Fund of India (noun) – All revenues 

received by the Government by way of taxes like 

Income Tax, Central Excise, Customs and other 

receipts flowing to the Government in connection 

with the conduct of Government business i.e. 

Non-Tax Revenues are credited into the 

Consolidated Fund constituted under Article 266 

(1) of the Constitution of India. Similarly, all loans 

raised by the Government by issue of Public 

notifications, treasury bills (internal debt) and 

loans obtained from foreign governments and 

international institutions (external debt) are 

credited into this fund. All expenditure of the 

government is incurred from this fund and no 

amount can be withdrawn from the Fund without 

authorization from the Parliament.  

 allude to (verb) – refer to, mention, speak briefly 

of, imply. 

 non-apportionment (noun) – non-distribution or 

non-allotment (in proper shares). 

 at a time (phrase) – during. 

 raging (adjective) – severe, extreme, huge; 

strong.  

 compensate (verb) – recompense, repay, pay 

back, reimburse (for any revenue loss). 

 shortfall (noun) – deficit, inadequacy, deficiency, 

shortage. 

 instead (adverb) – rather, by contrast, as an 

alternative, as a substitute. 

 add fuel to the fire (phrase) – to make a bad 

situation worse; increase, magnify, amplify, 

augment, intensify, heighten (a difficult 

situation). 

 contend (verb) – claim, argue, affirm/assert. 

 surplus (noun) – excess, oversupply, 

overabundance. 

 appropriate (verb) – take over, assume, acquire, 

wrest. 

 distance (verb) – withdraw, detach, separate, 

dissociate, isolate. 

 macroeconomic (adjective) – relating to the 

branch of economics concerned with large-scale 

factors (interest rates/national productivity). 

 levy (noun) – imposition, charging, collection (of 

a tax, fee, fine). 

 earmark (verb) – designate, reserve, set aside. 

 proceeds (noun) – profits, earnings, returns, 

income, revenue. 

 defray (verb) – pay, pay for, cover, liquidate. 

 trustee (noun) – administrator, agent; custodian, 

keeper. 

 subject to (adjective) – conditional on, contingent 

on, dependent on,  

 point out (phrasal verb) – identify, mention, 

indicate, draw attention to. 

 amount to (verb) – add up to, come to a total 

of, represent, be equal to. 

 designated (adjective) – identified, recognized, 

classified. 

 besides (preposition/linking adverb) – in addition 

to, as well, also. 

 in addition (phrase) – as well as,  additionally, 

 moreover. 

 understate (verb) – minimize, reduce, underrate. 

 revenue deficit (noun) – it arises when the 

government’s revenue expenditure exceeds the 

total revenue receipts. 

 fiscal deficit (noun) – the difference between 

total expenditure and total income of the 

government. 

 Gross domestic product (GDP) (noun) – a 

measure of economic activity in a country. It is 

the total value of a country’s annual output of 

goods and service. 
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 work out (phrasal verb) – develop, form, 

initiate/establish. 

 subsidy (noun) – also called as subvention; a 

financial contribution granted to help an industry 

or business, mostly given by a government, in 

order to keep the price of service/goods at a low 

level. 

 finance (verb) – fund, pay for. 

 irrigation (noun) – the process of (artificially) 

supplying water to farm land to grow crops & 

plants. 

 Long Term Irrigation Fund (LTIF) (noun) – a fund 

 under the National Bank for Agriculture and 

Rural Development (NABARD) for 

implementation of major and medium 

 irrigation projects in India. 

 obfuscate (verb) – confuse, complicate, make 

unclear. 

 opaque (noun) – non-transparent, murky, 

muddied, ambiguous, cryptic. 

 surcharge (verb) – additional charge. 

 abolish (verb) – eliminate, get rid of, end, stop. 

 ostensible (adjective) – apparent, seeming, 

alleged, purported. 

 ring fence (verb) – reserve or set aside something 

(especially, money, fund, etc) for a particular 

purpose and not use it for anything else. 

 evoke (verb) – invoke, give rise to, bring forth, 

bring to mind. 

 tax compliance (noun) – the degree to which a 

taxpayer complies (or fails to comply) with the 

tax rules of his or her country, for example by 

declaring income, filing a return, and paying the 

tax due in a timely manner. It simply refers to 

taxpayers’ decision to comply with tax laws and 

regulations by paying tax timely and accurately. 

 compliance (noun) – conformity, observation, 

adherence. 

 possibility (noun) – chance, probability. 

 add to (verb) – increase, magnify, intensify, 

amplify. 

 proliferation (noun) – escalation, rapid increase, 

spread of something. 

 inter- (prefix) – between. 

 fiscal (adjective) – financial. 

 negate (verb) – deny, dispute, call into question, 

contradict; invalidate, nullify, cancel. 

 adverse (adjective) – unfavourable, 

disadvantageous, bad. 

 generous (adjective) – kind, good-natured, soft-

hearted. 

 peg (at) (verb) – fix, set, hold, limit (a price, rate, 

or amount) at a particular level. 

 discretionary (adjective) – optional, voluntary, 

 non-mandatory, non-compulsory. 

 accrue (verb) – accumulate, collect, increase, 

augment, be added. 

 federalism/federal framework/system (noun) – a 

system of government in which establishments 

such as states or provinces share power with a 

national government. 

 constitute (verb) – form, compose, account for, 

represent. 

 gross (adjective) – flagrant, overt, blatant, glaring, 

obvious, evident; total, complete. 

 as much as (phrase) – almost, nearly the same as. 

 merely (adverb) – only, simply, just. 

 implications (noun) – consequence/outcome, 

ramification, repercussion. 

 obfuscation (noun) – making of something 

obscure or unclear to understand; 

evasiveness, confusion. 
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