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Fiscal Position of
State Governments!

The consolidated fiscal position of states deteriovated sharply duving 2014-15 and 2015-16 (RE). Although
states budgeted for an improvement in 2016-17 (BE), data for 25 states (RE) show some deterioration in fiscal
position. Relaxations in market borrowings provided by the Fourteenth Finance Commission (FC-XIV) have
allowed many of the states to mobilise additional vesources. Despite the increase in the debt burden of the states in
recent years, the overall fiscal position is found to be sustainable in the long run. Based on information pertaining
to 25 states, the consolidated gross fiscal deficit to gross state domestic product (GFD-GSDP) ratio is budgeted to

moderate to 2.6 per cent in 2017-18.

1. Introduction

2.1 The consolidated finances of states
has deteriorated in recent years, with the
GFD-GDP ratio averaging around 2.5 per
cent in the last five years (2011-12 to 2015-
16) as compared with 2.1 per cent during
the previous quinquennium (Table Il.1). The
GFD-GDP ratio in 2015-16 (RE) breached
the 3 per cent? ceiling of fiscal prudence for
the first time since 2004-05. Information on
25 states indicate that the improvement in
fiscal metrics budgeted by states for 2016-17
may not materialise. It is expected that states
will take necessary steps to consolidate their
fiscal position.

2. Accounts: 2014-15

2.2 At the consolidated level, key deficit
indicators of states deteriorated in 2014-15

(Chart II.1), with special category (SC) states®
posting the largest erosion (Table 11.2).

2.3  On the receipts side, grants from the

Centre increased significantly, reflecting
Chart Il.1: Major Deficit Indicators
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' The analysis of various fiscal indicators is in proportion to GDP, unless stated otherwise. Moreover, the analysis pertains to Final Accounts
for 2014-15, Revised Estimates (RE) for 2015-16 and Budget Estimates (BE) for 2016-17.
2 The threshold of 3 per cent GFD-GSDP ratio was first recommended by the Twelfth Finance Commission (FC-XIl) and later endorsed by

both the Thirteenth Finance Commission (FC-XIII) as well as the Fourteenth Finance Commission (FC-XIV). It has also been acknowledged
by state governments in their respective Fiscal Responsibility and Budget Management (FRBM) Acts. At the consolidated state level, 3 per

cent of GFD-GDP ratio was previously breached in 2004-05.

3 Of the twenty nine states, there are eleven special category (SC) states and eighteen non-special category (NSC) states. The SC states
include Arunachal Pradesh, Assam, Himachal Pradesh, Jammu and Kashmir, Manipur, Meghalaya, Mizoram, Nagaland, Sikkim, Tripura and
Uttarakhand while NSC states are Andhra Pradesh, Bihar, Chhattisgarh, Goa, Gujarat, Haryana, Jharkhand, Karnataka, Kerala, Madhya
Pradesh, Maharashtra, Odisha, Punjab, Rajasthan, Tamil Nadu, Telangana, Uttar Pradesh and West Bengal.
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Table Il.1: Major Deficit Indicators of State Governments

 billion)
Item 2006-11 (Avg.) | 2011-16 (Avg.) 2014-15 2015-16 (BE) | 2015-16 (RE) | 2016-17 (BE)
1 2 3 4 5 6 7
Revenue Deficit -105.0 86.2 457.0 -537.2 311.1 -208.5
(-0.2) (0.0) (0.4) (-0.4) (0.2) (-0.1)
Gross Fiscal Deficit 1,275.7 2,864.5 3,271.9 3,333.3 4,933.6 4,495.2
(2.1) (2.5) (2.6) (2.4) (3.6) (3.0)
Primary Deficit 208.5 1,137.6 1,367.8 1,141.8 2,765.6 1,952.8
(0.3) (0.9) (1.1) (0.8) (2.0) (1.3)

Avg: Average RE: Revised Estimates. BE: Budget Estimates.
Note: 1. Negative (-) sign indicates surplus.
2. Figures in parentheses are percentages to GDP.
3. The ratios to GDP at current market prices are based on CSO's National Accounts 2011-12 series.

Source: Budget Documents of state governments.

expenditure side, there was a significant
increase in development expenditure (Table
[1.4). Both revenue and capital expenditure®
increased, the former outpacing the latter.

changes in the pattern of funding of centrally
sponsored schemes (CSS)*. Consequently,
enhanced central transfers provided a boost
to revenue receipts (Table 11.3). On the

Table 11.2: Fiscal Imbalances in Non-Special and Special Category States
(Per cent to GSDP)

2011-12 2012-13 2013-14 2014-15 2015-16 (RE) | 2016-17 (BE)
1 2 8 4 5 6 7
Revenue Deficit
Non-Special Category States -0.2 -0.1 0.2 0.4 0.2 0.0
Special Category States -1.8 -1.8 -0.8 -0.3 0.3 -2.0
All States Consolidated* -0.3 -0.2 0.1 0.4 0.2 -0.1
Gross Fiscal Deficit
Non-Special Category States 2.0 2.1 2.3 2.7 3.6 3.0
Special Category States 25 2.1 2.8 315 6.1 3.7
All States Consolidated* 1.9 2.0 2.2 2.6 3.6 3.0
Primary Deficit
Non-Special Category States 0.4 0.5 0.7 1.1 2.0 1.3
Special Category States 0.4 0.0 0.9 1.5 4.0 1.6
All States Consolidated* 0.4 0.5 0.7 1.1 2.0 1.3
Primary Revenue Deficit
Non-Special Category States -1.8 -1.7 -1.4 -1.1 -1.4 -1.7
Special Category States -3.9 -3.9 -2.8 -2.3 -1.8 -4.1
All States Consolidated* -1.8 -1.7 -1.4 -1.2 -1.4 -1.8

BE: Budget Estimates.

*: As percentages to GDP. RE: Revised Estimates.

Note: Negative (-) sign indicates surplus.

Source: Budget documents of state governments.

4 Priorto 2014-15, funds under CSS were transferred through the dual mode of i) state budgets; and ii) direct transfer to district rural development
agencies and independent societies. In this regard, state governments had expressed their concern as direct transfers to the implementing
agencies circumvented the state budgets. To address this issue, the entire financial assistance to the states for CSS is being routed from
2014-15 through the consolidated funds of the states.

5 Capital expenditure includes both capital outlay and loans and advances.
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Table I1.3: Aggregate Receipts of State Governments

(% billion)

Item 2011-12 2012-13 2013-14 2014-15 2015-16 (RE) | 2016-17 (BE)
1 2 3 4 5 6 7

Aggregate Receipts (1+2) 12,943.4 14,508.6 16,262.9 19,355.2 24,336.6 27,258.4

(14.8) (14.6) (14.5) (15.6) (17.8) (18.1)

1. Revenue Receipts (a+b) 10,985.3 12,520.2 13,691.9 15,915.8 19,581.3 22,573.8

(12.6) (12.6) (12.2) (12.8) (14.3) (15.0)

a. States' Own Revenue (i+ii) 6,565.2 7,718.1 8,449.6 9,229.4 10,545.4 12,092.3

(7.5) (7.8) (7.5) (7.4) (7.7) (8.0)

i. States' Own Tax 5,574.0 6,545.5 7,124.2 7,792.8 8,910.1 10,143.0

(6.4) (6.6) (6.3) (6.3) (6.5) (6.7)

ii. States' Own Non-Tax 991.3 1,172.6 1,325.4 1,436.7 1,635.2 1,949.3

(1.1) (1.2) (1.2) (1.2) (1.2) (1.3)

b. Current Transfers (i+ii) 4,420.1 4,802.1 5,242.3 6,686.4 9,035.9 10,481.5

(5.1) (4.8) (4.7) (5.4) (6.6) (7.0)

i. Shareable Taxes 2,555.9 2,915.3 3,182.7 3,378.4 5,167.7 5,810.7

(2.9) (2.9) (2.8) (2.7) (3.8) (3.9)

ii. Grants-in Aid 1,864.2 1,886.8 2,059.5 3,308.0 3,868.3 4,670.9

(2.1) (1.9) (1.8) (2.7) (2.8) (3.1)

2. Net Capital Receipts (a+b) 1,958.1 1,988.4 2,571.0 3,439.4 4,755.4 4,684.5

(2.2) (2.0) (2.3) (2.8) (3.5) (3.1)

a. Non-Debt Capital Receipts 178.2 73.7 72.6 200.6 85.3 170.2

(0.2) (0.1) (0.1) (0.2) (0.1) (0.1)

i. Recovery of Loans and Advances 171.6 72.6 69.0 189.2 74.8 168.7

(0.2) (0.1) (0.1) (0.2) (0.1) (0.1)

ii. Miscellaneous Capital Receipts 6.7 1.0 3.6 11.5 10.5 1.5

(0.0) (0.0) (0.0) (0.0) (0.0) (0.0)

b. Debt Receipts 1,779.8 1,914.7 2,498.5 3,238.8 4,670.0 4,514.4

(2.0) (1.9) (2.2) (2.6) (3.4) (3.0)

i. Market Borrowings 1,354.0 1,462.5 1,635.7 2,064.4 2,840.5 3,387.4

(1.5) (1.5) (1.5) (1.7) (2.1) (2.2)

ii. Other Debt Receipts 425.9 452.2 862.7 1,174.4 1,829.5 1,127.0

(0.5) (0.5) (0.8) (0.9) (1.3) (0.7)

BE: Budget Estimates. RE: Revised Estimates.

Note: 1. Figures in parentheses are percentages to GDP.
2. Debt Receipts are on net basis.

Source: Budget Documents of state governments.

Revenue expenditure rose significantly in
respect of items such as education, sports, art
and culture, and rural development. Capital
expenditure increased on account of growth
in capital outlay for items such as housing,
dairy development, rural development, and
energy.

3. Revised Estimates: 2015-16

2.4  The combined fiscal position of states
deteriorated sharply in 2015-16 (RE) from the

budgeted estimates for the year. For the first
time in more than 10 years, the GFD-GDP
ratio at 3.6 per cent crossed the threshold
of 3 per cent, but this was mainly due to the
significant increase in capital outlay and loans
and advances to power projects (Table 11.5).
The deficit in the revenue account was lower
due to revenue receipts in the form of tax
collections and states’ own non-tax revenues
accelerating over the year and outpacing
revenue expenditure. This improvement
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Table Il.4: Expenditure Pattern of State Governments

(% billion)

ltem 2011-12 2012-13 2013-14 2014-15 2015-16 2016-17

(RE) (BE)
1 2 3 4 5 6 7

Aggregate Expenditure (1+2 = 3+4+5) 12,8471 14,548.6 16,243.0 19,388.4 24,600.2 27,239.2
(14.7) (14.6) (14.5) (15.6) (18.0) (18.1)
1. Revenue Expenditure 10,745.7 12,317.0 13,797.5 16,372.9 19,892.3 22,365.3
of which: (12.3) (12.4) (12.3) (13.2) (14.5) (14.8)
Interest payments 1,368.2 1,504.7 1,689.0 1,904.2 2,168.1 2,542.5
(1.6) (1.5) (1.5) (1.5) (1.6) (1.7)
2. Capital Expenditure 2,101.4 2,231.6 2,445.4 3,015.5 4,707.9 4,873.9
of which: (2.4) (2.2) (2.2) (2.4) (3.4) (3.2)
Capital outlay 1,712.5 1,931.8 2,205.5 2,719.1 3,821.2 4,437.5
(2.0) (1.9) (2.0) (2.2) (2.8) (2.9)
3. Development Expenditure 8,524.1 9,722.6 10,764.5 13,259.9 17,490.9 18,905.2
(9.8) (9.8) (9.6) (10.7) (12.8) (12.5)
4. Non-Development Expenditure 4,010.6 4,468.8 5,045.5 5,664.7 6,570.1 7,741.8
(4.6) (4.5) (4.5) (4.6) (4.8) (5.1)
5. Others* 312.4 357.2 432.9 463.8 539.2 592.3
(0.4) (0.4) (0.4) (0.4) (0.4) (0.4)

Avg.: Average. BE: Budget Estimates.

RE: Revised Estimates.

*: Includes grants-in-aid and contributions (compensation and assignments to local bodies).

Note: 1. Figures in parentheses are percentages to GDP.

2. Capital Expenditure includes Capital Outlay and Loans and Advances by State Governments.

Source: Budget Documents of state governments.

was also supported by central transfers®;
however, the major thrust was through higher
devolution of resources from central taxes’.
With the steep increase in the GFD, primary
deficit (PD) was higher despite a marginal
increase in interest payments. While the
revenue account deteriorated for 13 states
from the previous year; among these, six
states continued to maintain surpluses. On the
other hand, the GFD worsened for 20 states
(Table 11.6).

¢ Central transfers include share in central taxes and grants.

2.5

Capital expenditure expanded by one

percentage point of GDP in 2015-16 (RE)
with developmental expenditure rising faster
than non-developmental spending (Table 11.4).
Within developmental capital outlay, sectors
which saw significant growth were major and
medium irrigation and flood control, energy,
and roads and bridges, reflecting the intent to
create growth-enabling infrastructure.

2.6  Loans and advances for power projects
increased significantly as an outcome of the

7 The Union Government accepted the recommendations of FC-XIV to increase the states’ share in the divisible pool of taxes to 42 per cent
(earlier 32 per cent) from 2015-16 onwards. It altered the composition of central transfers in favour of statutory transfers from discretionary
transfers made earlier. It also led to greater predictability and certainty in the quantum of funds being transferred to the states; additionally,

there would be an overall increase in untied funds.
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Table 11.5: Variation in Major ltems

(X billion)
ltem 2013-14 2014-15 2015-16 2016-17
Accounts | Per cent |Accounts| Per cent RE Per cent BE Per cent
Variation Variation Variation Variation
Over Over Over Over
2012-13 2013-14 2014-15 2015-16
1 2 3 4 5 6 7 8 9
. Revenue Receipts (i+ii) 13,691.9 9.4|15,915.8 16.2 | 19,581.3 23.0|22,573.8 15.3
(i) Tax Revenue (a+b) 10,306.9 8.9(11,171.1 8.4(14,077.8 26.0|15,953.7 13:3
(a) Own Tax Revenue 7,124.2 8.8| 7,792.8 9.4| 8,910.1 14.3(10,143.0 13.8
of which: Sales Tax 4,539.4 12.4| 4,942.7 8.9| 5,617.0 13.6| 6,429.9 14.5
(b) Share in Central Taxes 3,182.7 9.2| 3,378.4 6.1| 5,167.7 53.0| 5,810.7 12.4
(i) Non-Tax Revenue 3,385.0 10.6 | 4,744.7 40.2| 5,503.5 16.0| 6,620.1 20.3
(a) States' Own Non-Tax Revenue 1,325.4 13.0| 1,436.7 8.4| 1,635.2 13.8| 1,949.3 19.2
(b) Grants from Centre 2,059.5 9.2| 3,308.0 60.6 | 3,868.3 16.9| 4,670.9 20.7
Il. Revenue Expenditure 13,797.5 12.0|16,372.9 18.7 | 19,892.3 21.522,365.3 124
of which:
(i) Development Expenditure 8,455.3 11.5(10,403.9 23.0(13,041.3 25.3(14,322.8 9.8
of which: Education, Sports, Art and Culture 2,735.3 11.5| 3,154.3 15.3| 3,773.9 19.6 | 4,224.4 11.9
Transport and Communication 364.9 14.4 430.5 18.0 433.5 0.7 429.4 -0.9
Power 640.9 1.8 922.8 44.0( 1,137.0 23.2| 1,066.4 -6.2
Relief on account of Natural Calamities 169.4 54.2 180.6 6.7 398.0 120.4 263.0 -33.9
Rural Development 487.7 9.9 952.2 95.2| 1,256.9 32.0( 1,483.9 18.1
(ii) Non-Development Expenditure 4,909.2 12.2| 5,505.1 12.1| 6,311.9 14.7 | 7,450.3 18.0
of which: Administrative Services 1,073.0 11.7| 1,199.5 11.8 | 1,394.7 16.3| 1,643.4 17.8
Pension 1,630.9 12.7| 1,830.7 12.3| 2,100.2 14.7| 2,449.4 16.6
Interest Payments 1,689.0 12.2| 1,904.2 12.7 | 2,168.1 13.9| 2,542.5 17.3
lll. Net Capital Receipts # 2,571.0 29.3| 3,439.4 33.8| 4,755.4 38.3| 4,684.5 -1.5
of which: Non-Debt Capital Receipts 72.6 -1.5 200.6 176.5 85.3 -57.5 170.2 99.5
IV. Capital Expenditure $ 2,445.4 9.6 3,015.5 23.3| 4,707.9 56.1 | 4,873.9 3.5
of which: Capital Outlay 2,205.5 14.2| 2,7191 23.3| 3,821.2 40.5| 4,437.5 16.1
of which: CapitalOutlayonlrrigationandFlood
Control 507.5 2.1 555.8 9.5 751.5 35.2 935.0 24.4
Capital Outlay on Energy 228.3 23.4 338.7 48.3 508.3 50.1 481.6 -5.3
Capital Outlay on Transport 566.2 25.0 663.1 171 859.7 29.6 946.5 10.1
Memo ltem:
Revenue Deficit 1056 | -152.0 457.0 332.7 311.1 -31.9| -208.5| -167.0
Gross Fiscal Deficit 2,478.5 26.8| 3,271.9 32.0| 4,933.6 50.8 | 4,495.2 -8.9
Primary Deficit 789.5 75.5| 1,367.8 73.2| 2,765.6 102.2 | 1,952.8 -29.4

RE: Revised Estimates.

BE: Budget Estimates.

# : It includes following items on net basis: Internal Debt, Loans and Advances from the Centre, Inter-State Settlement, Contingency Fund,
Small Savings, Provident Funds, Reserve Funds, Deposits and Advances, Suspense and Miscellaneous, Appropriation to Contingency

Fund and Remittances.

$ : Capital Expenditure includes Capital Outlay and Loans and Advances by State Governments.
Note: 1. Negative (-) sign in deficit indicators indicates surplus.

2. Also see Notes to Appendices.

Source: Budget Documents of state governments.
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Table 11.6: Deficit Indicators of State Governments

(Per cent)

State 2014-15 2015-16 (RE) 2016-17 (BE)

RD/ GFD/ PD/ PRD/ RD/ GFD/ PD/ PRD/ RD/ GFD/ PD/ PRD/

GSDP | GSDP | GSDP | GSDP | GSDP | GSDP | GSDP | GSDP | GSDP | GSDP | GSDP | GSDP
1 2 3 4 D 6 7 8 9 10 11 12 13
I. Non-Special Category 0.4 2.7 1.1 -1.1 0.2 3.6 2.0 -1.4 0.0 3.0 1.3 -1.7
1. Andhra Pradesh 4.6 6.0 41 2.7 0.7 2.8 1.2 -0.9 0.7 2.9 1.2 -1.1
2. Bihar -1.6 3.0 1.4 -3.2 0.4 6.9 5.1 -1.4 -3.1 3.4 1.7 -4.9
3. Chhattisgarh 0.7 3.4 2.7 0.0 -1.5 2.6 1.8 -2.3 -1.7 2.8 1.9 -2.6
4. Goa -0.7 2.3 -0.1 -3.2 0.3 6.8 4.4 -2.1 -0.3 6.8 4.3 -2.9
5. Guijarat -0.6 2.0 0.4 2.3 -0.4 2.2 0.6 2.0 -0.3 2.2 0.6 -1.9
6. Haryana 1.9 2.9 1.3 0.3 2.2 6.3 4.6 0.5 2.2 4.6 2.7 0.3
7. Jharkhand 0.1 3.0 1.7 -1.2 2.2 4.7 3.3 -3.6 -2.6 2.1 0.5 -4.1
8. Karnataka -0.1 2.1 1.1 -1.1 -0.1 2.0 0.9 -1.2 0.0 2.2 1.1 -1.1
9. Kerala 2.6 35 1.7 0.8 1.8 3.0 1.2 0.0 2.0 3.5 1.6 0.1
10. Madhya Pradesh -1.3 2.4 0.9 -2.8 -0.1 3.9 2.3 -1.7 -0.5 3.9 2.3 -2.1
11. Maharashtra 0.7 1.8 0.4 -0.7 0.5 1.9 0.6 -0.8 0.2 1.6 0.3 -1.1
12. Odisha -1.8 1.7 0.8 2.7 -2.0 2.9 1.7 -3.2 -1.0 3.8 2.6 -2.2
13. Punjab 2.1 2.9 0.5 -0.4 1.8 3.0 0.6 -0:5 1.8 2.9 0.5 -0.6
14. Rajasthan 0.5 3.1 1.4 -1.2 0.8 10.0 8.2 -1.0 1.1 5.6 3.3 -1.1
15. Tamil Nadu 0.6 2.5 1.2 -0.7 0.8 2.7 1.2 -0.7 1.2 3.0 1.5 -0.3
16. Telangana -0.1 1.8 0.8 -1.1 0.0 2.9 1.7 -1.3 -0.6 3.6 2.4 -1.7
17. Uttar Pradesh -2.1 3.1 1.3 -4.0 -1.6 5.6 3.7 -3.4 2.2 3.9 1.8 -4.3
18. West Bengal 2.1 3.4 0.7 -0.6 1.0 2.7 0.1 -1.5 0.0 2.0 -0.7 -2.6
Il. Special Category -0.3 3.5 15 -2.3 0.3 6.1 4.0 -1.8 -2.0 3.7 1.6 -4.1
1. Arunachal Pradesh -11.8 -3.1 -5.2 -13.9 -11.9 1.6 -1.0 -14.5 -10.3 1.7 -0.6 -12.7
2. Assam 0.5 2.7 1.6 -0.7 6.2 11.4 10.2 5.0 -1.5 2.6 1.4 2.7
3. Himachal Pradesh 1.9 4.0 1.3 -0.9 0.2 3.3 0.6 -2.4 0.4 3.1 0.5 -2.2
4. Jammu and Kashmir 0.4 5.6 2.1 -3.1 -3.6 71 3.9 -6.8 -4.6 8.8 5.2 -8.2
5. Manipur -4.1 889 0.7 -6.7 -2.8 54 3.1 -5.1 -4.0 8.8 1.2 -6.1
6. Meghalaya -0.7 4.0 2.3 2.4 -2.9 3l 153 -4.7 -1.3 3.3 1.5 -3.2
7. Mizoram 1.2 9.0 6.3 -1.4 -6.6 1.2 2.2 -9.9 -8.1 0.1 -3.3 -11.6
8. Nagaland -4.8 0.7 -2.3 -7.8 -1.0 5.4 2.4 -4.1 -3.6 2.2 -1.2 -7.0
9. Sikkim -4.8 1.8 0.2 -6.4 -3.3 3.5 1.8 -4.9 -1.4 3.3 1.5 -3.2
10. Tripura -6.1 3.5 1.2 -8.4 -6.6 5.0 2.5 -9.1 -5.9 4.4 1.9 -8.4
11. Uttarakhand 0.6 3.6 2.1 -0.9 -0.2 2.6 0.9 -1.8 0.0 3.0 1.1 -1.9
All States# 0.4 2.6 1.1 -1.2 0.2 3.6 2.0 -1.4 -0.1 3.0 1.3 -1.8
Memo ltem:
1. NCT Delhi -1.2 0.0 -0.6 -1.8 -1.3 0.1 -0.4 -1.8 -0.9 0.5 -0.1 -1.4
2. Puducherry 0.2 2.7 0.5 -2.1 0.5 2.5 0.4 -1.6 0.3 2.4 0.4 -1.7

RE: Revised Estimates.

PRD : Primary Revenue Deficit

BE: Budget Estimates.

Note: Negative (-) sign indicates surplus.
Source: Based on Budget Documents of state governments.

RD: Revenue Deficit.
GSDP: Gross State Domestic Product.

GFD : Gross Fiscal Deficit.

PD: Primary Deficit.
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Chart 1l.2: Gross Fiscal Deficit

Per cent to GDP
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Note : Data on UDAY bond issuances as per RBI records.

Ujwal Discom Assurance Yojana (UDAY)
scheme. Under the scheme, states took over
75 per cent of Discom debt as on September
30, 2015 over two years — 50 per cent in 2015-
16 and 25 per cent in 2016-17. States were
allowed to issue non-SLR state development
loan (SDL) bonds in the market or directly
to banks / Fls holding the Discom debt®.
As per the RBI records, 8 states® borrowed
%989.6 billion under UDAY during 2015-16. Net
of these bonds, the consolidated state GFD-
GDP ratio gets moderated by 0.7 percentage
point during 2015-16 to 2.9 per cent from 3.6
per cent in the previous year (Chart 11.2).

2.7 The growth in revenue expenditure in
2015-16 (RE) drew from higher development
revenue expenditure for education, sports,
art and culture, social security and welfare,
relief on account of natural calamities,

Chart II.3: Committed Expenditure
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rural development and energy. Under non-
development expenditure, committed
expenditure comprising pensions, interest
payments and administrative services rose
marginally (Chart 11.3).

4. Budget Estimate: 2016-17

2.8 At the aggregate level, the key deficit
indicators were budgeted to improve in 2016-
17 (BE) over a year ago. With revenue receipts
budgeted higher than revenue expenditure, a
small revenue surplus was expected to accrue.
Along with a decline in loans and advances,
this would have reduced the GFD-GDP ratio
in spite of some increase in capital outlay. The
consolidated GFD-GDP ratio was budgeted
at 3.0 per cent, resulting in a lower budgeted
primary deficit than a year ago.

2.9 An analysis of state-wise positions
indicates that while 18 out of 29 states

8 See ‘Box IV.1: UDAY Scheme — Salient Features’ published in State Finances : A Study of Budgets 2015-16, Reserve Bank of India.
® The 8 states are Bihar, Chhattisgarh, Haryana, Jammu & Kashmir, Jharkhand, Punjab, Rajasthan and Uttar Pradesh.

© As per the UDAY scheme, the debt taken over by the states will not be included in the calculation of their respective fiscal deficit for the
financial years 2015-16 and 2016-17. (Government of India, November 5, 2015).
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budgeted for a revenue surplus, 15 budgeted
for an improvement in the revenue account
(in terms of GSDP'"") from the previous year.
Improvement in both the GFD-GSDP and
PD-GSDP ratios were budgeted by 16 states
(Table 11.6).

2.10 Capital outlay was budgeted to account
for about 99 per cent of GFD in 2016-17
(BE), reflecting a distinct improvement in the
quality of the deficit. Over the years, market
borrowings has been a dominant source of
financing the GFD. As per RBI records, gross
market borrowing of states at ¥3,819.8 billion
in 2016-17 — comprising around 85 per cent
of GFD — increased by 29.7 per cent over the
previous year. In contrast, the contributions of

National Small Savings Fund (NSSF), reserve
funds, deposits and advances have reduced
(Table 11.7).

2.11 The increasing reliance on market
borrowing, along with the enabling conditions
for additional borrowing by states as
provided by FC-XIV, poses challenges for
the sustainability of state finances as higher
state borrowings raise yields and the cost
of borrowing (Box Il.1). The combined gross
market borrowings of the Centre and the
states increased by 7.1 per cent during
2016-17.

Revenue Receipts

2.12 Central transfers as well as states’
own revenue were budgeted to increase in

Table 11.7: Decomposition and Financing Pattern of Gross Fiscal Deficit

(Per cent to GFD)

Item 2011-12 2012-13 2013-14 2014-15 2015-16 2016-17
(RE) (BE)

1 2 B 4 5 6 7
Decomposition (1+2+3-4) 100.0 100.0 100.0 100.0 100.0 100.0
1. Revenue Deficit -14.2 -10.4 4.3 14.0 6.3 -4.6
2. Capital Outlay 101.7 98.8 89.0 83.1 77.5 98.7
3. Net Lending 12.9 11.6 6.9 &3 16.5 6.0
4. Non-debt Capital Receipts 0.4 0.1 0.1 0.4 0.2 0.0
Financing (1 to 8) 100.0 100.0 100.0 100.0 100.0 100.0
1. Market Borrowings 80.4 74.8 66.0 63.1 57.6 75.4
2. Loans from Centre 0.1 0.9 0.2 0.3 2.7 315
3. Special Securities issued to NSSF/Small Savings -4.8 -0.1 1.0 7.3 1.2 -0.6
4. Loans from LIC, NABARD, NCDC, SBI and Other Banks 3.3 2.7 1.9 1.2 2.1 3.1
5. Provident Fund 15.8 13.2 10.7 8.3 5 71
6. Reserve Funds 7.2 4.7 4.6 0.2 -0.5 1.7
7. Deposits and Advances 10.5 15.8 11.4 9.0 -0.6 -0.1
8. Others -12.7 -12.0 4.1 10.6 31.6 10.0

RE : Revised Estimates.

BE : Budget Estimates.

Note : 1. See Notes to Appendix Table 9.

2. ‘Others’ include Compensation and Other Bonds, Loans from Other Institutions, Appropriation to Contingency Fund, Inter-State

Settlement and Contingency Fund.

Source : Budget Documents of state governments.

" While the consolidated fiscal position of all states are analysed in terms of GDP, state-wise analysis is based on the respective gross state

domestic product (GSDP) of states.
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Box Il.1:
Relaxation of Fiscal Rules for States

FC-XIV recommended that the fiscal deficit of all states
will be anchored to an annual limit of 3 per cent of GSDP
for the award period (2015-16 to 2019-20). Relaxations
were, however, given to state governments for additional
borrowings provided they met some criteria of fiscal
prudence. These criteria can be broadly categorised as a)
necessary and b) sufficient conditions'?:

e Necessary Condition (NC): Availing additional borrowing
is contingent upon the state recording a zero revenue
deficit in the year for which the borrowing limit has to be
fixed and in the immediately preceding year.

o Sufficient Conditions (SCs) : An additional borrowing
limit of 0.25 per cent each is allowed if:

I) SC-I: states’ debt-GSDP ratio is less than or equal
to 25 per cent in the preceding year,

Il) SC-II: interest payment/revenue receipts (IP/RR) is
less than or equal to 10 per cent in the preceding
year.

States meeting one or both of the above criteria are allowed
a relaxation in their fiscal deficit targets by 0.25/0.5 per cent
of GSDP provided they meet NC.

There were seventeen states which satisfied the NC and
at least one of the SCs, becoming eligible for additional
borrowing in 2016-17. Out of these states, seven satisfied
both the SCs and were eligible to have a maximum GFD-
GSDP ratio of 3.5 per cent in 2016-17. There were ten
states which satisfied only one of the SCs, becoming eligible
for additional borrowings to the extent of 0.25 per cent of
GSDP in 2016-17. Consequently, their GFD-GSDP ratio can
increase to a maximum of 3.25 per cent.

Information available for 2016-17 suggests that the seven
states which actually resorted to additional borrowing can be
categorised into three groups: i) states which were eligible

2016-17.Both components of central transfers,
i.e., the share in central taxes as well as grants
from the Centre, were budgeted to increase.
Some improvement was budgeted in own
tax revenue (OTR) and own non-tax revenue
(ONTR). The increase in grants in aid was
mainly led by the increase in grants for state
plan schemes, while own tax revenue was

Chart 1: Borrowing Eligibilty set by FC-XIV

1
?(fzgty?%f NC & SC 11 (0.25% of
G-SDP) = GSDP) — (Arunachal
(Gujarat and Pradesh, Jammu &

Kashmir, Manipur,
Meghalaya, Mizoram,
Nagaland, Tripura and

Uttar Pradesh)

Uttarakhand)

Sufficient

Sufficient o )
Condition | (SC I): cl‘r’"t‘:rggt’“: (rﬁgn:j')
debt-GSDP 25 % pay!

revenue receipts
(IP/RR) 10 %

NC & both SCs
(0.5 % of GSDP) —
(Chhattisgarh, Jharkhand,
Karnataka, Madhya Pradesh,
QOdisha, Sikkim and Telangana)

Note: Estimated borrowing is for financial year 2016-17.

for additional borrowing but remained within the prescribed
limit; ii) states which were eligible for additional borrowing
but crossed the limit; and iii) states which have borrowed
without being eligible for additional borrowing as per the
above-mentioned criteria. While two states belong to the
first category, three states have borrowed more than their
respective limits. Finally, two states who were not eligible
for additional borrowing also resorted to borrowing during
the year.

Reference

Government of India (2014), “Report of Fourteenth Finance
Commission” New Delhi.

higher on account of higher tax collections
through “state sales tax/VAT”.

Expenditure Pattern

2.13 The consolidated revenue expenditure
of states was budgetedtoincreasein2016-17
(BE) overayearago.Asignificantdeceleration
in development revenue expenditure was

2 While FC-XIV has not used the terms “necessary” and “sufficient”, these have been used here to simplify the explanation of the condition

while retaining its essence.
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budgeted mainly on account of lower growth
in expenditure for family welfare, housing,
labour and labour welfare, social security and
welfare, agriculture and allied activities, and
rural development. Furthermore, a decline
in revenue expenditure (in absolute terms)
was budgeted on items like energy, roads
and bridges. In contrast, non-development
revenue expenditure was budgeted to
increase as committed expenditure continued
to remain elevated.

2.14 Capital expenditure was budgeted to
be lower in 2016-17 (BE) than in the preceding
year mainly due to a decline in loans and
advances relating to power projects under the
UDAY scheme. Capital outlay was budgeted
to increase marginally with some deceleration
in the growth in development capital outlay
for (i) water supply and sanitation, and
(ii) roads and bridges. In contrast, a decline
was budgeted in (iii) family welfare, (iv) soil and
water conservation, (v) agricultural research
and education, and (vi) energy. A lower capital
outlay in these critical sectors is a matter of
concern.

2.15 Social sector expenditure (SSE)'*was
budgeted to increase, as proportions to
GDP and aggregate expenditure™ (Chart
I1.4). Disaggregated data, however, showed
that SSE (as proportion to aggregate
expenditure) was budgeted to decline in
13 states (Statement 35). The composition
of expenditure on social services showed
that more than 60 per cent was allocated

Chart Il.4: Social Sector Expenditure
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for spending on education, sports, art and
culture, and medical and public health,
which will have a positive bearing on social
infrastructure (Table 11.8).

5. Budget Estimates: 2017-18

2.16 As per the information available for
25 states, the GFD-GSDP ratio is budgeted
at 2.6 per cent during 2017-18 as compared
with 3.4 per cent during 2016-17 (RE). There
are, however, several downside risks like
implementation of recommendations of states’
own pay commissions, farm loan waiver in
some states, and revenue uncertainty on
account of the implementation of GST. On
a comparable basis, the revised estimates
of the GFD for 2016-17 were higher by 0.4
percentage point over the budgeted ratio
— raising concerns about potential fiscal
slippage (Table 11.9).

8 Includes expenditure on social services, rural development, food storage, and warehousing.

* Includes revenue expenditure, capital outlay, and loans and advances.
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Table 11.8: Composition of Expenditure on Social Services
(Revenue and Capital Accounts)

(Per cent to expenditure on social services)

ltem 2011-12 2012-13 2013-14 2014-15 2015-16 (RE) | 2016-17 (BE)
1 2 3 4 5 6 7
Expenditure on Social Services (a to I) 100.0 100.0 100.0 100.0 100.0 100.0
(a) Education, Sports, Art and Culture 47.2 46.9 46.3 46.2 43.3 43.3
(b) Medical and Public Health 10.5 10.6 10.5 11.6 11.4 11.6
(c) Family Welfare 1.6 1.8 1.7 2.2 2.1 2.0
(d) Water Supply and Sanitation 4.6 4.5 4.7 5.6 5.8 5.7
(e) Housing 2.7 2.9 2.8 3.1 3.1 3.0
(f) Urban Development 6.5 7.0 6.4 5.9 6.4 8.2
(g) Welfare of SCs, ST and OBCs 7.3 7.7 7.7 6.8 7.6 8.0
(h) Labour and Labour Welfare 0.9 1.1 1.1 1.1 1.0 1.0
(i) Social Security and Welfare 10.6 10.6 11.2 10.6 11.0 10.4
()) Nutrition 3.4 3.2 3.2 2.9 2.6 25
(k) Expenditure on Natural Calamities 2.9 2.0 2.8 2.6 4.4 2.6
(I) Others 1.7 1.8 1.5 1.4 1.2 1.6
RE: Revised Estimates. BE: Budget Estimates.

Source : Budget Documents of the state governments.

6. Outstanding Liabilities of State
Governments
2.17 Outstanding liabilities  of  state

governments have been registering double
digit growth since 2012-13, except in 2014-15.
UDAY inter alia caused outstanding liabilities
to increase by 1.5 percentage points of GDP

Table 11.9: Major Deficit Indicators of
State Governments

(Per cent to GSDP)

Item 2016-17 2016-17 2017-18
(BE) (RE) (BE)

1 2 3 4

Revenue Deficit -0.2 0.2 -0.1

Gross Fiscal Deficit 3.0 3.4 2.6
Gross Fiscal deficit 2.7 -
(without UDAY)

Primary Deficit 1.3 1.8 0.9

RE: Revised Estimates. BE: Budget Estimates.
Note: 1. Negative (-) sign indicates surplus.

2. Data pertains to 25 states.

3. UDAY data as per RBI records.

4. Data is provisional.
Source: Budget Documents of state governments
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in 2016 over 2015 and by 0.7 percentage
point in 2017 over 2016 (Table 11.10). State-
wise data reveal that the debt-GSDP ratio
increased for 17 states (Statement 20).

2.18 Theinterest payments-revenue receipts
(IP-RR) was budgeted to rise marginally in
2016-17 (BE), reflecting higher interest burden
on account of UDAY bonds (Chart 11.5).

Table 11.10: Outstanding Liabilities of State

Governments
Year Amount Annual Growth | Debt /GDP
(end-March) ® billion) —
1 2 3 4
2012 19,939.2 9.0 22.8
2013 22,102.5 10.8 222
2014 24,712.6 11.8 22.0
2015 27,037.6 9.4 21.7
2016 (RE) 31,740.7 17.4 23.2
2017 (BE) 36,013.0 13.5 23.9

RE: Revised Estimates. BE: Budget Estimates.
Source : 1. Budget documents of state governments.

2. Combined Finance and Revenue Accounts of the Union
and the State Governments in India, Comptroller and
Auditor General of India.

Ministry of Finance, Government of India.

Reserve Bank records.

Finance Accounts of the Union Government, Government
of India.
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Chart I.5: Debt and Interest Burden
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Composition of Debt

2.19 The composition of states’ outstanding
liabilities indicates greater reliance on market
borrowings over the years — they constituted
69.7 per cent of outstanding liabilities of
states at end-March 2015 and was budgeted
to reach 74.7 per cent by end-March 2017.
The share of NSSF in outstanding liabilities

and states’ dependence on loans from
the Centre, however, continued to decline
(Table 11.11).

2.20 The weighted average yield on state
government securities moderated to 7.48 per
centin 2016-17 from 8.28 per cent in 2015-16.
The spread of yields on State Development
Loans (SDLs) over the benchmark 10-year
Central Government security yield remained
broadly stable in the range of 24-114 basis
points in 2016-17 as against 21-109 basis
points in 2015-16. The weighted average
spread of SDLs firmed up by 59 basis points
in 2016-17 as compared with 50 basis
points in 2015-16. Among the states, Punjab
consistently issued securities of 4 and 5 years
tenor, utilising borrowing space in the medium-
term maturity bucket. Other states such as
Andhra Pradesh, Gujarat, Maharashtra and
Odisha also issued securities of less than 10
year maturity. States issuing securities of more
than 10 year maturity during 2016-17 included
Andhra Pradesh, Maharashtra, Telangana,
Odisha and Union Territory of Puducherry.

Table 1l.11: Composition of Outstanding Liabilities of State Governments
(As at end-March)

(Per cent)

ltem 2012 2013 2014 2015 2016 RE 2017 BE

1 2 3 4 5 6 7

Total Liabilities (1 to 4) 100.0 100.0 100.0 100.0 100.0 100.0
1. Internal Debt 66.3 65.9 66.2 69.7 73.0 74.7
of which: (i) Market Loans 37.2 39.6 42.5 46.9 47.8 Bl
(ii) Special Securities Issued to NSSF 244 22.0 19.8 19.0 17.0 14.9
(iii) Loans from Banks and Fls 4.2 3.9 3.6 3.5 4.4 4.9
2. Loans and Advances from the Centre 7.2 6.6 5.9 5.4 5.1 4.9
3. Public Account (i to iii) 26.3 27.4 27.7 24.6 21.7 20.2
(i) State Provident Fund 12.7 12.6 12.4 11.8 11.0 10.6
(i) Reserve Funds 4.6 6.0 6.0 3.7 3.1 2.9
(iii) Deposits & Advances 9.0 8.8 9.3 9.1 7.7 6.7
4. Contingency Fund 0.2 0.2 0.1 0.2 0.2 0.2

RE: Revised Estimate. =~ BE: Budget Estimate.
Source: Same as that for Table I1.9.
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Maturity ~ Profile of State Government
Securities
2.21 As at end-March 2017, 68.0 per cent

of the outstanding SDLs were in the residual
maturity bucket of five years and above (Table
[1.12). The redemption of special securities
issued under financial restructuring plans
(FRPs) for state-owned Discoms entails
large repayment obligations from 2018-19.
Special securities issued under FRPs are
significantly larger in size; consequently,
repayment pressure will be aggravated from
2018-19. Power bonds, which were issued
to clear outstanding overdues of state
electricity boards to the central public sector
undertakings (CPSUs), have, however, been
extinguished by 2015-16".

Liquidity Position and Cash Management

2.22 Several states have been accumulating
sizeable cash surpluses in recent years. As a
result, liquidity pressures were confined to few
states during 2016-17. States’ intermediate
treasury bills (ITB) balance was ¥1560.59
billion during 2016-17 as against 31205.82
billion during 2015-16 while balances on
auction treasury bills (ATB) were placed at
¥366.02 billion. States availed higher ways
and means advances (WMA) and overdrafts
(ODs) more sizably in 2016-17 than in the
previous year (Chart 11.6).

2.23 The rise in debt burden of the states in
the last couple of years has drawn attention
to the sustainability of public debt at the sub-
national level. In view of this, the following
section provides an assessment of the debt

Table 11.12: Maturity Profile of Outstanding
State Government Securities
(As at end-March 2016)

State Per cent of
Total Amount Outstanding

0-1 1-3 3-5 5-7 | Above

years | years | years | years | 7 years
1 2 3 4 5 6
I. Non-Special Category
1. Andhra Pradesh 19| 10.8| 16.8| 21.8 48.7
2. Bihar 1.9 9.3| 11.6| 23.0 54.2
3. Chhattisgarh 2.1 0.0 48| 10.3 82.8
4. Goa 23| 13.7| 13.7| 21.2 49.2
5. Gujarat 3.3| 145| 17.8| 251 39.3
6. Haryana 0.7 6.2 12.8| 23.8 56.4
7. Jharkhand 1.8 11.4| 10.0| 20.6 56.3
8. Karnataka 47| 144 9.5 125 58.9
9. Kerala 31| 11.6| 129| 241 48.3
10. Madhya Pradesh 28| 11.3| 17.3| 15.1 53.4
11. Maharashtra 20| 149| 153| 21.8 46.0
12. Odisha 8.1| 12.3| 36.9 5.8 36.9
13. Punjab 22| 13.7| 20.6| 26.6 37.0
14. Rajasthan 2.3| 13.8| 18.2| 16.7 491
15. Tamil Nadu 1.5 10.7| 16.1| 22.0 49.8
16. Telengana 1.9 12.0| 15.1| 21.4 49.6
17. Uttar Pradesh 32| 13.4| 20.2| 19.8 43.4
18. West Bengal 20| 14.8| 15.8| 26.3 41.2
Il. Special Category
1. Arunachal Pradesh 125 15.9 6.0 15.3 50.3
2. Assam 8.0 254| 19.8 2.2 44.6
3. Himachal Pradesh 73| 246| 14.0| 159 38.1
4. Jammu and Kashmir 44| 19.8| 21.9| 254 28.4
5. Manipur 46| 16.7| 23.1| 129 42.8
6. Meghalaya 8.2 13.1| 13.4| 20.1 45.2
7. Mizoram 99| 13.0| 20.3| 23.5 33.3
8. Nagaland 6.3| 15.6| 17.4| 21.7 39.0
9. Sikkim 74| 236| 143 5.8 48.9
10. Tripura 7.3 48| 19.6| 29.1 39.3
11. Uttarakhand 23| 11.7| 10.1| 20.0 55.9
All States 26| 129| 15.9| 21.3 47.2

Source: Reserve Bank records.

sustainability of state governments over the
medium to long run.

5 In order to clear outstanding overdues of state electricity boards to the central public sector undertakings (CPSUs), power bonds aggregating
%336 billion were issued by state governments with retrospective effect from October 1, 2001 in 20 equal tranches to facilitate trading and
redemption of the bonds. Each part carried a fixed tenor with bullet redemption, the last being on April 1, 2016.
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Chart Il.6: Utilisation of WMA and Overdraft by States
(Avearge Monthly Outstanding)
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7. Debt Sustainability of Indian States

2.24 State governments face severe
resource constraints as their non-debt
receipts are often insufficient for fulfilling their
developmental obligations. As a result, they
resort to market borrowings to bridge the
resource gap. Over a period of time, such
borrowings may result in the accumulation of
debt liabilities which, if unchecked, could pose
major challenges for macroeconomic and
financial stability.

State Government Debt

2.25 The evolving debt position of states
has seen several phases: a comfortable
position prior to 1997-98, followed by sharp
deterioration and fiscal stress till 2003-04,
then significant improvement since 2004-05
albeit with marginal deterioration in the last
two years. While the debt liabilities of states
increased sharply during 1997-98 to 2003-
04, the subsequent consolidation is attributed
inter alia to the implementation of Fiscal
Responsibility and Budget Management
(FRBM) Acts at the state level during the last

16

decade. These initiatives were complemented
by debt and interest relief measures by the
Central Government and supported by a
favourable macroeconomic environment.
Majority of the states adhered to the debt
targets set by the FC-XIlII for the period 2010-
2014; however, some breached their targets
and were saddled with unsustainable debt
positions.

Assessment of Debt Sustainability

2.26 The path of the primary deficit can be
sustainable if the real growth of the economy is
higher than the real interest rate (Domar, 1944).
The level of debt is considered to be sustainable
if a country’s debt-GDP ratio remains stable;
and if the economy generates adequate debt-
stabilising primary balance to service the future
debt (Buiter, 1985; Blanchard, 1990).

2.27 In the empirical literature, there are
primarily two approaches to fiscal/debt
sustainability. The first evaluates various
indicators of the sustainability of fiscal
policy (Miller 1983; Buiter 1985, 1987;
Blanchard 1990; Buiter et al. 1993), while
the second involves empirical validation or
tests of government solvency (Hamilton and
Flavin 1986; Trehan and Walsh 1988; Bohn
1998). Empirical testing inter alia include
determination of the sustainable (long-run
and maximum) level of public debt based
on a partial equilibrium framework, a model-
based approach and the signals’ approach
to fiscal sustainability. While indicators are
forward-looking, empirical validation through
econometric tests based on historical data
are considered backward looking. As a result,
a combination of both these approaches
has been suggested for drawing additional
insights on government solvency (Marini and
Piergallini, 2007).
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2.28 In the Indian context, empirical studies
on debt sustainability of states indicate a mixed
picture. While some of the earlier studies
point out that the debt position of states are
unsustainable (Buiter and Patel 1992; Goyal et
al. 2004; Misra and Khundrakpam 2009), the
more recent ones have drawn attention to the
declining debt-GSDP ratios and attributed this
improvement to the strong growth performance
and the implementation of fiscal rules during
2003-2012 (Dasgupta et al. 2012; Makin and
Arora 2012; Kaur et al. 2014). Consequently,
any slowdown in growth over the medium-
term could pose risk to the achievement of the
GFD-GDP and debt-GDP targets.

2.29 Traditionally, debt sustainability analysis
takes into account credit-worthiness (nominal
debt stock/own current revenue ratio; present
value of debt service/own current revenue
ratio) and liquidity indicators (debt service/
current revenue ratio and interest payments/
current revenue ratio). These indicators
broadly provide an assessment of the ability
of state governments to service their debt

Table 11.13: Fiscal Sustainability of All State

(interest obligations and repayment) through
current and regular sources of revenue.

2.30 Ananalysis based on various indicators
of debt sustainability in different phases
during the period 1981-82 to 2015-16 reveals
that the rate of growth of debt of states at
the aggregate level exceeded nominal GDP
growth rate during Phase |, Phase Ill and
Phase V (Table 11.13). The Domar stability
condition was satisfied in all phases, except
Phase Ill. Both primary balance and primary
revenue balance remained negative in all the
phases, even as there was some improvement
in primary revenue balance-GDP ratio in the
last two phases. The tolerable limit of average
interest payments to revenue receipts ratio
of 20 per cent (Dholakia et al. 2004) was
breached in Phase Il but subsequently came
down in Phase IV and further in Phase V.

2.31 The fiscal/debt sustainability exercise is
extended beyond the simple indicator-based
assessment to empirically validate whether
the state governments would remain solvent.

Governments — Indicator-based Analysis

Sl. Indicators Symbolic Phase-I Phase Il Phase Il Phase IV Phase V
No. Representation
(1981-82 to | (1992-93 to | (1997-98 to | (2004-05 to | (2012-13 to
1991-92) 1996-97) 2003-04) 2011-12) 2015-16)
1 2 3 4 5) 6 7 8
1 | Rate of growth of public debt (D) should be |[D-G <0 2.1 -1.8 7.5 -5.1 1.4
lower than rate of growth of nominal GDP (G)
2 | Real rate of interest (r) should be lower than [r-g<0 -7.2 -6.0 0.0 -6.6 -6.3
real output growth (g)
3 (a) | Primary balance (PB) to GDP ratio should be | PB/GDP >0 -1.6 -0.8 i3 -0.3 =i
in surplus
3 (b) | Primary revenue balance (PRB) to GDP ratio | PRB/GDP > 0 -1.4 -2.5 -4.6 -2.0 -1.6
should be in surplus
4 (a) | Revenue Receipts (RR) to GDP ratio should | RR/ GDP ™1 11.3 11.3 10.5 12.0 12.9
increase over time
4 (b) | Public debt to revenue receipts ratio should |D/RR {4 1.8 1.8 2.6 2.2 1.7
decline over time
5 (a) | Interest burden defined by interest payments | IP / GDP {{ 1.2 1.8 2.4 2.0 1.5
(IP) to GDP ratio should decline over time
5 (b) | Interest payments (IP) to revenue receipts |IP/RR {4 10.4 15.8 22.6 16.5 11.8
(RR) ratio should decline over time
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This entails test of stationarity properties of
the government debt stock, examination of the
long-term relationship between government
revenues and expenditures, between primary
balances and debt, and between capital
expenditure and public debt (Bhatt, 2011).
While confirmation of stationarity of debt
stock (in level and first difference) indicates
mean reversion after temporary disturbances,

cointegration between government revenues
and expenditures is reflective of co-
movement, which is essential for satisfying
the inter-temporal budget constraint. Empirical
assessment of the inter-temporal budget
constraint in a panel data framework covering
20 Indian states for the period 1980-81 to
2015-16 indicates sustainable debt position of
states in the long run (Box 11.2).

Box Il.2:
Debt Sustainability of Indian States — Inter-Temporal Budget Constraint Approach

Drawing from the empirical literature, fiscal sustainability
is analysed from the perspective of satisfying the inter-
temporal budget constraint. This requires that government
expenditure, revenues and debt stock are all stationary in
their first differences [I(1)]. The stationarity property also
restricts the extent of deviation of government expenditure
from revenues over time. In case government expenditure
and revenues are I(1) and cointegrated, then the error
correction mechanism would push government finances
towards the levels required by the inter-temporal budget
constraint and ensure fiscal and debt sustainability in the
long term (Cashin and Olekalns, 2000).

First, the stationarity properties of state government debt,
revenues and expenditure (logarithmic transformation and
in real terms) are tested through panel unit root tests for
the period 1980-81 to 2015-16 covering 20 Indian states’®.
The results of panel unit root tests (Levin, Lin and Chu;
Im, Pesaran and Shin; and Maddala and Wu test statistics)
reveal that the three variables viz., debt, total revenues and
total expenditure are I(1).

Second, since both revenue and expenditure were found
to be I(1), an attempt is made to test whether there
exists a long-run equilibrium (steady state) relationship
between government expenditure and revenues through
panel cointegration tests. Using the extant methodology
(Pedroni, 1999), the test results for both the panel and group
statistics reveal strong evidence of panel cointegration
(Table 1). The estimated ‘Rho’ statistics, variance ratio ‘V’
statistics, Augmented Dickey Fuller ‘t’ statistics and the
Phillips and Perron (non-parametric) ‘t’ statistics reject the
null hypothesis of no cointegration at 1 per cent level for all
the three models.

Table 1: Panel Cointegration Tests for
Government Revenue and Expenditure

Test Statistics Panel Statistics Group Statistics
1 2 3
Model with no deterministic intercept or trend
V statistics 12.20*
(0.00)
Rho statistics -11.16* -8.27*
(0.00) (0.00)
PP statistics -7.76* -8.90*
(0.00) (0.00)
ADF statistics -7.45* -8.50*
(0.00) (0.00)
Model with individual intercept and no deterministic trend
V statistics 9.43*
(0.00)
Rho statistics -9.90” -6.87*
(0.00) (0.00)
PP statistics -8.26” -7.61*
(0.00) (0.00)
ADF statistics -8.45* -8.11*
(0.00) (0.00)
Model with individual intercept and individual trend
V statistics 14.46*
(0.00)
Rho statistics -6.63* -3.83*
(0.00) (0.00)
PP statistics -6.62* -6.47*
(0.00) (0.00)
ADF statistics -6.92* -6.25*
(0.00) (0.00)

Notes: 1. All reported values are asymptotically distributed as standard
normal.

2. Figures in the parentheses indicate the respective p-values.

3. * indicates the rejection of the null hypothesis of no cointegration at 1 per
cent level of significance.

4. Automatic selection of lags through Schwarz Information Criteria (SIC).
5. Newly West bandwidth selection using a Bartlett kernel.

(Contd...)

8 The states covered are Andhra Pradesh, Assam, Bihar, Gujarat, Haryana, Himachal Pradesh, Jammu & Kashmir, Karnataka, Kerala,
Maharashtra, Manipur, Meghalaya, Madhya Pradesh, Odisha, Punjab, Rajasthan, Tamil Nadu, Tripura, Uttar Pradesh and West Bengal, for
which data on all the relevant variables are available for the entire time period. In the case of Bihar, Uttar Pradesh and Madhya Pradesh, the
data on respective fiscal variables from 2000-01 also include data relating to Jharkhand, Uttarakhand and Chhattisgarh, respectively. This
has been done to ensure comparability of data for the entire period covered in the econometric exercise.
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Thus, the overall findings of the panel cointegration tests
reveal that government revenues and expenditure are
cointegrated, indicating long-term co-movement. Along
with the stationary property, these results suggest that the
current fiscal policies pursued by states are sustainable in
the long run, which is in line with recent findings (Kaur et
al., 2014).
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