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Exchange Rate Pass Through and the 
Trade Balance : The Indian Experience 

hlicllacl Debabrata Patra arld Sitikantha Pattanaik* 

Tlic unl~rcccdcntcd pciylncnts crisis of 1990-92 brouglit issues rcl:iling t o  ~ h c  
cxtcrnal sector to h c  vcry forefront of macro-ccono~nic 1n;inagancnt. A s11;lrp clown- 
ward adjustmcnt in the cxchangc rate was followed by structural cli;~ngcs in tllc 
exchange ratc regime. Tllc dcsircd cffccls of cxchangc ratc ch:ingcs on the tr:ldc 
ba~lancc depends critically upon the extent to which Lhc cxch:ingc rate atlji~st~~tcnt is 
t r a n s m i ~ c d  to export priccs dcnoininntcd in foreign currcncy ant! inipor~ prices 
dcnonlinatcd in  domcstic cuncncy, i.c., the dcgrcc of p:~ss-through. Enlpirical csti- 
nlation of pass-through in India shows that only 43  per cent of a depreciation in 
chc cxchangc ratc is  passed on by cxportcrs in Lllc form of lower cxport priccs in 
foreign currency, the rest being absorbed to raise cxportcrs' profits in rupcc Lcrms. 
While in tlic im~ncdiatc period cxportcrs' rupcc inconrcs may rise, a fuller pass 
through would have enabled an improvement in  niarkct share overseas and tlic 
profitability of  export activity on a more durable basis. On thc inxports sidc, tl\e 
cocfficcnt is low enough to assulnc co~nplctc pass-through into import priccs dc- 
nominated in ruy>ccs. The cstilnate of pass-tl~rough has crucial irnplic;~tions Tor the 
timing and magnitude of cxchmgc rate changes. I'olicy sinlu1;ltions show that thcrc 
are time lags which extend well beyond a ycar for an cxcliangc r:itc to Ilave its 
impact on the tradc balance. The results suggest that thc sctlucncc of rcfonns in 
tlle cxchangc rate rcginie which began since July 1991 slio~~ltl  I1:ivc bccn initiated 
from 1988-89 onwartls to produce a f;rvourahlc impact on thc tr;idc ha1:mcc in the 
years of crisis i.c. 1990-91 and 1991-92. Thc  sinlulntions also indicatc tli:it a 
proccss of gradual dcprcci;ition is self-fulfilling as changcs in domcsdc priccs and 
inconxc overtake tlic dcsircd cffcc~s of cxcli:mgc rate climgcs. Exch:mgc ratc policy 
in India lias an ilnportmt though conco~nitant role to p1:iy. The Pull bcnclits of 
cxcllangc rate adjustnicnts can be rcapcd only when llicy arc orclicstratcd wit11 
o ~ h c r  policy cl~angcs and when monetary, fiscal and other corrections mc cfrcctcd 
so as to allow the price cCrcc~s o r  cxchmgc raic n~ovcmcnts t o  impnct upon wade 
vol umcs. 

'This papcr is sct ugairlst lhc background of morncnlous and swccping 
c11:ungcs i n  thc st;u~cc and s~ructurc of cconomic policics in India. Thc 

- --- 

* S l ~ r i  b1icll;icl Ucb;~l)r;it;\ 1'atr;t is Dircctor and Sl~ri  Silik;~ntllaI'attrin;iikis KcscarchOI'ficcr 
irlt11c L)cp;lrtlilcnt of Ecorioli~ic An:~lysis and I'olicy. Tlic :~~itllors :ire gratcful to  I'rof. L.hl. 
Tll~oic ant1 Ur. 1li111;ir1~l1u Joslli for tllcir v;1lu3blc COII~II ICIILS.  Efficient typogr;~pllicd 
Ltssist;irlcc was rc~~clcr-cd by Snit. Vciitlclli Ilhagaviir~ ;i11i1 Snit. L.F. Fcr-nantlcs for u.liic,ll the 
i i t i t l~or~ iirc ;tIso gr;itcI'~il. '1 '11~ ~ I S I I ; ~ ~  ~ l i s c l ; ~ i ~ ~ ~ c r  i111i)Iics. 
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unprcccdcntcd paymcnts crisis which grippcd thc cconomy in thc wakc of 
tllc Gulf crisis of 1990 brought issucs rclaling to thc cxtcrnal scctor to 
thc vcry forefront of macro-cconomic man;lgcmcnt. The urgency auachcd 
to rcstoring sust:~inability to thc balancc of paymcnts ncccssitatcd drastic 
and unconvcntional rcsponscs; t l~c rcsultant sacrifice of growth and thc 
spir:~lling of inllutionary prcssurcs rcprcscntcd the pricc of adjustmcnt. 
Evcn 11s wide r~nging rcfoms bcga.11 to bc institutcd to addrcss thc struc- 
tural roots of 111c cxtcrnal imbalance, thc lessons of thc crisis prcdicatcd 
tlic rccoulsc to thc aulom;dc balancing mechanism c~nbodicd in a flcxiblc 
cxchangc r;w. A transitional dual cxchangc ratc rcgimc, onc scgmcnt 
1ixid by lllc monctary authority and thc othcr floating and dctc~mincd in 
the mnrkct, which was institutcd in March 1992, pavcd thc way for a 
u~lilicd cxchangc ratc, co~nplc~cly markct dctcrmincd by March 1993. 
Thc formative cxpcricnccs of tlic lirst ycar undcr thc ncw rcgirnc strik- 
ingly rcscmblc tllosc of scvc~i l  dcvcloping cconomics who havc had to 
~ O ~ l t ~ n d  with capit;~l mobility in lhc wakc of lini~ncial libcraljsation. A 
distinct casing of t11c balancc of payments constriiint cnablcd thc cxchangc 
ratc to pcrSorm t11c role of a Sixcd nominal anchor for the cconomy 
ralhcr tllan its conventional rolc in cxtcrnal adjustmcnt, Policy cfforts to 
st;tvc off t l~c prcssurc 011 Ihc jrupcc to appscci;ttc, pscvcntcd thc erosion 
of exporters' nominal prolits. 

In thc rcccivcd tllcory of balance of paymcnts adjustmcnt, thc cx- 
chungc ralc bclongs to thc tradition of thc claslicity approitch. Opcmtir~g 
through rcIi1livc priccs, variations in cxch;ingc ratcs 'switch' rcsourccs in 
Ihvour of thc production of tradcablcs, and consumplion expcnditurcs 
away from lhcm, thus bringing aboul irnprovcmcnt in thc trltdc balancc. 
Thc dcsircd cflccl of thc cxchangc ratc on thc tmdc balancc is prcmiscd 
on thc ncccssary and suflicicnt aspects of the Marshall-Lcrncr condition. 
Howcvcr, thc salutary cffccts of a cht~ngc in t11c cxchangc ratc on tradc 
Ilows, indccd, cvcn thc opcrability of ttlc Marshall-Lcrncr condition dc- 
pcnds cri~ically upon thc ctlcnt to which chc cxchangc ratc adjustrncnt 
is transmitted to cxport priccs dcnominatcd in forcibm currcncy and import 
priccs dcnominatcd in domcstic currcncy, i.c., thc dcgrcc of pass-U~rough. 
Pass-through is complctc whcn cxport priccs (in foreign currcncy tcrms) 
and irnporl priccs (cxprcsscd in local currcncy) risc or Fa11 by thc full 
amount of thc cxchangc ratc changc. Convcrscly, if cxport priccs in for- 
cign currcncy do no1 changc bul do, in tclrns of domestic culrcncy, and 
on thc othcr hand, impo11 priccs in domestic currcncy rcmain stable with 
priccs of ovcrscas cxptrlcrs bcaring thc burdcn of cxchangc ratc ch;ingc, 
pass-tl~rough is said to bc zcro. 
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Empirical cstimation of the dcgrce of pass-through of exchangc ratc 
movcmcnts into export and import priccs in India is the thcmc of this 
papcr. Thc subjcct has considcrablc rclcvancc for thc cvduation of rcccnt 
changcs in cxchangc ratc policy and thcir impact on the balance of pay- 
mcnts. Thc pass-through is cstimatcd csscntially in  a partial equilibliurn 
framcwork, though c fforls an: made to capturc dynamic cffccts, whcrcvcr 
thc data (which are annual) cnablc thc incorporation of adjustmcnt time. 
Thc mcthodology adoptcd takcs into account the identification problcrn 
which is associalcd with thc empirical cstimation of thc dctcrminants of 
tradc flows. While this papcr is dcvotcd to the assessment of exchange 
rJtc changcs on thc tradc balmcc, its Irdmcwork is gcncrally applicable 
to all pricc rclaicd mcasurcs (such as tariffs) which draw from the clas- 
ticity approach in thcir influcncc on thc tradc balnncc. 

Thc rcst of the papcr is organiscd into fivc scclions. Thc following 
scclion providcs lm ovcrvicw of thc sclcclcd contributions to thc litcratun: 
in rclalion to eslirnaling thc pass-through cffccts of cxchangc ratcs. Scc- 
tion 111 dcals with t l~c pcriod of study and thc sourccs of data. Scction 
IV scts out thc mcthodology adoptcd for thc cstimation of pass-lhrough 
and addrcsscs thc rclatcd issuc of thc empirical cstimation of thc undcr- 
lying tradc clasticitics. Scction V prcscnts thc cstimatcs of the pass 
through. Thc rnodcl of thc tradc scclor which was constructed to cstimate 
thc clcmcnts of thc pass-Ulrougl~ cocfficicnt is thcn simulatcd to tcst its 
performance and to asscss thc rcsults of policy simulation. Concluding 
rcmarks arc co~~ttaincd in thc final scction. 

SECTION I1 

A Critical Review of tlle Literature 

E~npirical studics of tile 1950s and 1960s tcndcd to assume cornplcte 
priss-through of cxchangc ratc changcs into cxport and import priccs. 
This tcndcncy stcm~ncd from gcncralisations drawn from a prior reasoning 
regarding cilhcr, pricc-taking bchaviour of a small country (in the intcma- 
lional lradc scnsc of thc tcrm) which dcrivcs a substantial portion of its 
incomc from export rcvcnucs or, a largc country whcre exports are a 
small propo~.tion or output, thcrcforc with elastic supply, thc country itsclf 
having considcrablc influcncc over thc tcnns of trade.' Attempts at em- 
pirical verification of Ihc proposition drcw from thc thcorctical multilateral 
lndc frr~rncwork dcvclopcd by Arminglon (1969). Howcvcr, the Armington 
rnodcl was explicitly comparative static and rcquikd highly rcstrictivc 
assumptions such as uniform elasticity of substilution bctwcen sources of 
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supply and infinite supply elasticities to make it operational. The cmpiri- 
csll modcl of the trade matrix of the U.S. givcn by Magcc (1971) cm- 
ploycd thc basic Amington framework to estimate gcographical trade 
flows bctwccn the U.S. and fourtccn countrics for thc pcriod 1951-69, 
Magcc providcd probably the only cconomctric cstimatcs of tradc supply 
elasticilics among studics, of that pcriod, cnabling the crucial supply ad- 
justmcnt to the estimation of pass-through, dcalt wilh latcr in this section 
and in the .section on rncthodological issucs. Magcc's modcl also adjustcd 
for the pass-through of import priccs into domcstic priccs and rcal in- 
come, an issuc that was latcr to bccomc thc ccntrcpiccc of thc monctarist 
attack on thc elasticity approach undcr Mundcll and Laffcr. A short- 
coming of Magcc's modcl was that it allowcd for no price lags and thus 
ignorcd the vital issue of the timing of exchange ratc adjustments. 
Morcovcr low clasticitics obtaincd for thc UK's and Gcrman dcmand for 
US cxpol-ts wcrc contrary to convcntional wisdom, sincc both countrics 
spccialiscd in manufactures and could bc expcctcd to havc a high dcgrcc 
of substitutability bctwccn domcstic production and imports' [Branson 
(1972)l. 

The abscnce of wcll-dcfincd lag structurcs is also characteristic of 
contcmporancous and succeeding crnpirical modcls of tmdc mombcrg and 
Boissonncult (1965), Kwack and S l k k  (1972) and Marston (1971)l. The 
qucstion of timing and thcrcfore of carcful consideration of lag structurcs 
is integrally wrought into the more fundamental issuc of whcthcr pass- 
through occurs or whcthcr cxportcrs' profits adjust to exchangc ratc 
changes, the latter cvcnt requiring lag structurcs which may cxtcnd bc- 
yond thc convcntional one-period adjustmcnt. Broadly howcvcr, cxccpt for 
Grimm who is rcportcd to havc used the Alrnon tcchniquc to obtain the 
distribution of income and price cocflicicnts for disaggrcgatcd 'U.S. cx- 
ports and imports? studies tcndcd to focus on incomc and activity as 
determinants of trade and to ignore price lags. 

Neverthclcss, both Magee's cmpirical modcl as wcll as Branson's a 
priori estimates drawn from Armington's framework yicldcd high dcgrccs 
of pass-through of the major realignment of principal cxchangc ralcs 
which occurrcd in 1971, though over a pcriod of timc, for thc US and 
its trade partners. The obscrvcd lack of rcsponsc of US import priccs 
was attributed to Gcrman and Japancsc cxportcrs holding back somc Pilrt 
of the exchangc ratc adjustmcnt by kccping dollar priccs constant and 
allowing home currcncy priccs to fall. I-lowcvcr, thcir conclusion conlliclcd 
dircctly wilh the obscrvalion of ncar full pass-~hrough of ihc rcvalur~iion 
of thc DM and thc Ycn (duc to dcvalu;~tion of tllc dollar) into Gcimnn 
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and Japancse cxport prices rcspc~tivcly.~ Thcse rcsults providcd support 
to thc Pavourablc elfccts expcctcd out of the 1971 rcalignrncnt of currcn- 
cics. A turnaround in the U S  trade balance towards surplus and a re- 
duction in thc tradc surpluses of Japan, Gcrmany and the UK was ex- 
pcctcd to bcgin within a year of the 1971 currency adjustment, with the 
full crfccts appearing by the end of 1973 [Branson (op.cit)]. 

Thc 1971 rcalignmcnt spawncd in its wakc scveral altcmative attempts 
to examinc thc qucstion of pass through of cxchange ratcs. Undcr the 
'bcforc-aftcr' approach, the pass-through was mcasurcd as the changc in  
trade priccs that actually occurs (aftcr) and the hypothcticcll change that 
would havc occurrcd in the abscnce of cxchangc ratc changcs (bcforc). 
Krcinin (1977) cmploycd thc control country tcchnique whcrcundcr the 
counlry undcr investigation was compared with a country (or a group of 
countrics following Krcinin) similar in all rcspects to the former country 
cxccpt that in the latter case, cxchangc ratcs did not change." Krcinin's 
findings corroboratcd Magce's and Branson's rcsults rcfcrrcd to earlicr. 
For U.S. imports, the dcgrcc of pass-through was low, around 50 pcr 
ccnt. For all the othcr countrics pass-through ranged bctwccn 60 to 100 
pcr ccnt, confirming the salutary effccts expected of exchange rate 
changes of 1971. 

Undcrlying the optimism associatcd with the pass-through was a 
strong faith in the adjustmcnt mechanism cmbodicd in  the elasticity ap- 
proach. Given the right elasticities, a floating exchange rate would al- 
ways clcar the forci cxchangc market. The elasticities wcre assumed 
almost axiomatically to be high enough for the Marshall-Lerncr condition 
to opcratc. Branson (op.cit) suggcstcd dcmand clrtsticitics in the rangc of 
-2 and -3, while Magce (op.cit) obtaincd supply elasticities of 10.0 for 
U.S. exports and 8.5 for U.S. imports. 

9 

The cxpcricncc with floating cxchange ratcs since 1973 has swung 
opinion in almost the opposite direction. The elasticity approach bccarne 
subjcct to a crcdibility qucstion and the floating ratcs secmcd to  have 
bccn "sold on a false prosp~ctus".~ During the 1970s and 1980$, large 
pcrvcrse movcmcnts in cxchmgc ratcs have bccn witnessed, complctcly out 
of line with the fundsmcntals. Exchrtngc ratcs, instcad of frecing econo- 
mics from thc balance of payments constraint have .irnposcd problems of 
volalility and inflation. Massive, ortcn conccrtcd, intcrvcnlion by monctary 
authorities has bccn complctcly discounted by foreign cxchangc markets 
driven by spccul;ttivc scntirncnts. At thc samc time, payrncnts imbalances 
hnvc grown un;lb~lcd, impervious to cxchangc rate movcmcnts. Among the 
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industrial countrics, thosc with tradc surpluscs (cxccpt Ncthcrlands and 
Bclgiurn) doubled thcir surpluscs ovcr thc dccadc of lhc 1970s whilc a 
similar monolonic growth in dcficits was noticcd for thc dcficit coun~rics,~ 

Thcsc dcvclopmcnts have lcd to a critical asscssrncnt of thc rigid as; 
sumptions of the clasticity approach, which in rcality ncvcr scan to ob- 
tain, For the sake of continuity in building up this scction thcsc wcll 
known c~iticisrns arc bricfly rccapitulatcd hcrc. To begin wilh, Lhc c1;tstic- 
ity approach or its axiom, thc Marshall-Lcrncr condilion i s  csscnlially 
static and assumcs a givcn lcvcl of incomc. Howcvcr, in thc 1970s and 
in lhc 1980s, balancc of paymcnls adjuslrncnt camc to bc increasingly 
vicwcd in a growth pcrspcctivc. Secondly, thc impact of cxchangc ratc 
changcs on tradc ilows is laggcd, formaliscd in thc litcraturc as thc J- 
curve cl'fcct. Thus pcriod of transmission is oftcn charactcriscd by com- 
pcnsating movcmcnts in dorncstic priccs which would nullify tlic cxpcctcd 
cffccts of thc initial exchangc ratc changc. ThirlwaLl (1988) poinlcd to "a 
succcssion of J-cu~vcs such that lhc forcign cxchangc losscs from rcduc- 
ing thc value of thc currcncy arc ncvcr rccoupcd" unlcss prcvcnlcd by 
absorption dampcning policics which in turn causc a loss of growth. Thc 
monctarisl/supply sidc hypothcsis [Mundcll and Laffcr] dcvclopcd the ar- 
gumcnt of cornpcnsating adjustmcnt of domcslic priccs to point out thc 
scrious inflationary potcntial of fluctuating cxchangc ralcs. Thc ralchct 
cffcct would impose thc burdcn of adjustment of dorncstic priccs almost 
entirely upon countries undcrlaking dcvaluation. Givcn thc law of onc 
pricc, this would ultimately lcad lo a gcncral incrcasc in  the pricc of 
tradcd goods and world-wide inf lat i~n.~ 

Furlhcrmorc, cxpcricnce pointcd to dcmand claslicitics bcing signifi- 
cantly lowcr than carlicr assumcd. In thc casc of most dcvcloping coun- 
tries, elastieitics wcre intrinsically low, givcn thc growlh-linkcd nriturc of 
thcir import dcmand and primary product concentration of thcir cxport 
b a ~ k c t . ~  Evcn for induslrial countrics thc clasticity pessimists outside the 
structuralist school [Adams and Junz (1971), Klcin (1972)l turncd in 
econometric cvidcncc of low clristicitics of both consumption and produc- 
t i ~ n . ~  This has Icd to a shift in thc casc for dcvaluation, particularly in 
IMF-World Bank supported adjuslmcnt prograrnmcs to supply sidc argu- 
mcnts. Thus dcvaluation is cxpcctcd to makc cxpo~t salcs prolitablc rcla- 
tivc to salcs in dorncstic markets, inducing resources shifis thikt would 
enablc larger cxport production. ?hc underlying assumption is that dcspilc 
low dcmand clasticitics thc pricc clasticity of c x k r t  supply is large 
enough to allow thc cxchangc ralc lo play ils tmdilional rolc. Howcvcr, 
lfussain and Thirlwall (1984) invcstignlirlg lhc supply-side approach to 
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exchange rate dctcrmination adoptcd by thc IMF in thc Sudan lo found 
that, owing to thc inflationary rcpcrcussions of dcvalualion and low cxport 
supply clasticity, dcvaluation was at bcst nculral in its cfrcct on profit- 
ability in thc ovcrall scnsc. In spccific cascs it  'was shown that dcvalua- 
tion may have evcn rcduccd pr~fitabiiity.'~ 

Finally, thc pnssivc role assigncd to supply clasticitics by assuming 
thcm to bc infinity has bccn rcjcctcd cvcn by thc clasticity optimists. 
Evcn i f  dcrnand clasticilics sum up to cxcccd unity, a dcvaluation may 
not be cfScctivc bccausc supply clasticitics maiicr, both in ihcmsclvcs and 
as dctcrminants of tradc.lZ Branson (op.cit), setting out thc analyiics of 
exchange ratc movcmcnts showcd that cvcn with claslic dcrnand conditions, 
impcrfcc~ly clastic supply can blunt thc cSSccts of a dcvaluation by cxcrt- 
ing a downward prcssurc on import pnccs and an upward prcssurc on 
cxport priccs in thc dcvaluing country. If dcrnand is lcss than unity, low 
supply clasticitics may in fact cnhancc thc favourablc impact upon lhc 
trudc balancc sought out of a dcvaluation, by raising cxport priccs dc- 
nominated in  local currcncy and thcrcby, cxportcrs' earnings. In 
Branson's cstimatcs U~crcforc, impcrfcctly clastic supply could rcducc thc 
expcctcd impact of thc cxchangc ntc adjustment on thc tradc b a l m  by 
20 pcr ccnt. Magcc's (op.cit) cslimatc was cvcn largcr at 35 pcr ccnt. 

The recognition of the cxislcncc of low clasticitics of supply has a 
crucial bcaring on the estimation of pass-through. It implied that cxport- 
ers may not, in  the wake of a cxchangc rdlc chmgc, altcr h c  priccs of 
thcir goods in forcign currcncics but might instcad absorb thc chmgc in 
profits. Although lhc phcnomcnon bccnmc thc subjcct of an animatcd 
dcbatc in thc late 1960s and carly 1970s, thc conscnsus of opinion was 
that such a response would be only tcmporary [Brilnson (op-cit)]. Ex- 
porters' profit would swcU in a dcvaluing country, drawing ncw cntmts 
and rcsourccs into the scctor, ullimatcly lcading to cxccss profils dissipat- 
ing. Thus pass-through bccamc only a question of timing and would 
occur sooner or latcr. Krcinin's rcsults show t h ~ t  cxportcrs to thc US do 
absorb ovcr onc half of thc dollar's dcprccialion by lowcring thcir priccs. 
Howcvcr, this was argucd to bc a short run phcnomenon, For other 
countries pass-through is almost uniformly large, supporting thc vicw that 
countries with large forcign tradc sectors (rclativc to GDP) cxpcricncc a 
grcatcr dcgrcc of pass-through. 

Thc lalc 1980s wiu~csscd thc flowering of scvcral thcorclical modcls 
of cxport pricing bchaviour. In static profit-maxirnisation rnodcls Lhc 
p:~qs-through cocfficicnt would dcpcnd upon spccilic markct conditions, thc 
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shapcs of dcmand and cost curvcs jointly dctcrmining thc cocfficicnt 
[Kncttcr (1989), Mann (1986)l. In the Baldwin (1988) modcl the pass 
lbrough cffcct is theoriscd to bc hystcrctic or path dcpcndcnt and suilable 
in explaining pass-through whcn exchange rates movc in a narrow range, 
consumcr dcmand is sluggish and costs arc dominatcd by invcstmcnts. 
Extending this logic, thc pass-through would change whcn cvidcncc cxists 
as regards a structural brcak brought about by violcnt cxchangc rate 
rnovcmcnts. Empirical studics of the pcriod indicatc that thc pass-through 
cocfficicnt is the rcsult of conscious price sctting bchaviour of cxport 
firms, which can, and docs cxtcnd bcyond the short run. Exporters of 
manufacturcrs in thc U S  sccm inscnsitivc to cxchangc ratc changcs and 
pass-through (in tcrms of rcal cxchangc rate changcs) is almost complcte. 
In contrast, cxportcrs in other countries pricc to markct by changing 
markct priccs dcnominatcd in local currcncy, leaving thc pricc exprcsscd 
in dollars unchanged. Ohno (1989) cmploycd a modcl csscntilllly dcrivcd 
from Lhc stalic profit maximisation framcwork, opcrationalising i t  by al- 
lowing for variablc mark up ovcr cost.' Hc dcfincd pass-through as the 
elasticity of cxport priccs (dcfincd in importcr currcncics) with rcspcct to 
thc rcal cxchange ratc and examincd cxport pricing bchaviour of U S  and 
Japancsc manufacturcrs. His rcsults indicatc that whilc US pass-through 
cocfficicnts arc closc to unity, thc Japmcse cocflicicnts arc lcss than 0.8 
and significantly diffcrcnt from unity.I3 

Givcn thc prevailing ambivalcncc as regards thc cfficacy of thc cx- 
changc rate instrurncnt in balancc of paymcnts adjustment, ihc pass- 
through of cxchangc ratc into trade priccs assumcs crucial rclcvance for 
the fashioning of stabilisation skratcgics and for dctcnnining thc timing of 
policies. Thc dcgrcc of pass-through cannot cmcrgc from a priori reason- 
ing. It is clcarly a qucstion of cmpirical dctcrmination, lhc ncccssary 
estimation frrtmcwork craftcd to suit thc specific country undcr study. 
Nccdlcss to say, such an cffort may not provide any solutions to the 
thcorctical issucs that surround the qucstion of pass-through, Thcrcforc, 
thc attcmpt underlying thc narrative containcd in this scclion was esscn- 
tially lo prcscnt the thcorctical dcbatc on thc subject. Against h i s  back- 
drop thc p;lpcr now tuns  to the issuc of estimation of pass-through of 
cxchangc ritc changcs in India. The scction on methodological issucs i s  
prcccdcd by a discussion on the pcriod of study and the sourccs of data. 



EXCHANGE RATE PASS THROUGH AND THE TRADE BALANCE 289 

SECTION 111 

The Period of Study and Sources of  Data 

Thc pcriod of study is for 23 ycars, LC. from 1970-71 to 1992-93. 
Thc pcriod marks thc onsct of a ccrtain activism in India's cxchangc ratc 
policy. The high ordcr of volatility prcvailing in intcrnational cxchangc 
markcts in the carly 1970s rcndcrcd thc arrangcrncnt of pcgging thc rupce 
to cithcr thc pound stcrling or thc US dollar unrcdistic sincc it prcscrvcd 
artificial paritics cvcn as thc pcg itsclf flucluatcd widcly against thc 
SDRs and othcr major currcncics. This itnposcd inilially thc nccd to pc- 
riodically widcn margins and latcr to rcvisc the parity as the pound stcr- 
ling continucd to dcprcciatc. On July 1, 1074, whcn the SDR bcgan to 
bc valucd in tcrms of a currcncy baskct, thc agc of managcd floats had 
arrivcd. Thc rupcc was dclinkcd from thc pound stcrling and its cxtcrnal 
valuc with clfcct from Scptcmbcr 24, 1975 bcgan to bc dctclmincd with 
rcfcrcncc to a wcightcd baskct of currcncics of countrics which are 
India's major trading partners. Thc baskct armngclncnt was contcmporanc- 
ous with thc successful adjust~ncnt to thc first oil shock. It rcprcscntcd 
not mcrcly an attcmpt to impart stability to thc rupcc; it also gavc a 
dcgrce of flcxibility for thc monctary authority to mmagc thc cxchangc 
rate in a manncr consistent with improving thc intcrnational price com- 
pctilivcncss of cxports. This in itsclf formcd part of thc ovcrall slratcgy 
whcrcin cxport promotion was assuming a growing importance. 

In thc cnsuing ycars (1975-80) howcvcr, cxchangc ratcs had liltlc mlc 
to play. Thc adjustmcllt to thc first oil shock camc about through a 
happy combination of factors, LC., incrcascd rcmittanccs from Wcst Asia, 
part of which camc in thc form of dcposits, largcr availability of aid, 
financing Crorn tkc IMF and a spurt in cxports. Exports rodc on thc 
crcst of a boom in world lradc ralhcr than bcncliting from Ihc influcncc 
of any instrumental variablc. Thc volume of world tradc grcw by 11 per 
ccnt in 1976 and in thc range of 5 to 6.5 pcr ccnt annually ihcrcaltcr. 
Thc growth in  cxporls .at 8 pcr ccnt pcr annum during the pcriod in 
volurnc tcnns kcpt wcll abovc tlic growth rdtc of world tndc. Thc cx- 
chsngc ratc of thc rupcc vis-a-vis thc dollar14 apprcciatcd ycar aftcr ycar 
following thc institution of t l~c  btiskct arrangctncnt up to 1980. Tlic rcd 
cf'fcctivc cxch;lngc ratc of thc rupcc howcvcr, dcpicciotcd by about 15 pcr 
ccnt bctwccn 1975 and 1979 as a rcsult of anli-inflationary policics 
which providcd an clcmcnt of compctitivc ndvmtagc in tctms of inflalion 
diffcrcnlials vis-a-vis tilc rcst of t l~c  world IJoshi (1984)]. Thc basket did 
impart stability and realism to ~ h c  cxtcrnnl valuc of thc rupcc. Howcvcr, 
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altcndanl circumstmccs did not warrant any activc cxchangc rutc managc- 
mcnt. By 1979-80 when thc crudc pctrolculn priccs doubled into what 
bccii~nc llic sccond oil shock, India's current account dcficit was barely 
0.4 pcr ccnt of GDP and thc lcvcl of rcscrvcs stood covcr lor ovcr scvcn 
months of imports. 

In 1980-81 tllc trddc dcficit Ircblcd, and cvcn thc continuing slrcngth 
of cxports (in t l~c P~cc of sluggishness in world tndc) and rcmiltanccs 
were unablc lo contain LIic dctcriorrttion in thc b;tlancc of payrncnls. In 
thc following two ycars, global rcccssion began to affect cxpo~ls and rc- 
miltanccs tapcrcd off as Ihc Gulf rnigralion boom movcd castwards away 
from India and Pakistan towards Br~ngladcsh, Philipincs and Soulh-East 
Asia. The a?justmcnt cfforl consisted mainly of ncgotialing in Extcndcd 
Fund Facility with thc IMF, although thcrc wrts also a notcwo~lhy stcp- 
up in the indigenous production of crudc ~ i l .  Thc loss of rcscrvcs wit- 
ncsscd in 1980-81 and 1981-82 was stcmmcd only by thc support from 
thc IMF. TIic cxchangc ralc of thc rupcc vis-a-vis tlic dollar bcgsn to 
slidc, h c  annual dcprcciation crossing 10 pcr cent by 1984-85. Thc rcal 
cffcctivc cxchaiigc rdlc of the rupcc apprcci;itcd sharply. By 1983-84, thc 
REEK was l.~ig!lcr tlirtn its lcvcl in 1979-80 by 15 pcr ccnt [Joshi (ibid)]. 
Thc tenr~s or tlxdc shock from cscalalion in oil priccs Icd to am accclcra- 
tion of inf'l;ilitriinry prcssurcs in India, which could not bc compensated 
for by thc nominal dcprcciation. 

Dcvclopmcnts in tlic zxtcmal scctor during t ic  Scvcnlh Plan pcriod 
and t11c inlcnsc pressures imposed upon macro-cconomic m;inagcrncnt by 
tlic scvcrc payments crisis of 1990-91 and 1991-92 brougllt into sharp 
focus thc nccci for a critical asscssmcnt of thc cxch;tngc ralc rcgimc 
adoptcd sincc 1975 of pegging the cxtcrnltl valuc of thc rupcc to a 
wcighicd baskct of currcncics of India's major trading partner countries. 
(p.17) Thc currcnt account dciicit took on a slructural character, fucllcd 
by largc and pcrsistcnt internal imbalmccs that spillcd ovcr inio ihc cxtcr- 
nal scctor. Thc composition of financing undcrwcnt shifts in favour of  
costlicr sources of funds. The pcriod also saw a large use of the 
country's forcign exchange rcscrvcs. Incipicnlly, the roots of thc impcnd- 
ing crisis took hold culminating in a collapsc of thc capital accourlt in 
tbc latcr half of 1990-91 and thc first half of 1991-92. 

Evcn as adjustment cf'forls wcrc mounted, it was rccogniscti tliat lhc 
rccurrcncc of such a crisis could bc prcvcrlrcd only through t11c imrrictiialc 
ir~stilu[ior~ of' fundarncn~;tl rclijnns that adtlrcsscd thc vcry roots of' suuli 
s~ructur;tl irnt)alarlccs. '111~ mcasurcs of' rcfornl 11;ttl 10 t ) ~  ~.oor<Iin;~~c~i;  I ~ I C  
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tuning and magnitude wcrc of crucial imponance. Thus a tighl monctary 
policy set thc stage for a downward exchange rdte adjustment which in 
turn, cnablcd swccping libcralisation in tradc, industrial and Porcibv invcst- 
mcnt policies, all of them supportcd by a stratcgy of fiscal col-1.cc1ion. 

The discrcte downward adjustmcnt of  the rupcc cffcctcd in July 1991 
apart from its immcdialc objective of quelling dcstabilising cxpcctations 
gcncratcd by the loss of rcscrvcs, was dcsigncd to achicvc a realistic 
cxchangc ralc of the rupcc. Bctwccn Oclobcr 1990 and March 1991, thc 
real cffcclivc ralc apprccintcd and thc nominal dcprcciation, largc as i t  
was, could not countcrbalancc thc widening inllation difl'crcnlials.15 
Thus in ordcr to rcstorc compctitivcncss to the rupcc in real tcms,  thc 
nolninal dcprcciation had to bc large, of thc ordcr of 20 pcr ccnt. How- 
cvcr, cvcn as thc cffccts of downward adjustmcnt of the rupcc wen: k ing  
cvaluntcd, it was clear h a t  thc scopc for such changcs in [hi: cxchangc 
rate was limited, givcn thc rcsponsc of compctilor countr-ics Also, tlic 
expcricncc of 1990-91 and 1991-92 lcft little room for drawing down of 
rcscrvcs to fmancc currcnt account dclicits. Thc Eximscrip, intrcduccd in 
July 1991 was Ihc first step in thc movc towards equilibrating tlic bal- 
ance of pnymcnls wilhout recourse to official sctllcmcnt. Thc Eximscrip 
brought i n  a balancing mechanism bctwccn cxports and imports, 
gcncraliscd thc inccntivc structure for cxports and obvialcd the nccd for 
budgetary support to thc export sector. Howcvcr, it was confincd to the 
tradc account and also canicd wilh it thc ad~ninistri~ive hurdlcs and loop- 
holes of a licence. 

On the rccommcndations of the High Lcvel Cornmittce on Balmcc of 
Paymcnts, the Libcraliscd Exchange Rate Mlu~agcmcnt Systcm (LERMS i 
camc into cxistcncc on March 1 ,  1992. Esscnlially a tr;~nsilional arrangc- 
mcnl, it strcngthcncd the balancing propcrtics and thc irlccntivc structure 
of the Eximscrip and yet obviated licensing proccdures by opcrating 
through thc banking systcm. It was broadcr in its scopc since ir cncom- 
passcd thc currcnt account. 

Thc LERMS must t)c vicwcd as a systcm in transition operating 
within tllc framework of cxchangc control procedures. It was a pcricd of 
Icanling, bcfor.c the final stcp toujnrds convc~~ibility. Thc LEKMS enabled 
thc cst:tblishmcnt of preconditions 111;it dctcrminc tllc succcss of con- 
vcr-tibi li t y .  I t  a1 so cna tied thc ticvclopmc~~r 01' ordcrl y rnnrkct condi~ions, 
preparatory to  ~ranslorr-ing ;111 augrncl~tcd volur~ic of for-eign cxchar~gc 
Lransactiol~s lo tllc nlarlict operators. I'hc cxpericni'c \\'it11 rhc LEKhlS 
was sa1isl;ictor-y. 7'hc sprcad bc~~vcun llic ollici;~l ;irld n1;irkc.t rates was 
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around 17 pcr ccnt, exccpt for the first half of Fcbruary 1993 whcn the 
spread widcncd due to a flurry of spcculativc activity. Howcvcr a dual 
ratc system imposes an implicit export tax. It also distinguishes bctwccn 
rcmittances flowing into the cumnt account and thosc coming into the 
capital account. In this sense, thc unification of cxchange rate was only 
logical. 

The expcricnccs in ihe wakc of unification rcopcn thc issue of thc 
appropriate role of the cxchange ratc and in a broadcr scnsc, thc choice 
of thc exchange ratc rcgime. In the face of a massivc inflow of forcign 
exchange following thc mcrging of dual cxchangc ratcs, thc nccd to pro- 
tcct the compctitivcncss of cxports has bccn a guiding criterion i n  thc 
conduct of cxchangc ratc policy. Thc strong upward prcssurcs from cur- 
rency inflows on tl7e cxchangc mtc havc bccn stavcd off by purchases of 
forcign currency by the RBI from thc rnarkct. Whilc this passivc intcr- 
vention did provide thc enabling conditions for an unprcccdcntcd cxport 
performance in 1993-94, the cxtcnt to which monctary policy action is 
hostage to capital inflows and the rcal apprcciation of the cxchangc ratc 
which incvitably occurs pose conccms to macro-cconomic managcmcnt. 
In thc cnsuing pcriod, thcse issucs would dctcrminc thc goals for which 
thc managcment of the cxchangc ratc as a policy instrument can aspire 
for. 

The International Financial Statistics of thc International Monctary 
Fund (IMF) was rclicd upon for data on world cxports and unit value 
indices. For data on India, thc Economic Sulvcy, 1993-94 of the Ministry 
of Financc, Governmcnt of India was thc cornprchcnsivc sourcc. . 

SECTION IV 

Methodological Framework 

Thc cstirnation of pass-through LC., thc cxtcnt to which an 
exchange rate adjustmcnt changcs thc prices of imports and exports dc- 
pcnds intrinsically on the rcsponsivcncss of tradc volumcs to pricc 
changcs. Thcrcfore prccise knowledge of thc pricc clssticitics of bolh dc- 
mand and supply of cxports and imports is a prc-condition to the mca- 
surcmcnt of pass-through. 

Scvcrd empirical sludics cxist which providc cslimalcs of thc l'clcvant 
clasticitics i n  thc Indian context.16 E-lowcvcr, as Goldstcin and Khan 
(1978), Ucda et a1 (1083), have pointcd out, iradc flows arc subject to 
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an identification problcrn, i.e. exports and imports as thcy cmcrge an: the 
rcsult of the joint operation of both supply and dcrnand influcnccs. Con- 
scqucntly, clasticitics dcrivcd from functional formulations which cmphasise 
only one sct of factors are usually ~ndcrcstimatcd.~~ This i s  particularly 
truc of India whcrc though imports sccrn to be clcarly idcntificd as de- 
mand-induccd, cxports are subjcct to twin influcnccs. World dcrnand and 
the lurc of thc largc domcstic rnarkct exert conflicting pulls. Evcn within 
thc cxport baskct, whilc primary products and ores may be dominatcd by 
supply f~ctors,  thc growing catcgory of manufactures are, on a priori 
considcralion, dcrnand induccd. Following Goldstcin and Khan (ibid), 
Hussain and Thirlwall (op.cit), the rncthodology adopted hcrc for the es- 
timation of dcmand and supply elasticities consists of the simultaneous 
cstimation of supply and dcrnand functions for both cxports and imports. 
This allows not only for the shcdding of simultaneity bias but also for 
idcntirying thc dominant influcnccs in each category of trade flows. Ac- 
cordingly, thc scparablc influcnccs of dcmand and supply factors on both 
cxports and imporls arc examincd within thc framework of an aggrcgative 
rnodcl of t l~c  trade balance. The focus of the modcl is on thc estimation 
of price clasticitics which form clcmcnts in thc cstirnation of cxchange 
mtc pass-through. Thc functions are spccificd in log lincar form to allow 
for thc dircct cstirnation of elasticities. Thc spccd of adjustrncnt is incor- 
poratcd whcrcvcr thc cstimatcd functions working on annual data enable 
U1c capturing of dynamic crfccts. A fcaturc of the modcl is that cxchange 
mtc docs not explicitly cntcr into any of thc cquations as an indcpcndant 
valiablc. Instcad, it is introduccd as a mcdium of translating the rupce 
pricc of cxports accruing to thc domcstic producer into the foreign price 
Pacing the ovcrscas buycr. Analogously, it passively transforms thc for- 
cign pricc into thc pricc facing thc local importcr. This positioning of 
thc cxchangc rate in thc modcl is particularly suitable for the purposc of 
this papcr as it is possible to cvaluatc thc tmdc balance implications of a 
policy induccd exchange rate change without ntchct and feedback effccts. 

For a small country (in the international trade scnse of the term) 
rnarkct absorption, i.e. dcmand factors can bc assumcd to be predominant 
in thc dctcnnination of export volumcs. On the othcr hand, supply side 
factors would dctcrminc the price at which the volume of exports would 
be offcred for sale to overscas markets. Under these assumptions, a 
wcdge may appcar bctwccn thc 'dcmand price' and the 'supply price' if 
cach sct of influcnccs opcratcs indcpcndently. This provides scope for the 
cxchangc rate to operate, enabling the exporter to mcct international 
prices, on the one hand, and on the olhcr, conveying an incentive to the 
exporter to augmcnt cxport production relative to salcs in the domcstic 
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markct. The volume of imports can be more clearly identified as dcmand 
determined. The price of imports which is dctcrmincd by market condi- 
tions abroad is usually treated as exogcnous. In this modcl, howcvcr, an 
attempt is madc to endogcnise import priccs. 

The demand function for cxpons is spccificd as: 

log Xd, = log a, + a, log WX, 
+ a, log PXd, + a, log PY ...( 1 )  

where Xdt is the quantity of India's exports dcrnandcd by the rcst of h c  
world (quantity index), PXd, is the pricc of exports filcing the forcign 
buyer (the indcx of unit value of exporls dcllatcd by a nominal cxchangc 
rate indcx), WX is world exports at constmt prices rcprcscnting economic 
activity in overscas markctsI8 (world cxpons in US dollar tcrrns dcflatcd 
by world export priccs also in US dollar tcrms) and PWx is Ihc world 
export price (unit value indcx in US dollar tcnns). India's export pricc 
and thc .world export pricc are both included as explanatory variables to 
cgpture the elasticity of substitution bctwccn sources of supply. Hcrcaftcr 
tllc subscript t denotes the timc pcriod and the superscript d dcnotcs de- 
~nrind. 

To capture the adjustment of exports to dcsircd lcvcls, a Nerlovian 
process can be spccificd as follows: 

A log X, = h (log Xdt - log X,,) . . (2) 
A is the adjustment cocflicicnt and 
h a first diffcrcnce opcrator 

Substituting (2) in (1) yields 
log Xd, = log A, + 4 log WX, + A, log PXd, 

+ A, log PW: + A, log Xd,, - -  (3) 
where A, =b,, 4= la,, A, = ha, 
A, = 3ca, and A, = (1- h) 

In terms of Ihe hypothesis, the supply function of exports is invcrtcd and 
exprcsscd as a export price function as follows: 

log PX: = log b, + b, log Y, 
+b, IogX', + bJog PD, .* (4) 

PX., is the supply pricc of cxport~  (unit valuc indcx in rupcc tcnns). Y, 
is i i ~ o s s  Domcstic Produa at Pic~or cost rcprcal~ling cconomic activity. 
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X: i s  the quantity of cxports supplicd and PD is thc domcstic pricc 
(wholcsalc pricc indcx) which would rcflcct thc rclative profitability of 
exporting vis-a-vis domcstic salcs. Thc translation of PXs, into PXd, is 
as follows: 

PX', = PXd, x c .. . (5) 

whcrc c is thc nominal cxchangc rate of thc rupcc vis-a-vis in lhc US 
dollar in indcx form. 

Building an acijuslmcnt proccss as spccificd at (2) inlo (4) yiclds 

log PXs, = log B, + B, log Yt + B, log X: 
+B, log PDI + BJog PXs,,.. (6) 

whcrc B, = hb,, B,= hb,, B, = hb, 
B, = b, and 8, = 1- h 

Thc valuc of cxports (XV) can lhcn bc j,' wen as 

XV = Xd, X PXSt . . . (7) 

Thc import dcmand funclion is spccificd as 

logMd, = C, + CJog Y, + C, log (PMdJPDJ..(8) 

whcrc PMd, is Lhc pricc of imports facing thc local importer (unit vduc 
indcx in rupcc tclms). Othcr variables arc as spccificd carlicr. 

Thc dynamic form of thc import dcmand function includcs a laggcd dc- 
pcndcnt variable in lcrms of thc adjuslmcnt proccss rcfcrrcd to  carlicr. 
Thc pricc of imports tr~nslatcs inlo thc forcign supply pricc of imports 
(PMs,) as follows: 

PMd, = PM', x c -...(I>) 

Thc import supply pricc is cstimalcd as: 
PMs, = logd, t dJog Ms, + dJog Mw, 

+ d,log PMw, ...( 10) 

wllcrc Mw, is world imports/cxports at constant priccs (world cxportslim- 
porls in U S  dollars dcllatcd by world cxpolq/i~nport priccs in US dollar 
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tcrms) and PMW is world import priccs (unit valuc indcx in U S  dollar 
tcrms). 

lrnport valuc (MV) is obtaincd as 
MV = Mid (c.PMS,) 

Thc lradc balancc (TB) is thcn obtaincd as 

TB = XV - MV. ...( 1 2) 

Estimalcs of pricc clasticitics of dcmand and supply can be obtaincd as 
follows: 

Equilibrium Dynamic 
Estirnatcs Estirnatcs 

- - - - 

Exporls 
Demand (dx) 

Impotls 
Dcmand (dm) C3 C 3 b  

As discussed i n  thc prcccding scction, it is csscnlial to corrcct for 
prim claslicitics of supply of cxporls and imports k i n g  lcss than infinity, 
Following Branson (op.cit), total diffcrcntiadon of thc equations spcciiicd 
would lcad to thc cstimatc of the pass-through cocfficicnt for c x p m  (kx) 
and imports (Km) as : 

1- (dxjsx) 

and Krn = 1 

whcrc dx and sx arc tllc pricc clasiicilics of dcm;ind and supply of cx- 
ports rcspcclivcly and dm and sm arc similar pricc claslici~ics for irn- 
ports. 
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Empirical Results 

Eslimalion of thc modcl sct out in thc prcccding scction prccludcs thc 
usc of Ordinary Lcast Squarcs (OLS). Asymptotically biascd csti~natcs of 
thc slructural paramclcrs would rcsult duc to the crror tclm bcing corrc- 
latcd wilh LIIC cndogcnous variablcs - lest squarcs bias. Furthcnnorc with 
thc pricc cquations k ing  invcrlcd dcmand/suppIy cquations, t ~ c  sub-modcls 
csscnlially cstilnatc thc same variablc in tcrms of two distinct scts of 
influcnccs which cm bc assumcd to bc indcpcndcnt of cach othcr. In 
fact, cach of the cquations is quitc wcll idcntiiicd. Thc variablcs cndog- 
cnously dctcrmincd in thc system subscribe to two divcrsc kinds of intcr- 
relationships sirnultancously and thcrcforc nccd to bc cstimatcd simulta- 
ncously. Accordingly the cquations wcrc cstimatcd by lhc mcthod of 
Two Stagc Lcast Squarcs (TSLS). Thc choice among scvcral alicrnativc 
formulations which wcrc cstimatcd was dctcrrnincd by the standard statis- 
tical criteria. In Lhc import cquations, the adjustments cocITIcicnt was in- 
significant. Omission of thc laggcd dcpcndcnt variable improvcd thc ovcr- 
all pcrformancc of Ihc cquation. In such cascs clasticitics wcrc cstimatcd 
from conlcrnpormcous rclationships. 

The following tablc prcscnts thc prcfcrrcd cstimatcs. 

Estirllntes of Export and Import Functions 

1) Export Demand Equation 

LX,d = -1.50 + 0.73.LWX, -0.89.LPXP + 0.55.LPWX, + 0.50.LX,-,d 
(2.49)** (-2.24)*" (2.16)"" (2.21)** 

R-2 = 0.97, SER = 0.059, Durbins h = -5.38 

2) Export Supply Equation 
/' 

./' 
LPX: = -1..17 + 0.47.LX: + 0.40.LP,D + 0.38.LPX,-,S 

(2.17)** (2.68)** (2.03)**'-I 
R3 = 0.99, SER = 0.058, Durbins h = -0.847 

3) Import Dcmand Equation 

LMP = -5.88 + 0.71.LYt + 1.1 8.LPt -0.72.LPMP + O.GS.AR(1) 
(1.97)*** (3.46)* (-3.29)* (3.06)* 

R-2 = 0.07, SER = 0.072, DW = 1.59 



4) Import Supply Equation 

LPM,' = 3.72 - 0.39.LM,' -0.41.LMP + 1.23.PMp 
(-3.29)* (-2.16)** (10.20)" 

R-2 = 0.89, SER = 0.066, DW = 1.77 

* Significant at 1 pcr ccnt lcvcl 

** Significant at 5 pcr ccnt lcvcl 

*** Significant at 10 pcr ccnt lcvcl 

Norc: Notations for all Ihc vari;~blcs arc as cxplaincd in thc carlicr scction 
and variablcs prcfixcd by L rcprcscnt thc log valucs of thc corrc- 
sponding variablcs. 

Thc cslirnatcs arc statistic;~lly robust and positivc first ordcr scrial 
corrc1:ttion is abscnt. Thc cxport dcmand cqualion is quitc wcll dctcnnincd 
according to thc standard statistical critcria In Lhc cstimalcd function, an 
adjusttncnt proccss is clcarly cvidcnt. Thc sign of thc laggcd dcpcndcnt 
variablc has thc cxpcctcd sign and is sipificant at thc 1 pcr ccnt lcvcl. 
Thc cocflicicnt of adjustmcnt at  0.50 indicatcs that actual cxports takc 
up lo two ycars to adjust to thc lcvcl dcsircd by dcmand conditions in 
ovcrscas markcls.Thus within a ycar lhcrc would always bc some unsat- 
isficd dcmand in thc markcls for Indian products. Thc short run clasticity 
of thc dcmand for India's cxports with rcspcct to world cxports at 0.73 
and Lhc long-run clasticily at 1.46 attcst to Lhc high dcgrcc of rcsponsivc- 
ncss of India's cxports to thc bcl~aviour of world tradc. Thc long run 
pncc clasticity of dcmmd for India's cxports at -1.78 by itsclf suflicicnt 
to cnsurc that an cxchangc ratc chrulgc produccs the dcsircd cffcct on thc 
tradc blllancc - subjccts thc convcntion~l clasticity pessimism vicw in In- 
dia to scrious qucs~ion. '~  Sirnultancous estimation of cxport and import 
functions clcrtrly improvcs thc clasticitics which would havc bccn yicldcd 
by OLS cslirnatcs. 

In ~Ilc cxport pricc/cxport supply function, thc variablc GDP at factor 
cost cxhibitcd collincarity with cxport supply and was omiltcd in Favour 
of lhc lallcr, whosc inclusion is csscnlial Tor lllc cslirnalivn of supply 
pricc clasticitics. Thc cxport pricc function confirms tllc cxistcncc of ad- 
justrncrll pcritxls of up to two ycars indicalcd in thc cxport dcrnand func- 
tion. Thc long run pricc clasiicity of cxport supply at 1.32 again rcin- 
rorccs thc t~ypolllcsis th;tt India's cxports arc ir~dccd scnsilivc to pricc 
signals and th;it c~irlicr cslima[cs yiclding low ci;tslici~ics could bc subject 
lo Icast squarcs bias. 
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Thc elastic and positive rcsponse of import dcmand to variations in 
gross domcstic product is in line with the rcccivcd trcatmcnt of imports 
in India, givcn thc prcpondcrancc of raw materials and intcrmcdialcs in 
import composition. Howcvcr thc income elasticity of import dcmand cs- 
timalcd in this papcr is lowcr than earlier cstimatcs which wcrc above 
unity. Thc claticity of imports with respcct to the price variables is quite 
high comparcd wilh similar clasticitics dcrivcd from OLS cstirnatcs [Patra 
and Ranjan, (1992)1, again underscoring the efficiency of cstimatcs ob- 
t~incd from a simultaneous approach. Thc supply function cstimate which 
cmbodics an attcmpt to cndogcnisc import priccs facing India also pcr- 
forms reasonably wcll though thc large size of thc intercept indicatcs 
omittcd variablcs. Thc high elasticity of import priccs in India wilh re- 
spcct to world import priccs providcs evidcncc of pricc-taking bchaviour 
and is indicative of a ccrtain insensitivity of imports to price reinforcing 
mcasurcs such as thc cxchangc rate. Howcvcr, an apparently pcrvcrse 
sign is obtaincd for thc coclficicnt of impbrt quantity, clcarly pointing to 
thc prcdominancc of dcrnand influcnccs on India's imports. 

7hc cstimatcs of thc various price ciasticitics obtaincd lrorn the esti- 
mated funclions discussed abovc arc sct out bclow. 

Estimates of Price Elasticities of Supply and Dellland For India's 
Exports and Imports 

Exports Imports 

Dcmand -1.78 -0.72 

Wilh thc knowlcdgc of thcsc clasticitics it is now possiblc to es- 
timalc thc pass-through cocfficicnts givcn thc formulac sct out in the car- 
licr scction. Thc pass-through cocfficicnts i.c. Kx for exports and Km 
for imports would lic bctwccn O and 1. Thus if Kx and Krn equal unity, 
pcrfcct market conditions cxist, and thc cxchangc ratc changcs would bc 
fully passed on to foreign and domcstic irnport priccs. On the othcr -hand, 
if Kx (and Km) tcnd to 0, it is dorncstic export p'hccs and forcign im- 
port priccs which adjust to cxchangc ratc chnngcs. 

Thc claslicitics oblaincd ltbovc arc used to compute Kx and Krn for 
India. Thc obtained valucs arc given bclow : 
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Kx = 0.43 
Krn = -0.39 

~ h u s  43 per 
is passed on to 
export prices in 
thc NPCC while 

ccnt of a unit change in the cxchange ralc of the rupce 
prices of exports exprcsscd in forcign currcncies, i.c. 
forcign currcncy fall by 43 pcr ccnt of a dcvaluation in 
export prices in rupcc terms rise by 57 pcr ccnt. 

Computation of Km yiclds an indeterminate result reflecting the pcr- 
verse sign of the price elasticity of supply of imporls. This i s  also cvi- 
dent in other empirical estimates of pass-through on the import sidc 
(Hussain and Thirlwall, op.cit). Howcvcr, the size of the cocrficicnt Km 
clearly indicates that forcign supplicrs are unlikcly to be affcctcd at all 
by the dcvaluation of the rupcc or  by thc cut-back in Indian demand. 
Therefore, it can be assumed that the pricc of imports in dorncstic cur- 
rency riscs by the full amount of the rupcc's dcvaluation. 

Model Performance 

The rnodcl of the trade balance dcscribcd earlier consists of  four 
structural equations and four idcntitics. To tcst the pcrforrnancc of the 
rnodcl, static simulations to capture short-run simultaneous solulions as 
well as dynamic simulations to obscrve the solution palh of the cndoge- 
nous variables ovcr thc cntirc pcriod of simulation werc conductcd. 

Graphs 1 to 4 prcscnt the actual and simulated path of cach of thc 
endogenous variablcs of the modcl undcr static simulation. Graphs 5 to 8 
present the dynamic simulation results. It is  observcd that most of the 
turning points are captured. Thc values of Root Mcan Square Error 
(RMSE) and Root Mcan Squarc Percentage Error (RMSPE) indicatc that 
the rcsiduals arc frce from bias. The RMSPEs from both thc static and 
dynamic simulations wcre lcss than 1 pcr ccnt, testifying to the robust 
performance of the modcl. 

Test Parameters of the Simulated Model 
-- 

Static Simulation Dynamic Simulation 

RMSE RMSPE RMSE RMSPE 

1. Expons(Qn t.) 6.73 0.05 7.61 0.06 
2. Imports (Qnt.) 15.31 0.14 21.47 0.17 
3. Exports (Pricc) 13.39 0.08 9.96 0.05 
4. Imports (Price) '6.64 0.07 8.72 0.09 
5. Tradc Balrtncc 28.94 4.67 18.92 5.G6 
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Simulations of the trade balance identity yields overshooting up to 
1986 and undershooting thercaftcr. This is particularly so bccause of the 
compounding of ems fmm the four structural cquations and thcir gctting 
accumulated in the tradc balance which is derivcd from the estimatcd 
(sirnulalcd) valucs of the four endogenous variablcs. ?he effcct of gradual 
accumulation of crrors in the dynamic simulation as against the static 
simulation is clcarly cvidcnt from Graphs 9 and 10. The cumulative irn- 
pact of crrors ovcr timc rcduccd the overshooting/undcrshooting problem 
whcn the tradc balance was estimatcd dynamically. 

Given thc high price clasticitics estimated by the modcl and thcrcfore, 
thc tcslimony for thc rolc of thc exchange rate in India's forcign tradc, 
two policy simulations wcre atlcmptcd without bringing about any change 
in the structurc of the modcl. An imporlant clcmcnt of thc adjustment to 
thc payments crisis of 1990-91 was the rcstructuring of the cxchangc ratc 
rcginc. A two stcp downward adjustmcnt of the rupcc was effected in 
July 1991' to corrcct for thc ovcrvaluation of the rupce [Rangarajan, 
(1994)l. This was followcd by a dual cxchange rate rcgime which ex- 
posed India's forcign tradc to thc partial expcricnce of a market bascd 
cxchmgc ratc. Both, thc dual rate systcm and the unification which was 
cfrcctcd a ycar l a m  rcprcscntcd cffcctive dcprcci~ion of 'the rupce with 
positivc cffccts for India's cxports. Large and pcrsistcnt currcnt account 
dcficits bccme evidcnt from 1985-86 onwards accompanied by a dcplction 
of the rcscrvcs. An unprcccdcntcd drought in 1987-88 was followed by 
a widcning of thc currcnt dclicit to a lcvcl which was about the same as 
in 1990-91, thc crisis ycar. Thc dctcrioration in thc fundmcntals of the 
economy warrantcd a sharp exchange ratc adjustrncnt i n  1988-89 itsclf. 
Two typcs of simulations are run to cvaluate the cffccts of advancing the 
exchange ratc adjustrncnt ovcr timc. Thc first is in the nature of an 
exogcnous shock whcrc the July 1991 cxchange rate is positcd in 1988- 
89, tl~c LERMS in 1989-90, thc unification in 1990-91 and the exchange 
ratc is hcld stcady thcrcaftcr. In the sccond type of simulation a rcpcatcd 
shock is administcrcd; the move from the lcvcl of the cxchange rate in 
1987-88 to the prcscnt lcvcl of thc ~ G c d  rate which is posited in 1992- 
93 is achicvcd through graduated dcprccialions, .although the ordcr of 
dcprcciation is largcr lhan what was actually efrectcd. The simulations 
consistcd of allowing the modcl work to through its dynamic time path 
undcr cctcris paribus conditions cxccpt for the changes i n  the passively 
psitioncd cxchange ratc. 

The rcsults of policy simulations are shown in Graphs 11 and 12. 
Whilc i~npom an: by and large, impervious to thc shocks, exports rcact 



sharply. The single shock produccs a massive export burst which howcvcr 
loses momentum aficr 1991. The rcpcatcd shocks also dclivcr an cxport 
stimulus which is albcit of a lowcr ordcr. The trade balance aficr dctc- 
rionting in thc year of devaluation rccords a massive improvcrncnt in 
succeeding years undcr the first simulation. Graduated dcprcciation toncs 
down the improvcrncnt in the tradc balance. 

SECTION VI 

Conclusion 
. , 

Empirical excrciscs in the Indian context have, in gencral, yicldcd low 
price clasticitics of dcrnand for exports and imports. The cxistcncc of 
supply botllcnccks and thcrcfore, the inflexibility of production structures 
in rclation to price signals, thc prcpondcrance of thc domcstic markct 
rcsulling in a strong intcmal dcrnand for tradcables and finally, thc com- 
modity composition of exports and imports arc 'intrinsic' argurncnls citcd 
in support of the low clasticitics obtaincd. Thc cxpcricncc of large trade 
dcficits persisting ovcr the dccadc gone by, irnpcrvious to largcr ordcrs of 
nominal and rcal dcprcciation in the rupcc has contributcd to pessimism 
as regards the role of cxchangc ratcs in balance of paymcnts adjustmcnt 
in India. 

The findings of the papcr slrcss the nccd for a reexamination. With 
the clirnination of simulrancous equation bias the price elasticity of dc- 
mand for cxports at -1.78 and the price clasticity of dcrnand for imports 
at -0.72 amply satisfy the ncccssary condition for a dcprccialion lo be 
cffcctivc in bringing about an improvcmcnt in the trade balancc. Thc 
papcr, howcvcr, undcrscorcs the nccd for duc consideration of thc suffi- 
cicnt condition of the Marshall-Lcrncr axiom. A propcr cvaluation of thc 
efficacy of cxchangc ratc policics in improving the tradc balance is  pos- 
sible only after an cxplicit adjustmcnt for imperfectly clastic supply. As 
borne out in thc litcralurc, supply clasticitics lcss than infinity dampen the 
cffcct of high dcrnand clasticitics and blunt thc dcsircd cffccts of an 
exchange ratc adjustmcnt on thc trade balance. The prcconditions for ex- 
change ratc adjustmcnt, arc bus mct by dcmand clasticitics adjustcd for 
supply conditions bcing highcr lhan unity. It is thcrcrorc the dcgrcc of 
pass through which has a crucial bcnring on the ralionalc, rnagnitudc and 
timing of cxchangc nre policics, and not thc cxislcncc of high clasticitics, 
pcr sc. An incrcasc in the dcmand for cxpons can occur only when a 
dcprcciation (say) is passed on by cxponcrs into priccs so that lowcr 
cxport pn'ccs in forcign currcncy tcrnls face intcnlational buyers. An in- 
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crcase in thc supply of cxports can occur if, instcad of forcibn cumncy 
priccs falling, cxport priccs i n  domcstic cumncy risc in fuU proportion to 
thc dcprcciation. Exportcrs' profils risc, domcstic rcsourccs movc into the 
cxport scctor undcr thc induccmcnt of highcr factor priccs and consump- 
tion of cxporlablcs contracts, givcn highcr rclativc priccs. All thcsc Factors 
aug~ncnt supply. Thc cxportcr's reaction lo an cxchangc ratc dcprcciation 
dcpcnds on which sct of factors play a predominant rolc. Scvcral sludics 
have shown that the supply rcsponsc may bc immcdialcly attractive but 
csscntially cphcrncral. The risc in  cxport priccs i n  domcstic currcncy 
would attract, bcsidcs rcsourccs, ncw cntrants and cxccss profits would bc 
compctcd away. Bcsidcs, much dcpcnds on thc abiliiy to control inllation 
railing which an cxchange ratc dcprcciation can cvcn impair prolitability 
of cxport production. 

In thc Indian contcxt, thc availability of largc monetary, fiscal and 
othcr subventions cnablc the cxportcr to rncct cost conditions so that lcss 
than 50 per ccnt of an cxchangc ratc is passed through in thc form of 
lowcr forcign priccs. While in the immcdiatc pcriod cxponcrs' incomcs 
rise, a fullcr pass-through would havc allowcd tlic cxportcr lo improvc 
upon his markct prcscncc givcn lhc rclalivcly high rcsponsivcness of tlic 
dclnand for cxports to p ~ i c c  chmgcs and thus cffcct dunblc gains from 
tradc. The Indian cxportcrs' prcfcrcncc for translating thc cxchangc ratc 
dcprcciation inlo highcr dolncslic income (through largcr unit valuc 
rcalisations in rupcc tcnns) i s  myopic whcn sccn against thc cxccss dc- 
mand which is found to cxist in forcign markcts for India's cxports. 
Thc strong relationship bctwccn India's cxports and thc world tradc in 
gcncrlll adds a rncdium tcrm dirncnsion to policy cfforts towards cxport 
promotion. In thc cmcrging sccnario, thc strcnglhcning of pricc-rclatcd 
inccntivcs md sibmals would dcpcnd on thc graduated withdriwal of mon- 
ctary and fiscal support. On t11c inports sidc whilc thc pass-through i s  
ambiguous, it is low cnough to assumc cornplclc tr~nsmission into import 
priccs dcnorninatcd %in domcstic currcncy. 

Thc cstirnalcs of pass-througll suggcst a tinlc lag cxtcndh~g well bc- 
yond a ycar for an cxchangc ratc changc to work through into cxport 
volumcs. It also providcs rcsonablc ground to assumc that i n  this pcriod 
of adjustment domcstic priccs, bolstcrcd by a 57 pcr ccnt pass-through 
into cxport priccs and a 100 pcr ccnt pass-through into import priccs 
(bolh in domcstic currcncy) may, i n  fact, bc rising to ncutrdisc thc initial 
cxchmgc ratc chmgc. A host of non-pricc factors affcct thc mdc bsl:mcc, 
cndogcnous and cxogcnous. Exchangc ratc policy in India, thcrcforc, has 
an important though concomikmt rolc to  play. Thc full bcncfits of an 
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cxchmgc ralc change c m  bc rcapcd only whcn priccs an= allowcd to play 
thcir truc allocativc role. 

Thc policy simulations lcnd support to thc conclusions that can be 
drdwn from thc cstimatc of pass through. Thcy also highlight thc crucial 
imporlancc of timing an cxchangc ratc adjustrncnt. Givcn lhc lags irnbcd- 
dcd in an cxchmgc mtc pass through, a major improvcmcnt in thc tmdc 
balancc occurs whcn thc scqucnce of cxchange nic rcforms of July 1991 
to March 1993 is shiftcd backwards to bcgin from 1988-89. 7hc styliscd 
facts indicalc this was indccd a pcriod of dctcrioration in thc fundamcn- 
tltls and a largc cxchangc ratc changc was warrltn~cd to corrcct thc anti- 
export bias. Thc impliciitions for thc ycars 1990-91 and 1991-92 an= sig- 
nificant cspccially in thc light of thc various draslic and unconventional 
rncasurcs rcso~tcd lo tacklc lhc paymcnts crisis. Thc simulations also in- 
dicatc that a proccss of gradual dcprcciation is sclf-fulfilling, sincc domcs- 
tic priccs and incomcs as wcll as the movcmcnt of thc cxchangc ratc of 
compclitors can casily ovcrlakc thc gain in compctitivcncss that could 
accruc from thc incrcmcnld cxchangc ratc changc. 

Finally, it is important lo takc notc of ccrlain cavcats which arc in 
thc n;ilurc of qualifications to Ihc rcsulls obtained. Thc papcr is conccmcd 
with thc panial cffccts of changcs in thc cxchmgc ratc on thc tradc bal- 
ancc. In this scnsc, ii is confined to thc straitjacket of thc elasticity ap- 
proach. It docs not considcr thc reactions in tcrms of incomc changcs or 
variations in domcstic priccs which occur conscqucnt upon a changc in 
thc cxchangc ratc adjuslrncnt and which would casily nullify thc cffccts 
sought out of a changc in thc cxchangc ratc. Thc qucslion of liming is 
also not dcait with adcquatcly. This is unavoidrible whcn lllc data arc 
annual [Khan (1975)l; adjustmcnt proccss arc usually ovcr within thc 
pcriod of a ycar. ffowcvcr, scvcrd cxplana~ory variables arc not avail;lblc 
in quarlcrly or scmi-annual scrics. Ncvcrthclcss if Lhc findings of Ihc pa- 
per arc trcatcd as indicalivc and not dcfinilivc, thcy have considcnblc 
zlcvancc for an cconorny likc India whcrc cxchangc raw policy is  invari- 
ably uscd in conjunction with rnonctary and fiscal policy to cnsurc a 
sustainable balancc of paymcnts. It is appropriate to intcrprcl thc rcsults 
prcscnlcd hcrc as cxogcnous inputs for largcr macro cconomic rnodcls 
which would lhcn throw up cslimatcs of thc fccdback cffccts discussed 
earlicr. 
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Notes 

1. See Krcinin (1977) for a full discussion on studies of the pcrid. 

3. In gcncral the transmission of cxchange rates into priccs of tradcablcs was 
clearly cvidcnt on thc export side and ambiguous on the in~port side. 

4. The use of the control country approach was stin~ulatcd by h e  downward bias 
found by Orcutt (1950) in estimates of clasticitics obtained from regressions. 

5. The Financial Times, February 17, 1987, rcproduccd in Thirlwall (1988). 

7. Krcinin (op.cit) has questioned thc Mundcll-Laffcr hypothesis on the grounds that 
the law of one price docs not hold in thc case of diffcrcntiatcd prtducts. Also. 
while the effects of devaluation can be ncutraliscd in the long run. even thc 
monctnry approach to the balance of paynlcnts admits to transitory cffccls on tllc 
terms of trudc. 

8. Low pricc elllsticilics of export dcmand would also obtain lor countries will1 di- 
vcrsificd exports but with small sl~arcs in world cxporls. 

9. The results of Adams and Junz arc. howcvcr, subject to simultaneous cquation 
bias. 

10. The IMF's approach consisted essentially of calculating the  ratio of compctif ve- 
ncss i.c., the ratio of forcign cxchangc earnings per unit of donicstic rcsourccs 
and showing the ratio to be above the prevailing cxchangc rate as an indicator 
of profitiibility. 

11. The rncthodology adoptcd in this paper draws considerably from .Hussain and 
Thirlwall. See also Thirlwall (1986) for an exchange with Nashashibi and 
Clawson of the IMF. 

13. SCC Olino (op.cit) for a rcvicw of rcccnt ~licorctical and empirical models of 
pass-through. 

14. ?he movcmcnts in Lhc rupcc-dollar rate arc anulyscd given rhc dominani share 
of thc US dollar in thc invoicing paltcm of India's cxports. An aggcgativc in- 
dicator such as an indcx of nomind clfcctivc exctiangc rate should yield similar 
results. Such an indcx, however, should bc based on currcncy invoicing 
weights ralhcr Uian trade shares as is convcntionally donc. 

15. Hangwajan C.. (1991) who had a dominant influcncc on thc formulalion of ex- 
change rate policy in India ovcr the dccadc of the 1980s. Tllc Libc~aliscd Ex- 
change Kate Mmagaticnt System and thc rcccnt unification of cxchnngc rites in 
India canic into bcing undcr his stcwanlsltip. 
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16. Kajiv Kanjan (1992) has rcvicwcd studics on India's export function. For an 
ovcrvicw of studies on import functions for India, see Patra and Rmjan (1992). 

17. Usually tcrmcd as simultmcous equation bias. 

18. A con~monly used variable denoting world activity is a weighted aggrcgatc of 
rcal income of major cxporlcrs [Nashashibi and Tllirlwall (op.cii)J. Such a mca- 
surc, l~owcvcr, is subjcct to errors of aggregation especially since scnsitivitics of 
imports to chmgcs in rcal incolnc dillcr widcly across countries. Hcnce, the 
choice llcrc dcvolvcs upon rcal world cxports, a variable which closcly describes 
activity with rcspcct to international trade. 

19. For an exposition of tllc elasticity pessimism view in India and rcccnt ccono- 
mctric evidence thcrcof, sce Sarkar (1 992). B agchi arid Sarkar (1993), 
I~.K.I~radlim (1993) and Sarknr (1993). 
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Export,( Buanii i y  1 Static  sinulatian 

Inpar t 5  (Quant i t y ) Static sinulatian 
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?port prices(UU1 in Rupee ) Static sinulation 

3 5  

4 0 9  

3 0 9  

208- 

I ~ p o r f  prices(UVi US do1 Iar) S td t i c  s inu la t ion  
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Exports ( q u a n t i t y )  Dynanic s i n u l d t i  on 

Inports ( Quant i ty )  Dynani c s i n u l  dt i on 
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Export. prices ( UVI i n  Rupees ) Dynanic sintilation 

Inport prices( U V I  IN US $1 Dynanic sinulatian 
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Trade Bal ance St.atic sinul dtion 

Trdtle ~ a l d n o e = ~ n t .  Index 5 UUI in US $)-(lilt. Index 3 U V I  i n  US 

Trade Dal ance Dynani c Si nu1 d t i on 
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Exparis (4111.1 Pol i c y  s i n u l a t i o n  (Sceadri 0-1 )  

Export s(41it ,') . Policy s inul~i . ir l i i (Sce~~itr io-I  ii 11) 
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Resource Gap of the State Governments: 
Measurement and Analysis 

R.K. Pattnaik*, R.D. Bangar, S.M. Pillai and Reklia Sllarma 

The copious literature in respect of the State Govcrnmcnt finances docs not 
adquatcly analyse the rcsource gap on account of over reliance on the issucs rc- 
lating to Centre-State financial relations. In the prcscnt context of large fiscal im- 
balance thcrc is a nccd to mcasurc and analysc the resource gap of the State 
Govcmncnts in a u)mprchcnsivc and systematic manner. For any mcmingful study 
of resource gap, it is essential to quantify thc fiscal rcquircmcnts, fiscal dcpcn- 
dcncy and fiscal strcss. Tllc prcscnt study exanlines these issucs- with Ihc hclp of 
an altcrnativc measure, viz., Basic Kcsource Gap (RKG). It is, howcvcr, pcrtincnt 
to note t11at this ITIC~SUC ~uppIerncnts md does not supplant thc existing measures. 
The empirical findings of the Basic Kcsource Gap approach reveal that the fiscal 
dcpcndcncy ratio and fiscal strcss ratio, on an avcragc, during the 'eighties and 
'nineties so far have not sl~own any perceptible decline. This situation not only re- 
veals the vicious circle of State Govcmrncnts dcpcndcncy on exogenous factors for 
financing their expenditure on which hey do not havc any control but also exposes 
the dynamic m u s  bctwccn deficit and debt. The study cautions hat, in future,  he 
budget constraints of the Statc GovcmmcnLs to mcct their exp~nditurc rcquircmcnts 
would bc scvcrc if conccrtcd efforts arc not undertaken by them to reduce the fis- 
cal dcpcndcncy ratio and fiscal strcss ratio to reasonable Icvcls. Thc study. 
thcrcforc,suggcsts that thcrc is an urgent need to initiate budgetary reforms in the 
finances by Statc Govcmmcnts as a group as well a s  individual lcvcl. 

Introduction 

In rcccnt ycars thc mismatch bctwccn Govcrnrncnt cxpcnditurc and 
rcvcnuc has rcsultcd in a pcrsistcnt and seemingly unsustainablc gap in 
rcsourccs. This has not only givcn risc to a scvcrc fiscal strcss but has 
also mlldc Govcmrncnt financial rnanagcrncnt an increasingly difficult task. 
As a scqucl to this dcvclopmcnt, scrious rcscarch cfrorts havc bccn un- 

* Thc analytical framework of this study was conccptualiscd by Shri R.K.I'attnaik, 
Director and the study was co-authored by Sarvaslri K.D.Bangar and S.M.Pillai, 
Assistant Advisers and Ms. Kckha Shanna. Kcsearch Officer in the Department of 
Econonlic Analysis and Policy of  thc Kcscrve Bank of India. The authors are 
grateful to Shri B.P.K. Vithal, Manbcr. Tenth Finance Commission who was ex- 
traordinarily kind to go through the draft and gave his valuable comments. The 
authors arc indcbtcd to Dr.A. Vasudcvan for guidance and encouragement in 
finalising this study.TIac computa~ional assistance rcndcrcd by SIui V.P. Arya and 
Smt.Alka K. Purohit and sccrctarial nssistmcc of Shri R.K. Sluingiupurc are thank- 
fiilly acknowlcdgcd. Views exprcsscd, howcvcr, arc thosc of thc authors and not 
of ~ h c  institution to which hey belong. 
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dcrtakcn in rcccnt ycars to cxaminc the origin, itnplications and policy 
options in rcspcct of rcsourcc gap of thc Govcmrncnls wilhin the analyti- 
cal framework of altcrnalive mcasurcs of budgct dclicit.' 

In thc Indian contcxt, sizcablc rcscarch cfforki havc alrcady bccn ini- 
tiatcd in thc case of Ccn td  Govcmmcnt fiianccs to mcasurc and analysc 
the implications of rcsourcc gap.2 The rcscarch cfbrls  that havc bccn 
undcrtakcn in rcspcct of h e  finmccs of Statc Govcrnmcnts mostly rclatc 
to a budgetary transfcr systcm which has culminated in an cnorrnous 
body of l i t~ralurc.~ Notwithstanding this copious litcraturc, thc mcasurc- 
mcnt and analysis of rcsourcc gap have not rcccivcd adcquatc atlcntion. 
Thc rcscarch cITorts hat exist at prcscnt havc mostly conccntntcd on thc 
issucs of vcrtical and horizonla1 fiscal irnbulanccs and havc cvalualcd thc 
actual transfers that are bcing made to thc SLJ~C Govcmrncnls. Whilc this 
is a uscful approach to analysc the financcs of thc Statc Govcmmcnts, in 
the prcscnt contcxt of large fiscal imbalancc thcrc is a nccd to mcasurc 
and analyse the rcsource gap of thc Statc Govcrnmcnts in a com- 
prchcnsive and systematic manner. Thc prcscnt study is a stcp in this 
di rcction. 

The study is orgmiscd as follows: Scction I dcals with thc dclinition 
and mcthodology of measuring rcsourcc gap. Scction I1 discusscs thc 
magnitude and implication of rcsourcc gap covcring thc pcnod from 
1980-81 to 1993-94 as  the 'cightics mostly rcprcscntcd a pcnod of 
worsening fiscal pcrformancc of thc Slatcs. Rclcvant data are cullcd out 
from the various issucs of the articlcs on "Fin~nccs of thc Spate Govcm- 
mcnts" publishcd in thc Rcscrvc Bank of India Bullclin. Whilc Part A of 
Scction I1 discusscs the consolidalcd position, Part B covcrs Spate-wise 
analysis. Scction 111 discusscs thc cmcrging issucs rclating to rcsourcc 
gap. Concluding obscrvations arc prcscntcd in Scclion IV. 

SECTION I 

Measurement of Resource Gap 

Thcrc i s  no single critcrion to mcasurc thc rcsourcc gap in thc Gov- 
crnmcnt finmccs. Thc choice of a particular mcasurc is, ihcrcrorc, pur- 
pose specific. In the contcxt of Indian public financc, Uic tnditional ap- 
proach whilc measuring thc rcsourcc gap takcs into considcntion rcvcnuc 
account gap, capilal account gap and ovcnll gap. Of Iatc, Lhcrc has bccn 
a frcqucnt mcnlion of thc conccpt of Gross Fiscal Dcficit (GFD) by rc- 
scarchcrs whilc antlysing thc linanccs of ltlc S~atc  Govcrnnicnts; anc vari- 
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ant of GFD. viz., primary dcficit, which is andylically uscful to cxmine 
thc current operations of the Govcrnmcnt fianccs has rcccnlly bccn intro- 
duccd in Indian public fiancc. Howcvcr, most of thc State Govcrnrncnts 
havc not yct introduccd lhcsc two conccpts in lhcir budgct documcnls. 
Morc rcccnlly, in thc conlcxl of fcdcnl fiianccs, the conccpt of own 
dcficit (bolh unadjusted and adjustcd for stalutory and non-statulory 
transfcrs from thc Ccntral Govcmmcnt) has also bccn dcv~lopcd.~ 

Existing Measures of Resource Gap 

A systematic prcscntalion of thc various mcasurcs of rcsourcc gap 
is sct out i n  cquations 1 through 8. Tl~c cxp1;matory dclrrils of the sym- 
bols uscd in thc cquations arc sct out in Exhibit 1. 

~cvcnue Account Gap = RD= (RR - RE) ...( 1) 

Capital Account Gap = CAD = (CR- CD) ... (2) 

Ovcrall gap = (RD + CAD)= (RR- RE) + 
(CR-CD) . . . (3) 

= [(RR + CR ) - (RE + CD) ] ...( 3i) 

Gross Fiscal Dcficit (GFD) = RE+[CD -(DID+RLC+RLA)]-RR 4 4 )  

Nct Fiscal Dcficit (NFD) = GFD-(LAS-RLA) . . . ( 5 )  

Primary Dcficitl (PDI) = GFD - IP ...( 6 i) 

Primary Dcficit2 (PD2) = GFD-(IP -1R) ...( 6 ii) 

Nct Primary Dcficit (NPD) = NFD-(IP-IR) ...( 6 iii) 

Pri~nary Rcvcnuc 
Balanccl (PRB 1) = RD - IP 

Primary Rcvcnuc = RD - (IP-IR) 
Balancc2 (PRB2) 

.. (6 iv) 

Own Dcricit (Not Adjus- = [(RR- SCT - GFC) + (CR-RLA - LAC)] - 
tcd for Suiutory transfers [(RE - IPC) + (CD - DID-RLC)] ..(7) 
from Ccntrc) (OWNA) 

Own Dcficit (Adjusted = [(RR - NSGFC) + (CR - RLA - LAC)] - 
for slatuiory trunsfcrs [(RE IPC)+(CD - DID - RLC)] ..(8) 
from Ccn~rc) (OWAD) 
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EXHIBIT 1 

Budgetary Operatiorls of the State Govenlments - h4ajor Heads 

Revenue Account Capital Account+ 

I. Revenue Rcccipts (RR) 
(i+ii) 

(i) Tax Revenue (TAR) 
(a + b) 

a) States' own Tax 
Rcvenue (OTAR) 

b) Statcs' Share in Central 
Taxes (SCT) 

(ii) Non-tax Rcvcnuc (NTR) 

a) States' own non- 
tax Rcvcnue (ONTK) 

Of which: 
intcrest rcccipts (IR) 

b) Grants from the Centre 
(GFC) 
(b.1 + b.2) 

b.1) Statutory 
Grants (SGFC) 

b.2) Non-statutory 
Grants (NSGFC) 

U. Rcvcnue Expenditure (RE) 

(a) Economic Scrviccs (ES) 

(b) Social Scrvices (SS) 

(c) General Services (GS) 
Of which : 

Interest paymcnts (IP) 
Of which : 

(i) Loans from the Ccntre (IPC) 
(ii) Market Borrowings (MB) 

I. Capital Reccipts (CK) 
(a to f) 

(a) In tmal  Dcbt (ID) 
Of which: 

Mxkct Loans (ML) 
(b) Loans and Advanccs 

from ttlc Ccntre (LAC) 

(c) Rccoverics of Loms 
and Advances (KLA) 

(d) kovidcnt Funds 
(PFs) 

(c) Kcscrvc Funds and 
Dcposits (KFD) 

(f) Other Capital 
Rcceipts (OCK) 

11. Capital Disburscmcnt(CD) 

(a) Capital Outlay 
(CO) 

(b) Loans and Advanccs by State 
Gov~rnmcnts (LAS) 

(c) Uixhargc of Intcrnal Dcbt 
(DID) 
Of which : 
Dischwgc of Markct 
Borrowings (DMR) 

(d) Kcpaymcnt of Loans to tllc 
C e n w  (KLC) 

i- Excludcs Ways and Mcans Advances and Cash Balar~ccs with the Statc Govcm- 
ments sin= thcy rcprcscnt financing items of thc convtntional budgct dcficit. 
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Thc analytical advanlagcs of Gross Fiscal Deficit, Primary Dclicit and 
Own Dcficit vis-a-vis the trddilional mcasurcs arc prcscntcd in thc fol- 
lowing paragraphs. Cross Fiscal Deficit (GFR) ovcrcomcs Ihc limitation 
of thc traditional conccpls by putting forward a mcasurcmcnt or the told 
borrowing rcquircmcnts for the Slate Govcmmcnts. Furthct'morc, Ihc dc- 
cornposition of GFD into rcvcnuc dcficit, capital oullay and nct lcnding 
also addrcsscs thc dynlunic intcrlinkagc bclwccn rcvcnuc dclicit and GFD.5 
GFD, bcsidcs quantifying Lhc cxlcnt to which borrowed lunds arc uscd 
for consumption outlays of lhc Govcrnmcnt, also analyscs thc dynamic 
nexus bclwccn dcficit and dcbt. Pri111at-y Dcficit dclincd as non-inlcrcst 
dcficit has thc advantage of examining lhc suslainability of dcIicil and 
dcbt. 

Howcvcr, thc basic limitalion of GFD is that it docs not bring out 
thc Pacl lhat thcrc arc constitulional conslrainls on thc Stalcs' borrowing 
powcrs and thcir spending limils arc cll'cclivcly cappcd by thcir own rcv- 
cnucs and support from Ihc Ccnlrc. Thc Own Deficit mcasurc is paltic- 
ularly significant in Ihc conlcxt of fcdcral financcs ais it quanlifics lhc 
cxlcnt lo which tllc S~dtc Govcrnmcnts dcpcnd upon thc Ccntral Govcm- 
mcnt to finmcc thcir cxpcndilurc rcquircmcnts. 

New Measures of Resource Gap 

Thc rncltsurcs outlincd abovc allhough uscful (as alludcd 16 carlicr), 
lhcy Fail lo caplurc thc basic issucs inhcrcnl in fcdcrril financcs. This is 
morc so, in  the prcscnt rnilicu, whcn \hc finmccs of Ihc Sialc Govcm- 
mcnts arc undcr considcrablc strain on account of cc~tain cxisling con- 
slraints as ~ l c l l  as cmcrging dcvclopmcnts. Thc cxisling cxlrancous Paclo~s 

' arc : (i) Conslitulion;il conslrainls on markct borrowings; and (ii) Ovcr- 
drart Rcgulalion Schcrnc 1985 and 1993.6 Thc cmcrging dcvclopmcnls 
arc csscnlially in Ihc form of rcduccd flow of rcsourccs from thc Ccntrc 
on accounl of thc ongoing fiscal slabilisation programmc, Thcrcforc, for 
any mcaningrul study of rcsourcc gap, it is csscnlinl lo quantify fiscal1 
rcquircrncnts, f isc~l dcpcndcncy and fiscal strcss. In vicw of his, an allcr- 
nativc mcasurc, viz., Basic Rcsourcc Gap (BRG) has bccn suggcslcd in 
h is  sludy. It is, howcvcr, pcriincnt to notc 111at Lhis mcasurc. supplcmcnts 
and does not supplanl ~ h c  existing mcasurcs. 

Thc dcfini~ional equations of BRG, considcring thc sourccs of fi- 
nancc available LO mcct a givcn sizc of cxpcndilurc rcquircmcnls of 
Slalc Govcmrncn~s, arc illuslrrrlcd in cquatio~ls 9 ihrougl~ 11. 
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Thc cxplmatory dctails of rhc symbols uscd in thc following equations 
an: sct out in Exhibit 1. 

BRG, = (RE + CD) - (OTAR + ONTR) ...( 9) 

BRG, = (RE + CD) - [(OTAR + ONTR ) +(ID - ML) 
+ (PFS + RFD + OCR) ] ...( 10) 

BRG, = (RE + CD) - [(OTAR + ONTR + SCT + SGFC) + 
(ID - ML) + (PFS + RFD + OCR) ] ...( 11) 

Thc above mcntioncd thrcc variants of BRG rcvcal the cxtcnt to 
which thcrc is Iiscrtl dcpcndcncy on thc Ccnlri~l Guvcmmcnt, RBI and 
othcr agcncics oncc thcir financing ilcms arc in order.' 

Financing of Basic Rcsourcc Gap 

BRG, = SCT. + GFC + CR + WNA 
BRG, = S C T  + GFC + ML + LAC + WMA 
BRG, = NSGFC + hlL + LAC + WhIA 

Among the thrcc variants of BRG, BRG, wllich is financcd by 
NSGFC + ML + LAC + WMA is anslytically mon: mcsningful as his 
mcasurc qumtilics Ihc cxtcnt of dcpcndcncy on purely cxogcnous factors 
on which States do not havc any control. As BRG, takcs irlto accourlt 
own rcvcnuc and cxcludcs all otllcr fonns of resources and BRG, takcs 
into account a11 rcsourccs available cxccpt ~ h c  non-statutory component, 
the cxlcnt o f  fiscal strcss8 could bc qu;~nlilicd by working oul the ratio 
of BRG, lo BRG,. 

Tflus, Fiscal Strcss Ratio (FSR) = IIRG, ...( 15) 

URG, 

Assuming Total Expcrxfilun: (TE)Y as Ihc raal rcsourcc cquircmcr~Ls 
(TRR), Lhc fiscal dcpendcncy ratio (FDR) could bc workcd fmn~ cnch 
variant of BRG as follows: 

FDR, = BRG, 

TE 

FDR, = BRG, - *...(I 7) 

TE 
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Thc performance indexlo o l  thc rcsourcc gap mcasurcs the 
Sratcs as a group could bc workcd out using thc following methodology. 

ASPIND = C ASPi 
n 

when: ASPIND = Avcr;gc Pcrlormancc Indcx o l  all SL;IICS. 

ASP, = Ratio of sclcclcd rcsourcc gap to its cxpcnditurc 

n = Numbcr of y&rs 

After normalising ASPIND to 111, thc Statc-wisc Pcrfonnsncc Indcx 
(PINDP,) could bc workcd out u follows : 

PINDP, = PINDJASPIND .... 420) 

PIND, = ZP, - 

PiND, = Avcmgc pcrformmcc jrldcx of Ihc ih Slate 
Pi = Ratio of sclcctcd rcsourcc gap to cxpcnditurc of thc i'" Stilc. 
n = Numbcr of pcars. 

Thc advcrsc cffcct (AE), nculral cflcct (NE) and Tavourdblc cfrcct 
(FE) 011 ASPlND wuld bc mcasurcd as follows: 

AE = PINDP, > I 
NE = PINDP, = 1 
FE = PINDP, < 1 

Thc analytical significance of PIND, is thal thc ith Statc whcrc 
PINDP, > 1, h c  nccd for fiscal corrcclion is a11 immcdiatc priority as it 
puts advcrsc cffccl 011 ASPIND. 
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SECTION I1 

Magnitude and Implication of Resource Cap 

As a prcludc to thc discussion on thc implication of Basic Rcsource 
Gap an ovcrvicw of Lhc dhncnsion and i~npact of somc of thc kcy cxist- 
ing mcasurcs of rcsourcc gap arc sct out bclow. 

A. Consolidtlted Position 

Reveriue Deficit and (;ross Fiscal 
Deficit : Dynamic I~lterlinkages 

In practice, thc'dynamics of budgctary opcrations of thc Stalc Gov- 
crnlncnts scldom abidc. by thc idcal balanccd budgct rulcs. Evidcncc, on 
thc othcr hand, rcvca~ls that high cost borlvwcd funds arc uscd to finance 
pcrsistcntly Iargc rcvcnuc dcficit. Thc trends in thc composition of GFD 
rcvcalcd that lhc root problcm in thc financcs of Statc Govcmmcnts has 
bccn thc unbridled growl11 in rcvcnuc deficit sincc. 1987-88 (Tablc 1 and 
2). It may bc obscrvcd tl~at dudng thc pcritd 1980-87, whcn thc rcvcnue 
account was showing a surplus, thc rcvcnuc cxpcnditurc was growing <at 
an annual mtc of 20.7 pcr ccnt. Cnpital disburscmcnts mcant for crcation 
of incomc gcncriting asscts wcrc, at thc sarnc time, incrcasing on an 
avcngc, at a lowcr ratc of 12.2 pcr ccnl. Thus, thc highly skcwcd cx- 
pcnditurc paucm has causcd thc unsustainability of surplus gcncratcd dur- 
ing thc lirst half of thc 'cightics. Furtlicrmorc, thc growth in thc non- 
plan non-dcvclopmcnlal cxpcnditurc and ncar stignlrtion in non-tax rcv- 
cnucs havc also worscncd thc rcvcnuc imbalancc.12 

Thc pattcrn of fjnancing of GFD scl out in Tdblc 3 during thc pc- 
r i d  1980-93 indicalcs that thc support from lhc Ccntrc constituted Lhc 
major sourcc of thc borrowcd funds and was within thc range of 42.2 
pcr ccnt (1980-81) and 76.5 pcr ccnt (1985-86). 

Thc dynamic intcrlinkagcs bctwccn rcvcnuc dcficit and gross fiscal 
dcficit havc thcir incvitablc conscqucnccs in LIIC form of growing dcbt 
problcm of thc Slatc Govcrnmcnts. Thc oulstiinding dcbt of all Stiilcs is 
cstimalcd to reach thc lcvcl of Rs.1,58,393 crorc as at cnd-March 1994 
as against Rs.68,529 crorc as at cnd-March 1988 and Rs.23,')77 crorc a1 
cnd-March 1981. 'Illis incrcasing dcbt burdcn has conlributcd to thc prc- 
cmption of a major pbnion of rcvcnuc rcccipts in tlic fonn of inicrcst 
paymcnls which has gor~c up frotn Rs1,22C> crorc or 7.5 pcr ccni of lhc 
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rcvcnuc rcccipts in 1980-81 to as high as Rs.16,860 crorc or 16.8 pcr 
ccnt in 1993-94 cxpcricncing an annual compound growth of 22.3 pcr 
ccnt. 

This high and growing intcrcst burdcn has inTlictcd scvcre prcssurc on 
thc dcvcloprncntal expcnditurcs. Anokhcr dimcnsion to the dcbt problem is 
thc cmcrgcncc of a vicious circlc of dynamic incfficicncy in the fianccs 
of thc State Govcrnmcnts as thcy arc forccd to borrow morc and mok 
to rcpay thc past borrowings. Thc magnitude of dcbt rcpaymcnt obliga- 
tions has incrcascd ovcr the pcriod from Rs.297 crdrc or 3.7 pcr ccnt of 
the capital disburscmcnls during 1980-81 to Rs.4,334 crorc or 22.3 pcr 
ccnt during 1993-94. Thc rcpaymcnt obligations of such a magnitude put 
scvcrc fiscal strcss on Statc Govcrnmcnts to all~locatc rcsourccs for incornc 
gcncrating expcnditurcs, such as capital outlay and nct lcnding. 

Thc data on primary balance are sct out in Tablcs 4 and 5. Thc 
primary rcvcnuc balancc was financing intcrcst payments fully during the 
first half 'of 'cightics as thcrc wcrc rcvcnuc surplus. Howcvcr, with thc 
cmcrgcncc of a dclicit in rcvcnuc account sincc 1987-88, the primary 
rcvcnuc balancc turncd out to bc inadcquatc to mcct intcrcst paymcnt 
obligations. Thc gross primary rcvcnuc balancc (rcvcnuc dcficit minus in: 
tcrcst payrncnts), finmccd the inlcrcst payrncnts within the range of 39.to 
78 pcr cnt during thc period 1987-94 and the net primary rcvcnue bal- 
ancc Iiianccd thc nct inlcrcst paymcnts within thc rangc of (-)0.5 to 63 
pcr ccnt during thc samc pcriod. Thc shorlfall in the primary rcvcnue 
balance to finance intcrcst paymcnts (gross as wcll as nct) is a scrious 
fiscal problcm for thc S~a te  Govcrnmcnts as thcy arc using thc high cost 
bonowcd funds to mcct thc intcrcst obligations. 

States' OIVII Deficit 

Thc own dcficit mcasurcs, bolh adjustcd and not adjustcd for stntu- 
tory transfers from thc Ccntrc, arc givcn in Tablcs 6 and 7. The own 
dcficit (unadjuslcd) which is finmccd by nct rcsourccs trmsfcrrcd to thc 
Slrllcs from Ccntrc and Ways and Mcans Advanccs by RBI (aftcr adjust- 
ing for lhc 'cash balances) as proportion to its cxpcnditurc rcmaincd, on 
an avcragc, around 39 pcr cent during thc pcriod 1980-87. This propor- 
tion dcciincd to ;mund 38 per ccnt during t i~c  pcriod 1987-94. Thc ad- 
jusrcd own dclicit finrinccd by non-statulory trmsfcrs f o m  Ihc Ccntn: and 
Ways and Mc;ins Advanccs from RBI as proportion to its cxpcnditurc 
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also dcclincd by one pcrccnrage point during tile pcliod 1987-94 frbm 18 
pcr ccnt during the period 1980-87. Givcn thc lcvcl of expcndilurc, the 
one pcrccntage point dccline in bolh thc mcasurcs of own dcficit-cxpcndi- 
turc ratio rcflccts that transfcr of rcsourccs to thc Stalc Govcrnmcnts 
have suffcrcd a sctback since thc fiscal 1991-9214 on account of fiscal 
stabisation mcclsurcs undcrtakcn by thc Ccnlrc. This is also cvidcnt from 
the trcnds in the proportions of nct transfcr of rcsourccs (gross transfcr 
minus rcpaymcnts and intcrcst paymcnls) to aggrcgatc rcccipts, as it dc- 
clincd to 58 pcr ccnt in thc post-fiscal stabilisation progrdmrnc (1991-94) 
from 61 pcr cent during the pcriod 1980-91. Similarly, thc nct non-statu- 
tory transfcr of rcsourccs as proportion to aggregate rcccipls dcclincd to 
about 18 pcr ccnt from 21 pcr ccnt during thc samc pcriod. 

Basic *Resource,;Gnp . 

Thc details of thrcc variants of basic rcsource gap arc sct out in 
Tablcs 8, 9 and 10 which show that, on an avcrdgc, during thc pcriod 
1980-87 BRG,, BRG, and BRG, as proporlions to thcir rcspcctivc cxpcn- 
diturcs rcmaincd around 56 pcr ccnt, 46 pcr ccnt and 28 pcr ccnt, rc- 
spccdvcly. During thc pcriod 1987-94, FDR, (BRG,/TE) dcclincd by onc 
pcrccntagc point to 55 pcr ccnt mainly on account of rcduccd trdnsfcrs 
from the Ccntrc. On thc othcr hand, FDR,(BRG,/TE) incrcascd by onc 
pcrccntage point to 47 pcr ccnt on account of incrcascd rclimcc on mar- 
ket borrowings. FDR, (BRGPE),  howcvcr, remained constant, implying 
thercby a ncar stabwntion in the Siatcs dcpcndcncc on cxogcnous sourccs 
for financing thcir cxpcnditurcs. This trcnd i s  also cvidcnt in thc fiscal 
stress ratio (FSR) (i.e. BRG,/BRG,) which incrcascd by onc pcrccntagc 
point to 51 pcr ccnt on an avcragc during thc pcriod 1987-94 (Table 
17). This has two broad implications: (a) large rcliancc on rcsourccs on 
which Statcs do not have statutory control, and (b) lack of conccrtcd 
efforts by the Statc Govcrnmcnts cithcr to cnhancc thcir own rcsourccs or 
to rcducc cxpcndilurcs. 

B. Statewise Positionys 
.. . 

Revenue Deficit and Gross Fiscal Deficit 

The profiic of rcvcnuc dcficit and gross fiscal dcficit which are indi- 
carcd in Tablcs 12 and 13 rcvcals that ovcr thc pcriod the Stdtcs with 
dcficit in thcir accounts hsvc incrcascd in numbcrs. As a conscqucncc, 
thc Stalc-wisc rcvcnuc dcficit-cxpcntliturc ntio which, on an avcmgc, was 
around 12 per ccnt at maximum during thc pcriod 1980-87 incrcascd lo 
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about 18 pcr ccnt ,during thc pcriod 1987-1994. The State-wisc fiscal 
dcficit-cxpcnditure ratio rcmaincd about on an avcragc at 33 pcr ccnt 
during 1987- 1994.. Thc ncar stagnation in the GFD-cxpcnditurc ratio, 
while thc rcvcnuc dcficit-cxpcnditurc was on the rise would indicate that 
thcrc havc bccn culbacks in capital disburscmcnls by Statc Govcmmcnts. 

Primary Revenue Balance 

The vicious cyclc of rcvcnuc deficit-GFD-intcrcst paymcnts lcd to a 
situation, pallicularly during thc pcriod 1987-94 whcrc fiancing of intcr- 
c s ~  paymcnts (gross and/or nct) was rcndcrcd dirficult for most of the 
Statc Govcmmcnts (Tablc 14). On an avcragc, 15 Statcs could not fi- 
nance thcir gross intcrcst paymcnls from Ihc rcvcnucs during the pcriod 
1987-94 as cornparcd with 7 Statcs during thc earlicr pcriod, 1980-87. 
Similarly, 15 Srnlcs could not mcct fully thcir nct intcrcst paymcnts from 
thcir rcvcnucs during the pcriod 1987-94 as against 6 States during the 
period 1980-87. 

States' Own Deficit 

Thc summary of Statc-wisc dchils on own dcficit is sct out in Tablc 
15. On an avcragc, in both the pcriods (LC. 1980-87 and 1987-94), the 
own dcficit (unadjusted)-expcnditurc ratio of 15 State Govcmmcnts was 
highcr than thc all Statcs' ratio whilc in thc case of adjustcd onc, the 
numbcr incrcascd from 11 to 14 (Tablc 15). Thc proportion with rcgard 
to thc formcr at maxirnum rcmaincd at 96 pcr ccnt and 64 pcr ccnt for 
thc laltcr which wcrc significanlly highcr than thc all Statcs' avcragc of 
39 pcr ccnt and 18 pcr ccnt, rcspcctivcly, during thc first pcriod. Givcn 
the cxpcnditurc lcvcls of rcspcctivc State Govcnuncnts, the averagc pro- 
portions at maximum during t l ~ c  sccond pcriod (1987-94) though dcclincd 
to 90 pcr ccnt and 53 pcr ccnt on account of rcduccd transfcrs of rc- 
sourccs from Ccntrc, thcse arc significantly highcr lhan the all Stdtcs' 
avcragc of 38 pcr ccnt and 17 pcr ccnt in the case of unadjustcd and 
adjustcd, rcspcctivcly. 

Basic Resoul-ce Gap 

Thc summary position of thc pcrfomancc indcx of FDR and FSR is 
@vcn in Tablcs 16 and 17, rcspcctivcly, which indicates that during thc 
pcriod 1987-94, on an avcrrigc, 16 Statc Govcnlmcnts had highcr FDR 
than thc all Ststcs' nvcragc as comparcd with 13-14 State Govcmmcnts 
during thc pcriod 1980-87. On an avcragc, FDR, rcmsincd at a maxi- 
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mum of 94 per ccnt in both the periods. This status quo implics that 
most of thc Slate GovcrnmcnE could not manage to rcduce thcir rcliance 
on cxtcmal sourccs for financing thcir cxpcnditurcs. Furthcrmorc, on an 
average, incrcasc in FDR, at maximum to 95 per ccnt from 93 per ccnt 
rcflccts the incrcascd rcliance on markct borrowings. The dcclining trcnd 
in rcspcct of FDR,, on an avcragc, at maximum 80 pcr ccnt to 58 pcr 
ccnt dcspitc incrcascd rcsort lo markct borrowings rcflccts the rcduccd 
tmnsfcrs through non-statutory grants &d loans from the Ccntrc. 

SECTION 111 

Emerging Issues 

Consolidated Position 

Some of the issues cmcrging out of thc abovc discussion arc cnumcr- 
alcd in the following paragraphs. One of thc disquicting dcvclopmcnts in 
rcccnt ycars is thc pcrsistcnce of largc rcvcnue dcficit and pre-cmplion of 
high cost borrowcd funds (GFD) to finance such deficit. This trcnd, in 
tum, has rcsultcd in a vicious cyclc of incrcascd borrowings Icading to a 
high lcvcl of dcbt which is seemingly unsushinablc. As a corollary, intcr- 
cst burden has grown sizcably causing a ripid surgc in non-Plan nnon-de- 
vclopmcntal cxpcnditurc. The substantial shortfall in primary rcvcnuc bal- 
ancc to mect the intcrcst obligations vindicates the hypothcsis of  
unsustainability of thc prcscnt fiscal policy. Furthcrmorc, givcn the Ccntnl 
Government's fiscal constraints in the contcxt of stabitisation programme, 
it has bccome inevitable that State Govcrnmcnts havc to finance thcir 
expcnditurc with rcduccd rcliancc on rcsourcc transfcr from h e  Ccntre. 
This issue has bccn cxplaincd with thc mcasurc of own dcficit. Morc 
cffcctively, the problcms in thc finllnccs of Stale Govcmmcnts havc bccn 
cvaluatcd by thc Fiscal Dcpcndcncy Ratio (FDR) and Fiscal Strcss Ratio 
(FSR) with the hclp of Basic Rcsourcc Gap (BRG) mcasurcs. 

It was found that the trcnds in FDR and FSR havc not shown any 
pcrccptiblc dcclinc ovcr Lhe ycars. Oncc it is rccogniscd h a t  thc Stale 
Govcnuncnts as a group should undcrtakc conccrtcd cfrorts to rcducc 
thcm, the onus will be on thc financing itcms of BRG, viz.. (i) non- 
statutory grants from thc Ccnlrc; (ii) loans and advanccs from thc Ccntrc; 
(iii) markct borrowings; and (iv) Ways and Mcans Advclnccs from the 
RBI on which thc S~atcs ,do  not havc control. 

Non-statutory grants from thc Ccnlrc 'arc pur~xlsc spccilic and Iinmcc 
mainly thc Statc Plan Schcmcs, Ccnlri~l Plan Scllcmcs and Centrally 
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Sponsored Schcmcs. It constituted around 44 pcr ccnt of ihc non-tax rcv- 
cnuc and 15 pcr ccnt of thc tolal rcvcnue rcccipls of thc Statcs during 
the 'cighlics and movcd up to 49 pcr ccnt and 16 pcr ccnt, rcspcclivcly, 
in the firs1 four ycars of thc 'ninctics. Considcring this, any possiblc 
compression of Uis ilcm of tnnsfcr by Ihc Ccntrc would put scvcrc rc- 
source constraint on thc Statcs. 

Loans and advmccs from thc Ccntrc constiiutcd around 56 pcr ccnt 
of thc aggrcgatc capilal rcccipts by thc Stalcs during tlic 'cigh~ics and 52 
per ccnt in thc first four ycars of thc 'ninclics. Likc granls, loans and 
advanccs fmm Ccnlrc arc also pu~posc-spccific to mcct tlic capitd cxpcn- 
diturc nccds of thc Slatcs, such as Statc Plan Schcmcs, Ccnlral Plan 
Schcmcs and Ccnt12lly sponsored Schcmcs. 

The oulstanding loans from Ccnlrc account for bulk of lhc Stalcs' 
indcbtcdncss. As at thc cnd of 1903-94, out of thc total i$dcbtcdncss 
aggrcgating Rs. 1,58,393 crorc, loans lrom t11c Ccntrc accounicd for 65 
pcr ccnt. This has lcd to thc complaint by thc Stalc Govcn~mcnts that 
thcir rcpaymcnt obligations to thc Ccntrc arc absorbing a largc and cvcr 
increasing proportion of frcsh loans. Hcncc thcrc is a dcmand by thc 
Statc Govcrnmcnts for rclicf by way of rcschcduling and writc orf of thc 
outstanding loans from thc Ccnlrc. In principlc, rcschcduling of rcpay- 
mcnts and writc off of dcbts arc irnprudcnt and, thcrcforc, in futuic, rc- 
schcduling of thc loans nccd to be avoidcd. At thc same timc, thc tcnns 
on which funds arc lcnt by Uic Ccntrc to thc Statcs must bc rcasonablc 
and equitable. Thcy should havc rclalion to lhc ~naturily pcriod of loans 
obtaincd by tllc Ccnlrc, mtc of inlcrcst thcrcon, olhcr chargcs, if any, 
which lhc Ccntre has to bcar and lhc gcstrition period of thc projccts lo 
bc financcd.lG 

Loans against small savings collcclions conslitutc a nir~jor part of tllc 
Ccntral lortns givcn* to thc Slatcs. In rcccnt ycars, duc lo thc dccclcrr~tion 
in thc small savings collections, the proportion of  his loan lo thc tolal 
loans has subslrtnlidly dcclincd. Thc S ~ i t c  Govcmrncnls very olicn suggcst 
convcrsion of thcsc loans into loans in pcrpcluity. Howcvcr, [his may 
not bc dcsirdblc as it would lcad to grater mismatch bctwccn thc malu- 
rily of small savings inslrumcnls and L ~ C  rcpaymcnt of loans against 
small savings collection. 

Xlc fiscal s l ~ s s  could bc aculc if tllc capital ou1l:tys do not gcncralc 
ndcquaic rctums that would cnablc servicing of finr~ncir~l liabilitics and 
lhc slrcss will bc furthcr aggrcvalcd if market borrowings ikrc at lcss 
Favour;iblc lcnns - f~iglicr itllcrcst rates and lowcr riiatul-ily pcriod. 
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In rcspcct of markct loans, thc rcccnt trcnds rcvcal that that thc Statc 
Govcmmcnts arc borrowing at a cornparativcly highcr ratcs with the 
shoncning of UIC maturity pcriods. The situation would bc worsc oncc the 
Statc Govcmmcnls switch ovcr to a markct rclatcd borrowing programme. 
In Lfiis contcxt, thc suggcstion madc in Ihc RBI Annual Rcport 1992-93 
mcrits attcnlion: "considclation could bc givcn lo sctling up a Stalc Fund- 
ing Co~poiation which would rksc funds at markct rclatcd rrtlcs of intcr- 
cst and pass on thc funds at lixcd ratcs to thc Statcs. Bcforc such an 
inslilution is sct up it would bc ncccssary to cxaininc thc full irnplicalions 
of thc burdcn of thc subsidy as bclwccn thc Ccntrc and thc Statcs and 
bctwccn Stalcs. Thc modalilics of such an arrangcmcnt nccd to bc fully 
woskcd out bctwccn thc Ccnlrc and thc Svatcs bcforc il is implcmcntcd." 

In ordcr lo lidc ovcr t l ~ c  mism:ltch in thcir daily rcccipls and pay- 
mcnls, RBI providcs tcmpomry accommodalion in thc fc~rm of Ways and 
Mcans Adv;inccs (WMA) to thc Stalcs with which it has agrccmcnts. 
Thus WMA limits arc intcndcd to covcr only day to day fluctualions and 
any unanlicipatcd shor-tfall in rcccipts for mccting thc disburscnicnts of thc 
Sratc Govcrnmcnts. Thcsc limits arc, thcrcforc, not bc rcgardcd as 
supplcmcntary rcsourccs for thc St;itcs to financc their rcsourcc gap. On 
UIC rccom~ncndations of 1hc Sarkaria Colnmission and kccping in vicw thc 
prcssurc on thc finmccs of Slrttc Govcmmcnw wilh cffcct from Novcmbcr 
1, 1993 normal Ways and Mcans Advances and Spccial Ways and 
Mcans Advanccs havc bccn fixcd at 84 times and 32 timcs, rcspcctivcly, 
of Lhc minimum balanccs kcpt with RBI. Thc Ovcrdraft Regulation 
Schcmc, 1985 and ils modification wilh cfrcct from Novcmbcr 1, 1993 
rcquircs thc RBI to stop payrncnts of thc Slatc Govcrnmcnts which run 
an overdraft lor morc than tcn conscculivc working days. Any furlhcr 
rclaxation in thcsc schcmcs in Ihc immcdiatc fuiurc may not bc fcasiblc. 
This is morc so in Uic contcxt of thc mcasurc announccd in thc Ccntnl 
Govcrnmcnt Budgct for 1994-95 regarding I l~c salc oT frcsh Govcmrncnt 
papcrs in Lhc markct by thc RBI if thc incrcasc in ad /loc Trcasury Bills 
~ ~ c ~ c d s  Rs.9,000 crorc for morc than tcn continuous working days at any  
time during thc ycar.17 

In futurc, thc budgct constraints of thc Statc Govcrnmcnts to mcct 
thcir cxpcnditun: rcquircmcnts would bc scvcrc if conccrlcd cllorts would 
not bc undcnakcn by thcm to rcducc thc Fiscal Dcpcndcncy Ratio (FDR) 
md Fiscal Strcss Ratio (FSR) to rciuonablc Icvcls. Thcrc is, ~hcrcforc, an 
urgcnt nccd to initialc budgciary r c f o n  in tlic linanccs of Statc Govcm- 
mcnts as a group as wcll as at the individual Icvcl. 
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State-wise Position 

Using the rncthodology of pcrformancc indcx discusscd in Scction 1,  
thc Statcs are rankcd on thc basis of thcir pcrformancc in tllc rcsourcc 
gap. The sclcct indicators for the purpose arc rcvcnuc dcficit-cxpcnditun: 
mtio, gross fiscal dcficit-cxpcnc'iturc ratio, thrce variants of fiscal 
dcpcndcncy ratio and fiscal strcss ratio. Thc dctails of thcsc an: p~scntcd  
in Tablcs 18 through 26. For analylical convcnicncc, thc Slatc Govcm- 
rncnts arc broadly cntcgorizcd into spccial catcgory Sratcs and non-spccial 
catcgory SLatcs. The rank profilc and r ~ n k  f~tqucncy dislribution rirc sct 
out in Tablcs 24 and 25, rcspcctivcly. 

Once i t  is  rccogniscd that 'thc SLatc Govcrnmcnu as a group should 
initialc budgctary rcrorrns18 to improvc thc cflicicncy of rcsourcc use, rc- 
duce the size of non-Plan non-dcvclopmcntal cxpcnditurc and a u p c n t  thc 
rcsource base, it i s  instructive to analysc thc pcrforrnancc indcx of indi- 
vidual statcs. Thc Siatc whosc pcrformancc indcx is rclaiivcly poor 
(PIND, > 1) puts scvcrc prcssurc on all Statcs' pcrform:lncc indcx 
(ASPIND). As it is cvidcnt from thc rank frcqucncy dislribulion, poor 
pcrformancc by and large in almost all thc indicators in both thc timc 
pcriods arc cvidcnt in the casc of Orissa, Punjab, UUar Pradcsh, Wcst 
Bcngal and Bihar. Thc Statc Govcmmcnis whosc dcpcndcncy ratios and 
strcss ratios an: vcry high arc Orissa, Bihar, Uttar Pndcsh, Wcst Bcngal, 
Rajasthan and Haryana. Thcsc Statcs would nccd to underlakc budgctary 
rcforms on a priority basis. Spccinl catcgory Stntcs whose pcrformancc 
indcx is poor vis-a-vis the all Statcs posilion in rcspcct of FDR, and 
FSR are  Sikkim, Manipur, Mcghalaya, Assam, Arunachal Pradcsh, 
Jamrnu and Kashmir and Himachal Pradcsh. 

SECTION IV 

Givcn thc long cxpcricncc i n  India undcr a systcm of fcdaralism, 
most of the rcscarch cfforts with rcspcct to financcs of SLJC Govcmmcnts 
conccntratcd mon: on thc normative aspccts of fiscal rcdcralism. Thc dis- 
cussions, thcrcforc, mostly rclicd hcavily on the issues rclating to thc fi- 
nancial rclation bctwccn Ccntrc and Slatcs, Finance Commission and 
Stalcs, and Planning Co~nmission and Statcs. As such, adcquatc attention 
has not bccn paid to thc issucs rclating to sclf-gcncrating rcvcnuc sourccs, 
fiscal dcpcndcncy of lhc Statcs md fiscal strcss of thc Statcs from thc 
dirncnsion of a rcsourcc gap. Tllc prcscnt study discusscs thcsc issucs 



330 RESERVE BANK OF INDIA OCCASIONAL PAPERS 

undcr an analyticd framework of a rcvcnuc and cxpcnditurc dimcnsion of 
thc rcsourcc gap. 

It is rccogniscd that the pcrsistcncc of rcvcnuc dcficit and thc financ- 
ing of thc samc by thc high cost borrowcd funds is at 1l1c root of the 
problem. Tliis has crcatcd a situation of high borrowings rcsulting in high 
inlcrcst payn~ctlls and rcpaymcnt problcrns. Growl11 in indcbtcdncss should 
not causc any worry if invcstmcnts yicld adcquatc rcturns to mcct intcr- 
cst and atnorlisalion chargcs. Howcvcr, thc poor pcrformancc of thc Slate 
owncd public cntcrpriscs rcsulls in a mcagrc or ncgativc rctums. As a 
rcsult, thc cnlirc burdcn of scrvicing thc dcbl contracted on the cntcr- 
priscs' account invariably Fills on thc Statc govcnuncnts' budgct. Whilc 
the growing intcrcst burdcn rcduccs thc imount availablc for incurring 
important catcgorics of rcvcnuc cxpcnditurc, rcpaymcnt obligations rcduce 
thc ratio of nct bo~rowings to gross borrowings. As no amortisation funds 
arc cslablishcd in rcspccl of Govcrnmcnt scctor, rcpaymcnt obligations 
tcnd to cut into thc plan rcsourccs to a subslantial cxlcnt. 

According to thc Ninth ~inlincc Commission, 'thc ultimatc solulion to 
tllc Govcmmcnls dcbt pcoblcm lics in borrowcd funds no1 bcing uscd for 
financing rcvcnuc cxpcnditure and bcing uscd cffcclivcly and productively 
for capital cxpcnditurc so as to cam rckurns and/or incrcrrse productivity 
of Lhc cconomy rcsulting in incrcascd Govcrnmcnlal rcvcnucs, in ordcr 
that thc capital stock of thc country may bc maintaincd iniact, thcrc 
should bc adcqu;~te dcprcciation provision or loans should bc paid out of 
arnorlisation fund'. 

Givcn thc prcscnt constraints in thc rcsourccs availablc from cxog- 
cnous sourccs as wcll as in thc sclf-gcncrating or cndogcnous sourccs, 
thcrc is a nccd to undcr-takc fundamcntal rcfonns in thc financcs of thc 
Statc Govcrnmcnts. 7hc  focus should bc on thc cxpcnditurc as wcll as 
rcvcnuc dirncnsions of thc rcsourcc gap. Tiic rcvcnuc dirncnsion of thc 
rcsourcc gap through thc Basic Rcsourcc Gap (BRG) analysis rcvcals hat  
thc fiscal dcpcndcncy ratio and fiscal strcss ratio on an avcragc during 
thc 'cightics and 'ninctics so Pclr hrrvc not shown any pcrccptiblc dcclinc. 
Thc past trcnds of a ncar slagnation in fiscal dcpcndcncy r ~ t i o  (FDR) 
and iiscal slrcss ratio (FSR) nccd lo bc corrcctcd. Givcn thc lcvcl of 
cxpcnditurc, thc ncccssary condition for thc Stakc Govcrnmcnts to rcducc 
fiscal dcpcndcncy ralio and fiscal strcss m i o  is to cnhrmcc sclf-gcncrating 
lax rcvcnucs by widening ttlc tax basc and iniroducing tax rcform mca- 
surcs. Tllcy should also slrivc to augmcni sclf-gcncrri~ing non-tax rcvcnuc 
through upward rcvision of uscr cl~argcs on social a ~ d  economic scrviccs 
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and ensure profitable working of the States' owned public enterprises. 
The sufficcnt condition on the part of the State govemrnents is to reduce 
non-Plan non-dcvelopmcntal expcnditurcs particularly on administrative ser- 
vices along with prioritisation of expenditure requirements. One of the 
important areas of expcnditure restructuring is the social services. This 
would necessitate a national dcbate on the role of State Governments in 
financing of the social scctor whcrc the feasibility of sharing the social 
expcnditure by the private scctor could also explored. 

Notes 

1. See Buitcr (1985). Blcjer and Chcasty (edited) (1993) and Premchand. (1990 
and 1993). 

2. Sce Rangarajan et a1 (1989). Chelliah (1993). Annual Report, Reserve Bank of 
India; 1992-93 and 1993-94 and Economic Survey. Government of India 1992-93 
and 1993-94. 

3. For a discussion on Survey of research on fiscal transfers see Rao'and Chelliah 
(1991). Also see, Srivastava and Agarwal (1993), Sato (1992) 'and Thimmaiah 
(1991). 

4. See Article on 'Finances of State Governments 1993-94, Reserve Bank of 
India Bulletin, February 1994. 

5.  The dccornposition of GFD is as under: 

GFD = (RR + RLA) - RE + (CD -DID - RLC) 

= RR - RE + CO + LAS - RLA (DID and RLC are netted-out to 
, make the financing itcms on net basis) 

See Exhibit 1 for explanatory dctails of the symbols. 

6 .  Under the Overdraft Regulation Scheme 1985. State Governments were not al- 
lowed to remain in overdraft with the RBI for more than seven consecutive 
working days. The time iimit for the clearance of overdrafts by State Govern- 
ments was cnhanccd from seven consecutive working days to ten consecutive 
working days from November 1, 1993. In the event of .the non-compliance of 
the above by any State, RBI would stop payments on its behalf. 

7. The adjustment in data while working out the Basic Resource Gap are s fol- 
lows: 

( i )  Financing of overall deficit has bcen dccomposcd into Cash Balances and 
Ways and Mcans Advances from RBI. 

( i i )  Cash balmccs and rcmitt;mces (net) have bccn treated as capital receipts 
of thc Stales. 
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8. For an analytical discussion on fiscal strcss see Diamond (1992) and Rcmchand 
(1 993) 

9. Total expenditure is taken as a proxy for State Domestic Product (SDP) due to 
the non-availability of consistent State-wise SDP data. 

10. Performance index is an unweighted index designed to illustrate the Statewise 
position vis-a-vis the consolidated position on select resource gap measures 
which are set .out in this study. 

11. ASPIND = C a S P i  = I  
n 

ASPIND 

12. This deterioration has taken place in two stages - first in the Plan revenue re- 
ceipts and later on in non-Plan revenue receipts. 

13. Net primary deficit is analytically meaningful to examine the sustainability of 
debt and deficit. However, since the outslanding loans and advances figures are 
not readily available for the State Governments, primary revenue balance has 
been used in this study to capture the sustainability of revenue account. 

14. Reserve Bank of India Annual Report, 1991-92 and Reserve Bank of India 
Bulletins March, 1993 and February, 1994. 

15. The State-wise detailed data could be made available by the authors on request. 
However, the State-wise data on select resource - gap measures sct out in this 
Study are indicated from Tables 26 to 34. 

16. See Second Report of Ninth Fiance Commission. Govcrnmcnt of India. 

17. As a corrective measure, it has been proposcd in the Union Budgct 1994-95 to 
phase out the Government's access to ad-hoc Trcasury bills over a pcriod of 
three years. It has been agrced with the Reserve Rank that the net issue of ad- 
hoc Treasury bills should not exceed Rs.9,000 crorc for more than tcn continu- 
ous working days at any time during the year. If this happcns. RBI will auto- 

' matically sell Treasury bills to reduce h e  level of ad-hoc Trcasury bills (See 
Reserve Bank of India, Annual Report 1993-94). 

18. Sce Rao (1992). Reserve Bank of India Annual Report (1991-92) and Rescrve 
Bank of India Bulletins February. 1993 and March. 1994. 
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Table 1 : Consolidated Gross Fiscal Deficit (GFD) of State 
Governments 

(Rs. crorc) 

Fiscal Expcndi- Receipts@@ GFD GFD/ 
Year arc@ (2-3) Expenditure 

(per cent) 

- 

R.E.- Revised Estimates B. E.- Budgct Estimates. 
@ Includcs rcvcnuc cxpenditurc, capital outlay and nct lending 

(loans and advanccs minus recovery). 
@@ Includcs rcvcnuc receipts. 
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Table 2 : Conlpositio~l of Gross Fiscal Deficit of State Governments 

(Rs. crorc) 

Fiscal Rcvcnuc Capi La1 Nct  GFD 
Ycar Surplus1 Outlay Lcnding (2+3+4) 

Deficit 

1992-93 
(R.E.) 

1993-94 
(B.E.) 

RE.- Rcviscd Esrimalcs. BE . -  Budgcl Eslimrrtcs. 
Nolc: Figurcs in brackctsarc pcrcclilrrgcs to total borrowing rcquirc~ncntsor(GFD). 

( )  Indicrr~cs surplus. 
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Table 3 :Finnncillg of Gross Fiscul Deficit of State Goverrllncnts 

(Rs. crorc) 

Fisciil GFD Lotins froin Other* Ovcr~ll 
Ycar (3+4+5) h c  Ccnuc borrowings Surplus/ 

(ncl) ( net) Dcfici t 

1080-81 3,713 1,567 1,249 897.0 
(42.2) (33.6) (24.2) 

108 1-82 4,062 2,000 1,042 1,020 
(49,2) (25.7) (25.1) 

1982-83 4,986 2,735 1,431 820 
(54.9) (28.7) (1 6.4) 

1983-84 6,358 3,03 1 2,7 66 56 1 
(47.7) (43.5) (8.8) 

1084-85 8,109 3,580 3,181 1,438 
(43.7) (38.8) (1  7.5) 

1985-86 7,521 5,757 3,452 -1 688' 
(76.5) (45.9) (-22.4) 

1986-87 9,269 4,786 3,8 16 667 
(5 1.6) (41.2) (7.2) 

1987-88 1 1,220 5,832 5,323 65 
(52.0) (47.4) (0.6) 

1988-89 1 1,672 5,8 18 6,234 -380 
(49.8) (53.4) (-3.3) 

1989-90 15,433 7,917 7,355 161 
(5 1.3) (47.7) (1 .0) 

1990-9 1 18,787 9,978 8,881 -72 
(53.1) (47.3) (-0.4) 

1991-92 1 8,900 9,373 9,371 156 
(49.6) (49.6) (0.8) 

1992-93 10,988 9,118 9,888 982 
R E . )  (45.6) (49.5) (4.9) 

1993-94 23,694 10,207 10,860 2,627 
(B.E.) (43.1) (45.8) (1 1 . I )  

R.E.- Rcvised Estiniatcs.B.E.- Budget Estimates. 
* Other borrowings infer uliu consist of markct borrowings, loans from the financial 

institutions and b ~ k s ,  provident funds, ctc. 
(-) Indica~cs suq~lus 

NoLC: Figurcs in brackets arc proporticm to GFD. 



Table 4 : Primary Deficit and Net Primary Deficit 

(Ks. crore) 

Fiscal Gross Net Net Interest Interest Net kimarv Dcfici~s Net 
Year Fiscal Lending Fiscal Payments Receipts Interest ---- -----a Primary 

Deficit Dcficit Payments (2 - 5) (2 - 7) Deficit 
(2 - 3) (5 - 6) (4 -71 

-- 

1980-8 1 3,713 1,998 1,715 1,225 824 40 1 2,488 3.312 1,314 
1981-82 4,062 1,853 2,209 1,440 817 623 2,622 3,439 1,586 
1982-83 4,986 2.155 2,831 1.705 992 713 3,281 4,273 2,118 
1993-84 6.358 2,292 4,066 1.963 1.171 792 4.395 5,566 3.274 
1984-85 8,199 2.365 5,834 2,466 1.266 1.200 5,733 6,999 4.634 
1985-86 7,521 2,722 4,799 2,940 1,365 1,575 4.581 5.946 3.224 

1986-87 9,269 3,162 6,107 4,101 1,688 2,413 5,168 6,856 3,694 

1987-88 . 11,220 3,477 7,743 4,898 1,947 2,951 6,322 8,269 4,792 
1988-89 11,672 2.788 8,884 5,935 2,387 3,548 5.737 8,124 5,336 
1989-90 15,433 3,788 1 1,645 7.186 2.634 4.552 8.247 10.881 7.093 

1990-91 18,787 4,255 14,532 8,655 2,403 6,252 10.132 12.535 8.280 
1991-92 18,900 3,153 15,747 10,944 5,320 5,624 7,956 13,276 10.123 
1992-93 19,988 4,739 15,249 13.446 4.175 9,271 6,542 10,717 5,978 

(K.E.) 

1993-94 23,694 6,410 17,284 16,105 4.151 11.954 7,589 11,740 5,330 
(R .E.) 

R.E.- Revised Estimates. B.E.- Budget Estimates. 



RESERVE BANK OF INDIA OCCASIONAL PAPERS 

Table 5 : Primary Revenue Balance of State Govurnllients 

(Rs. crorc) 

Fiscal Kcvcnuc Intcrcst Nct Pri~nary Kcvcnuc Proportion to 
Year Sur- Pay- Interest Balance Intcrcst Payments 

plus(+) mcnls I'ay- (in per cent) 
Dc fi- mcnts 
cit (-) (2-3) (2-4) (513) (614) 

R.E.- Rcviscd Estimates. B.E.- Budget Estimates. 
Note : (+) indicates Surplus and (-) indicates Deficit. 



RESOURCE'GAP OF THE STATE GOVERNMENTS 339 

Table 6 : States' Own Deficit (Not Adjusted) and its Financing 

(Rs. crore) 
~~~~~ 

Financed by - 
States' Stales' States' ------ ---------------------.-----------.--- 

Fiscal Own Own Own Net Tran- Overall Own Defi- 
Year Receipts@ Expendi- Deficit sfer of Sur cit/Ex- 

are@@ (3-2) Resources plus (-)/ penditure 
from the Deficit (+) (in per- 
Centre cent) 

1980-81 

1981-82 

.1982-83 

1983-84 

1984-85 

1985-86 

1986-87 

1987-88 

1988-89 

1989-90 

1990-91 

1991 -92 

1992-93 
(R.E.) 

1993-94 
(B.E.) 

R.E.- Reviscd Estimatcs. B.E.- Budget Estimates. 

@ Receipts include aggregate reccipls net of share in resources transferred to States by 
the Centre in the form of taxes, grants and loans. 

@@ Expenditure includes aggregate disbursements' net of remittances and repayment of 
loans and intercst payments made by Statcs to the Centre. 



Table 7 : Adjusted Own Deficit and its Financing 

(Rs. m) 
I Ficed by 

F s ~  Unadj- Share in Non-Plan Cash Total Adjusted A d j d  75 
Yea used Central (Statu- Balance k (3+4+5) Own O m b  I Plan Loans R e p a p  Irrrrr. Neh'01)- Ways .nd  TO^ 

0 Taxes tory) Cash Balance Deficit hillown I (non-Sta- from the meniof on Loans Statutory M- (5 + 6)  K! 
Dehit Grants Investment (2-6) Expen- I tutory) Centre Loans from Centre Transfa Advlnca 

Accounts 
B 

I [(1+2)- from 
per cent) ( W I  RBI 

s 
1 2 3 4 5 6 7 8 1 1  2 3 4 5 6 7 E! 

M 

1980-8 1 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
(R.E.) 

1993-94 

R.E.- Revised Estimates. B.E.- Budget Estimates. 
(-) Indicates repayment of Ways and Means Advances. 



Table 8 : Basic Resource Gap - Variant I (BRGl) and its Financing 
(Rs. crore) 

Fiscal Expen- Receipts BRGl F i n a n c i n g  o f  B R G 1  
Year diture (5 tales' .................................................................................................... 

Own Cdn tral Transfers Market Other Ways 
Receipts) (3-2) ------ -- Loans Capital and 

Share in Grants Loans and Total Receipts Means 
Taxes Advances Advances 

(B.E.) 

R.E.- Revised Estimales. B.E.- Budget Estimates. 
(-) indicates repayment of Ways and Means Advances 



Table 9 : Basic Resource Gap - Variant II (BRGZ) and its Financing w 
P 

1 t 4  

(Rs. crore) 

Fiscal Expen- Receipts BRG2 F i n a n c i n g  o f  B R G ~  
Year diture ------------------------------------------- ............................................................................ 

States' Capital Total Central Transfers Market Ways 
(5 -2) ---------- ----------------------- 

E 
Own Receipts bans and m V1 

Tax Share Grants Loans Total Means 
and in and Advances 

Non-Tax Taxes Advances 
2 

1 2 3 4 5 6 7 8 9 10 11 12 

1980-81 22,664 9,883 2,721 12,604 10,060 3,789 2,623 3,022 9,434 317 310 
1981-82 25,170 11,468 2,139 13,607 11,563 4,260 2,726 3,372 10,358 508 

f 
a 

1982-83 28,742 13,112 3,734 16,846 1 1,937 4,633 3,382 4,165 12,180 540 -823 
1983-83 33.540 14,913 3,245 18,158 15,383 5,008 4,093 5,304 14,405 740 

695 8 
238 

1983-85 39.856 16.810 4,606 21,416 18,440 5,854 4,762 5,910 16,526 1,164 754 
s 
0 

1985-86 44,866 19,842 2,799 22,641 22,225 7,260 6,323 8,368 21,951 1,428 -1154 n 
1986-87 52.315 22,858 5,064 27,922 24,393 8,484 6,985 7,703 23,172 1,431 -110 

n 
1987-88 59.878 26,066 5.126 31,192 28,686 9,660 8,275 9,038 26,973 1,801 -85 

's z 
1988-89 67.003 30,025 4,206 34,231 32.772 10.736 9,660 9,937 30,333 2,246 195 0 
1939-90 76.78 1 34.93 1 6.130 41.061 35,720 13,097 8.505 11.258 32,860 2,595 2, g 
1990-9 1 91.088 39,586 7.970 47,556 43.532 14.242 12,643 13,975 40,860 2,585 90 
199 1-92 107.930 48,462 10,800 59.262 48.668 16.847 15.226 13.070 45,143 3.312 
1992-93 118,786 52.5% 10.633 63.227 55,559 20.476 18,366 13,181 52,023 3,741 -203 
(R.E.) 

212 2 m 
0 

w 
1993-94 131.288 60.056 11.908 7 1.964 59,324 21.628 18.890 14,906 55,424 3.899 V) 

(B.E.) 

R E -  Revised Estimates. B.E.- Budget Estimates. 
(-) indicrltcs rcpaymcnt of Ways and Means Advances. 



Table 10 : Basic Resource Gap - Variant In (BRG3) and its Financing 

Fiscal Expen- Receipts 6 ~ ~ 3  F i n a n c i n g  o f  B R G 3  
Year diture -----------------------------------------.----------.------------------- i _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ - - - - - - - - - - -- - - - - - - - - - - - - - - - -- - - - - - - - - 

States' Slatutory Share Capital TotaI Central Transfers Market Ways 
Own Grants in Keceiprs (7-2) .................................. Loans and 
Tax from Taxes Non- Loans Total Means 
and Centre Statutory and Advances 

Non-Tax Grants Advances 

(R.E.) 
1993-94 131.288 60,056 2,169 21,628 11,908 95,761 35,526 16,721 14.906 31,627 3,899 0 

(B.E.) 

RE,- Revised Estimates. I3.E.- Budget Estimates. (-) indicates repayments of Ways and Mean Advances. 



344 RESERVE BANK OF INDIA OCCASIONAL PAPERS 

Tuble 11 : Fiscul Dependency Ratio(FDR)and Fiscal Stress Ratio(FSR) * 

(In pcr ccnt) 

Fiscal FDR 1 FDR2 FDR3 FS R 
Y a r  

1992-93 
(R.E.) 

1993-93 
(B.E.) 

R.E.- Rcviscd Estirnatcs. B.E.- Budgct Estimates. 

* Fiscal Slrcss Ratio (FSR) = BRG, 

BRG, 

Fiscal Dcpcndcncy Ratio (FDRs) = BRG, B RG, BRG, 
9 t 

TE TE TE 

Scc equations 9, 10 and I 1  for dclinitional details of BRG,, BRG, and RRG,, 
rcspcc~ivcly. 
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Table 14 : Interest Payments as Proportion of Primary Revenue Balance 

Fiscal Number of Number of ASPRBII ASPRB21 PRBliI Range PRB2i/ Range 
Year States with States with ASIP ASNIP IPi < 100 (In Percent) NIPi < 100 (In Percent) 

PRB 1 PRB2 (In Percent) (In Percent) 
ncgativc negative 

-- 

1980-8 1 - 221.3 470.6 3 39.1-78.9 3 24.3-75.3 
1981-82 195.8 321.5 3 11.9-92.9 4 1 1.1-92.7 
1982-83 1 1 152.1 224.5 5 (-) 12.9-97.6 6 (-) 66.4-68.6 
1983-84 2 4 110.7 126.6 ' 7 (-) 12 1 662.5 5 (-) 136.2-62.5 
1984-85 7 9 137.5 177.0 11 (-)800.0-64.2 8 (-) 1 700.0-40.2 
1985-86 1 3 i22.2 141.5 9 (-1 2.3-99.0 8 (-) 860.6-98.3 
1986-87 1 3 104.1 107 .O 9 (-) 26.1-99.8 8 (-) 80.0-99.0 
1987-88 4 8 77.8 63.1 13 (-)300.0-79.7 14 (-) 372.7-78.1 
1988-89 2 7 69.6 49.1 15 (-) 11.4-98.8 16 (-) 43.4-97.6 
1989-90 2 9 48.8 19.1 IS (-) 30.9-94.1 17 (-)205.1-94.1 
1990-9 1 5 7 38.7 15.1 18 (-) 63.9-94.5 18 (-) 75.1-94.6 
1991-92 2 4 48.4 -0.1 14 - (-)241.8-92.8 11 (-) 167.9-92.1 
1992-93 2 3 69.4 55.6 14 (-) 34.5-98.4 14 (-) 83.4-98.3 
1993-94 I I 72.0 62.3 12 (-) 53.7-97.0 12 ( 0 )  96.2-97.0 

PRB 1 = Primary Revenue Bal&cc I=Revenue Deficit minus Interest Payments (IP) , 

PRB2 = Primary Revenue Balance 2=Revenue Deficit minus Net Interest Payments (NIP) 
ASPRB 1 = All State Primary Revenue Balance 1 
ASPRB2 = All State Primary Revenue Balance 2 
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Table 15 : Own Deficit as Proportion of Expenditure Ratio (per cent) 

ASOWDJASEXP OWD/EXP Range ADOWD/ ADOWDi/EXPi Range in 
Fiscal in Percent, i i in ASEXPin > Percent 
Year > Percent Percent ASADOWDI 

ASOWDJASEXP ASEXP 

Column 2 gives the Own Deficimwn Expenditure proportion for theconsolidatcd figure of all 
States. 

CoIurnn 3 gives the number of States with the Own Dcficit/Own Expenditure proportion higher 
than Column 2. 

The maximum and minimum range of the Own DcficidOwn Expcnditure proportion for the 
States for which i t  is higher than the consolidated figure is indicated in Column 4. 

ASOWDIASEXP = All State Own Dcficit(unadjustcd)/Expcnditurc Proponion. 

ASADOWDIASEXP = A11 State Own Dcficit (;ldjustcd)/Expenditutc Proportion. 



Table 16 : Fiscal Dependency Ratio : A Profile 

ASBRGl/ BRGlifTEi Range ASBRG2/ BRG2i/TJ3 i Range ASBRG3/ ~ R G 3 m i  Range 
Fiscal ASTE in > per cent ASTE in > per cent ASTE in > per cent 
Year Percent ASBRGI Percent ASBRG2/ Percent ASBRG31 

ASTE ASTE ASTE 

Columns 2 gives the Basic Resource Gaplflotal Expenditure proportion for the consolidated position of all States. 
Columns 5 gives the Basic Resource Gap2flotal Expenditure proportion for the consolidated position of all States. 
Columns 8 gives the Basic Resource Gap31Total Expenditure proportion for Ule consolidated position of all States. 
Columns 3.6 and 9 give the number of States with the BRGm proportion higher than CoIumns 2,5 and 8 respectively. 
The maximum and minimum range of the BRGm proportion higher than the consolidated figure are indicated in Columns 4,7 and 10. 
* The proportion is mare than 100 due possibly to negative capital receipts. 
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Table 17 : Fiscal Stress Ratio (FSR) : A Profile 

Fiscal ASFSR FSRi/ASFSR Range 
Ycar (Pcr cent) > 1 (Per ccnt) 

ASFSR = Fiscal Strcss Ratio of all Statcs 
FSRi = Fiscal Strcss Ratio of i th Statc. 
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Table 19 : (;ross Fiscal Deficit(GFD) : State-wise placement in the Performance Index(P1) 

PERFOlUlIANCE INDEX RANK * I PEKFOKMANCE INDEX KANK * 

GFCiY> I GFf.lPI= I GFDI'I<I S p c i a l  Non-Spccial Catc- 
Category gory States 

J K h .  wn = (1) hfah..Har. States 
U  PAS,(^^, MP,Kar,AP, -- -------- ------------.--------- 
Rnj.Gul, TN.t{P,htnn. 1 JK  1 l b n  9 Har 
Rlh = (S) Tri.Sik,Nag, 2 As 2 UP 10 MI' 

hlcg- (13) 3 HP 3 Ori 11 Kar 
J M:in 4 Raj  I2 Kcr 
5 Tri 5 G i ~ j  13 A1) 
6 Sik 6 Rih 14 TN 
7 Nag 7 WR 
8 hlc X Mnh 

- 

GFDPI>I GFDPI=l GFDPI<I Special Non-Special Cata- 
-- -- - Category gory States 

Pun,JK,Goa, TN,Nag,As, Statcs 
O",UP,HP, Nil MaI1,MP,Har, -- ----- ---- - ----- ---- 
Guj,Ker,Rih. Tri,Kar,AP, 1 JK 1 Pun 10 'TN 
K:ij,WB = (1 1)  Sik.Mcg.Man. 2 HP 2 Goa 11 Mah 

Arp,Miz = (14) 3 Nag 3 Ori 12 M P  
4 A S  4 U P  1 3 H a r  
5 Tri 5 Guj 14 Kar 
6Sik 6 Ker 15AP 

7 Mcg 7 Rih 
8 Man 8 Raj 
9 Arp 9 WR 

10 Miz 

* : W m i d  [jut on  Dtc b.nis of 1lrlvnnanc.c Indox according t o  thc ordcr of ranking. Knr : Karnataka Raj : Kajasthan 

A P  : Andlrrs i'rddcfh Kcr : Kcrala Sik : Sikkim 
Arp : Arunctchsl kddcsh  MI' : Madl~yal%adcsh TN : TamilNadu 

hf : A~sarn Mah : Maharashtra Tri : Tripura 

Rttt : Rthtr  Man : Manipur UP : Uttar Pradcsh 

CNM : GIM Mcg : hlcghalaya WR : West Rcngal 

G : Ciul~r.tc hliz : Mizorarn 
i t s  : tI.qsn;t Nag : Nagaland 
ttP : tiurrachsl Pradcsh Ori : Orissa 

Jf; : Jsrnrnumd Kashmir Pun : I'unjab 
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Table 22 : Fiscal Dependency Ratio(FDR3) : State-wise placement in the Performa~rce Index(P1) 

PERFORMANCE NUEX RANK * 
.................................................. .................................... 

1980-87 1980-87 
-----------------------------*-------------------- .................................... 

1 2 3 4 5 6 

PERFORMANCE INDEX RANK * 
......................................... .-------------------------------------- 

1987-94 1987-94 
........................................ ...................................... 

7 8 9 10 11 12 

FDK3PbI FI)R3PI=l 

Sik, hlan, Nil 
Mcg, Nag, 
JK, AP. Tri 
As,Ori,Raj, 
Rih,UP,Pun. 
W3 = (14) 

FDK3PIccl Special 
Category 

AP. MP. Slates 
Kcr, Guj. --------- 
Har, Kar ,  1 Sik 
Mah,TN 2 Man 

= (8) 3 Meg 
4 Nag 
5 JK 
6 HP 
7 Tri 
8 As 

Non-Spccial Cate 
gory States 

...................... 
1 Ori 9 Ker 
2 Raj 10 Guj 
3 Bih 11 Har 
4 UP 12 Kar 
5 Pun 13 Mah 
6 W B  14 TN 
7 AP 
8 MP 

FDK3Pk-l FDK3PI=I FDR~PICI Special 
--- --- Category 
Sik, Arp, Nil Ker, MP, AP, States 
Meg, As, Guj, 'IN, Kar, -- 
Man, Nag, Har. Mah, 1 Sik 
Tri,Miz,JK, = (8) 2 Arp 
Ori,AP,l'un, 3 Meg 
UP,Goa,Bih, 4 As 
Raj,WB = (17) 5 Man 

6 Nag 
7 Tri 
8 Miz 
9 JK 

10 HP 

- - 

Non-Spccial Cate- 
gory States 

------------------- 
1 Ori 10 AP 
2Pun 1 1 G u j  
3 U P  1 2 T N  

4 G o a  1 3 K a r  
5 Bih 14, Har 
6 Raj I 5  Mah 
7 w 
8 Ker 
9 MP 

* : 
AP : 
Arp ; 
As : 
Bih : 
Goa : 
Guj : 
Har : 
I4P : 
JK : 

Worked out on the basis of Performance Index according to the order of ranking. 
Andhra Pradesh 
Arunachal Pradesh 
Assarn 
B ihar 
Goa 
Gujarat 
Hatyana 
Himachal Pradesh 
Jarnmu and Kashmir 

Kar : Karnataka Raj : Rajasthan 
Ker : Kerala Sik ': Sikkim 
MP : Madhyakadesh TN : TamilNadu 
Mah : Maharashtra Tri : Tripura 
Man : Manipur UP : Uttar Pradesh 
Meg : Meghalaya WR : West Bengal 
Miz : Mizoram 
Nag : Nagaland 
Ori : Orissa 
Pun : Punjab 



* 
id' 
ArP 
As 
Rih 
Goa 
Guj 
H ar 
HP 
JK 

. . 

Table 23 : Fiscal Stress Ratio(FSR) : State-wise placement in the Performance Index(P1) 

: Worked out on the basis of Performance Indcx according to the ordcr of ranking. 
: Andhra Pradcsh 
: Arunachal Pradesh 
: Assam 
: Rihar 
: Goa 
: Gujarat 
: Haryana 
: Himachal Pradesh 
: Jarnmu and Kashmir 

PERFORMANCE INDEX RANK * 
........................................ .................................... 

1980-87 1980-87 ......................................... .................................... 
1 2 3 4 5 6 

FSRPI> 1 FSRPI=I FSRDl<l Special Non-Special Cate- 
- Catcgory gory States 

Sik, HP, Mah AP, Ker. States 
JK. As. Pun. = (1) Guj. Bih, --------- ..................... 
Meg, Man, UP, Kar, 1 Sik 2 Pun 9 Guj 
Nag.Tri, MP,TN 2 HP 2 Kaj 10 Bih 
Har,lVR. = (8) 3 JK 3 Har 11 UP 
Ori = (1 3) 4 As 4 WB 12 Kar 

5 Meg 5 Ori 13  MP 
6 Man 6 Mah 14 TN 
7 Nag 7 AP 
8 Tri 8 Ker 

Kar : Karnataka Raj : Rajasthan 
Ker : Kerala Sik : Sikkim 
MP : Madhya Pradesh TN : TamilNadu 
Mah : Maharashtra Tri : Tripura 
Man : Manipur UP : Uttar Pradesh 
Meg : Mcghalaya WB : West Bengal 
Miz : Mizoram 
Nag : Nagaland 
Ori : Orissa 
Pun : Punjab 

PERFORMANCE INDEX RANK * ------------ ---- -------- ---- 
1987-94 1987-94 ----------------------------------- -------------I------- 

7 8 9 10 11 12 

FSRPI> 1 FSRPI=I FSRPIcl Special Non-Special Cate- 
-- -- Category gory Slates 
Pun, Sik, Raj Ker. Guj. States 
As. Har. = (1) Nag.WB. - ------------ 
Meg. Arp. Tri. JK.Mah, 1 Sik 1 hm. 10 WB 
Ori,Goa, Kar.AP,Miz, 2 As 2 Har 11 Mah 
Man,UP, MP,Rih.TN 3 Meg 3 Or 12 Kar 
AP=(11) = (13) 4 Arp 4 Goa 13 MP 

5 Man 5 UP 14 Bih 
6 Nag 6 AP 15 TN 
7 Tri 7 Raj 
8 JK 8 Ker 
9 HP 9 Guj 

10 Miz 



Table 24 : State-wise Ranking on the basis of Perfomance Index 

RD GFD FDRl FDR2 FDR3 E R  
S.No States 

iVon-s&ial Category States 
1 Andhra Pradcsh 4 11 13 15 9 11 7 9 7 10 7 6 
2 Bihar 12 8 6 7 2 2 2 2 3 5 10 14 
3 Goa 14 2 6 4 4 4 
4 Gujarat 8 6 5 5 11 12 12 13 10 11 9 9 
5 Haryana 14 13 9 13 13 15 14 15 11 14 3 2 
6 Kamataka 7 12 11 14 12 13 11 12 12 13 12 12 
7 Kerala 2 3 12 6 7 8 8 10 9 8 8 8 
8 hladhya Pradesh 13 15 10 12 6 7 6 7 8 9 13 13 
9 Maharashtra 5 10 8 11 14 14 13 14 13 15 6 11 

10 Orissa 3 7 3 3 1 1 1 1 1 1 5 3 
11 Punjab 1 1  1 1 1 . 8  9 9 8 5 2 1 1 
12 Rajasthan 6 9 4 8 4 4 5 6 2 6 2 7 
13 Tamil Nadu 10 2 14 10 10 10 10 I1 14 12 14 15 

14 Uitar Pradesh 9 5 2 4 3 3 3 3 4 3 11 5 
15 West Bengal 1 4 7 9 5 5 4 5 6 7 4 10 

Special Category Stales 
1 A~nacha l  Pradesh 10 9 5 3 2 4 
2 Assam 2 3 2 4 8 10 8 8 8 4 4 2 

3 IIimachal Pradesh 5 1 3 2 7 8 6 10 6 10 2 9 
4 Jammu and Kashmir 1 2 1 1 6 7 7 9 5 9 3 8 
5 Manipur 8 8 4 8 1 3 1 1 2 5 6 5 
6 Meghalaya 7 6 8 7 4 6 2 6 3 3 5 3 

7 10 4 2 8 7 Mimram '10 

8 hiagaland 4 4 7 3 3 2 3 5 4 6 7 6 

9 Sikkim 6 9 6 6 5 9 5 .  7 1 - 1  
1 1 

10  Tripura 3 5 5 5 2 1 4 4 7 7 8 7 

 kc : 1 represents the period 1980-87. I1 represents the period 1987-94. 



Table 25': Rank Frequency Distribution : State-wis : Performance 

Non Special Catcgory States 
1-5 6-10 11-15 

IYTllt I 11 I I1 1 I1 

KD WH,Kcr. Pun,TN Raj,Kar, Guj,Ori Pun.Bih, Arp.Kar, 
Ori,ZP. Ker.WB,UP. Guj.UP, Bih.Raj, MPJIar. 11ar.Coa. 

S h h .  TN. Mah. MI'. 

Special Gategory States 
1-5 6-10 

Items I I1 I I1 

RD JKAss, HPJK. Sik,Megh, Megh,Miz, 
Tri,Nag. Nag.Ass, Mani. Mani,Sik. 

HP Tri. AP. 
-- 

GF?) %,LF, Pun,Goa, Bih,WB, KcrJih, Kar,Kcr, Mah,MP. 
On.Knj, Ori.UP, hlah,IIar, Raj,WB. AP,TN. Har,Kar. 

Cuj. Cuj. bU'. TN. AP. 

GFD JKAss. JYIIP, Sik,Nag, Sik,Megh, 
HP,Mani, Nag,Ass, Megh. Mani,AP. 

Tri Tri. Miz  

FDR 1 Ori,Rth. Ori,Rih, MP,AP, Goa,MF', Kar,Guj, AP,Guj, 
CP,Raj, UPfioa, Kcr,Pun, Kcr,Pun, Har,Mah. Kar,Mah, 
\VH WB TK T N  liar. 

FOR2 Ori,Bih. Ori,Bih, h1P.M. Raj,MP, Kar,Guj, TN,Kar, 
Ul'.iVD, IJI'.Goa, Kerfin, Pun,AP, Mah,ltar. Guj,Mah, 

R ~ J  WB. TN Kcr. I Iar. 

FDU3 OriRaj. Ori,I'un, WB.AP, Raj,WB, IIar,Kar, Guj,TN, 
1lth.l:P. UP,(;oa, ~lI',Kcr, K c  Mah.TN. KarJIar, 

Pun Uth. Guj. Guj. Mah. 

'f.SR !'utiJisj, 1'un.l lar. APPrrj, AI',Raj, UlJ.Kar, Mah,Kar, 
l t~r , \YL~, Ori,Goa, Kcr.Guj, Ker,Cuj, MP,TN. Ml',Iiih, 

04 .  LIP. ilrh. WI3 TN 

DRl Mani,Tri, Tri,Nag, JK,HP, MeghJK, 
Nag.Mcgh, Mani,Mi Ass. HP.Sik. 

Sik. AP. Ass. 

FDK2 Mani,Megh Mani,Mi IIP JK, MeghSik, 
Nag,Tri, AP,Tri, Ass. AssJK, 

Sik. Nag. IIP. 

FDR3 Sik,Mani, Sik,AP, lIP,Tri, Nag,Tri, 
Mcgh,Nag, Mcgh,As Ass. Miz,JK, 

JK. Mani. IJP 

FSR Sik,I IP, Sik,Ass Mani.Nag, Nag,Tri, 
JK,Ass, Mcgh,ArP Tri. JK,IiP, 
Megh. Mani. Mil, 

Sac. Scc note MI 1 ahlc 24 

cU' . \n&ra Pradcsh l iar  : Ilaryana Man : Mdr~ipur Sik : Sikkim 
,trp : hrux~.tch~l 1'raJz:sh IIP : Ilimachal Prsdcsh hlcg : Mcghalaya TN : Tdmil Kadu 
A$ : X%s~r:\ JK : Jamrnu and Kashimir Miz : M~rararn Tri : Tripura 

R:h : Hthar Ker : Kcrala Nag : Nagaland UP : U~car Pradesh 

Go* : &a 5U' : Madhya Pradcsh Ori : Orissa WB : Weqt Bengal 
G u j  : Gujara! ~Mah : hlaharashtra Pun : Punjab 



Table 26 : State-wise Revenue SurpluslDeficit 
(Rs. crore) 

- --- 

1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 1990-91 1991-92 1992-93 1993-94 ;d 

1 AndhraPradcsh -104 -80 -132 89 . 169 m 
8 189 -37 -33 238 157 170 195 74 V) 

2 Anmilchal Pradcsh -39 -50 -93 -31 -100 -158 -168 0 
3 AS- -165 37 44 137 136 5 -61 84 62 137 -3 C 

144 -270 -303 -153 
4 Bihar -59 7 38 -72 -107 -298 -346 -190 -277 3 4 566 885 606 318 2 
5 Goa 1 7 -12 10 -7 10 1 -1 1 
6 Gujarat -122 -120 -66 -139 -68 70 309 256 126 126 703 576 245 6 g 
7 Iiaryana -59 -50 -44 -76 -27 -106 -163 -17 2 95 20 32 -17 -34 
8 lfirnachal Pradcsh -104 -22 -9 -33 -38 -108 -70 -4 1 70 61 95 -10 78 188 
9 Jammu and Kashmir 15 -3 1 3 6 7 1 -7 -42 107 64 123 91 -104 -267 -144 

10 Kamataka -59 -165 -42 -73 144 85 -79 111 38 147 79 179 -105 -384 tC 4 
I 1  Kerala 28 -96 -27 58 14 74 152 195 164 250 422 364 485 477 
12 Madhya Pradcsh -118 -229 -188 -176 -79 -7 1 -35 59 146 -98 20 1 44 -305 -483 4 
13 ~Mahara~htra -121 -147 -210 -71 212 317 1 -74 241 374 55 276 574 357 
14 X.lanipur -41 -15 -21 -25 -37 -70 -50 -72 -65 -33 -89 -74 3 -96 -90 
15 Xlcghalaya -30 -8 -12 -24 -3 1 -4 8 -55 -66 -77 -50 -42 -36 -16 

52 -43 -64 -157 -79 -5 1 
-8 0 

16 Xli~uram 2 -22 -53 0 
17 Sagaland -52 -7 -6 3 -38 -6 1 -34 -23 -42 46 5 -6 13 -31 c 

0 7 4 60 20 75 108 105 20 188 184 
m 

18 Orissa -81 -28 23 
19 Rnjab -18 -63 -102 -59 9 -7 -90 228 244 22 1 544 48 1 499 7;; s 
20 Kajasthan -65 -34 -55 -44 76 2 60 356 219 30 -168 -49 47 245 
21 Sikkim -7 -7 -13 -7 -18 -14 -32 -28 -36 -19 -3 1 -27 -46 -44 z 
22 Tamil Kadu -128 -82 -102 -52 -17 -188 -103 283 274 479 553 1,904 1,009 1,385 2 
23 Tripura -36 -6 -16 -5 -37 -4 1 -42 -20 -16 -7 2 -16 -27 2 
24 Urtar Pradcsh -183 -354 -192 106 147 -175 177 -252 605 1,031 1.228 725 923 1,371 
25 Wcu Bengal 23 88 243 206 371 -83 188 115 138 477 1.019 646 659 804 

All Statcs -1.486 -1,379 -888 -211 924 -654 -169 1,088 1,807 3,682 5,310 5,651 4,117 4,512 
3 

f-) Indicates Surplus. Q 



Table 27 : State-wise Gross Fiscal Deficit it' 

1 Andhra Pradesh 222 243 172 493 59 1 435 804 568 673 97 2 
2 Arunachal Pradesh 23 3 8 1 75 
3 Assam -28 172 200 328 3 67 154 243 421 303 528 
4 Bihar 335 408 435 328 396 326 461 825 535 994 
5 Goa 61 72 64 95 
6 Gujarat 246 254 376 398 520 514 900 976 735 952 
7 flnryana 112 102 190 133 236 230 170 216 289 393 
8 1Iimachal Pradcsh -36 57 74 58 80 35 89 129 254 226 
9 Jammu & Kashmir 144 135 142 198 248 247 244 417 410 524 

10 karna~aka 226 117 280 287 564 550 514 518 497 625 
11 Keraia 179 61 123 299 232 323 440 448 412 604 
12 Madhya Pradcsh 337 238 291 367 493 516 56 1 725 871 723 
13 Maharashtra 464 489 552 739 1,050 1,234 1,065 1,014 1,277 1,844 
14 Manipur -6 28 17 26 15 -9 32 17 33 7 1 
15 Xfeghalaya - 8 16 14 11 2 -8 5 0 10 3 1 
I6 Mizomm 4 1 -22 102 11 -3 
17 Sagaland -26 2 1 29 40 -6 -12 30 60 48 141 
IS Orissa 135 142 212 193 329 326 372 506 550 ' 574 
19 Punjab 160 178 183 263 479 566 343 968 833 909 
20 Kajaslhan 207 327 274 298 363 343 467 903 736 58 1 
21 Sikkim 6 5 -2 7 -1 12 1 9 11 30 
22 Tamil Nadu 211 213 327 364 398 365 454 660 654 919 
23 Tripura -9 25 17 34 12 15 15 62 84 89 
24 Luar Pradcsh 551 452 582 1,082 1,493 1,058 1,410 1,014 1,802 2,482 
25 West Rengal 290 379 498 413 338 259 587 551 579 1,055 

All States 3.712 4.062 4.986 6.359 8,199 7,520 9,269 11,219 11.672 15,434 18.787 18.901 19.988 23.695 



Table 28 : State-wise Primary Revenue Balance (1) 
(Rs.crorc) 

States 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 1990-91 1991-92 1992-93 1993-94 
ict 

1 ~ndhra  l'radesh 188.00 177.00 244.00 34.00 323.00 183.00 107.00 350.00 406.00 233.00 432.00 525.00 661.00 938.00 
2 Arunachal Pradcsh 50.00 82.00 103.00 48.00 116.00 179.00 190.00 62.00 0 
3 Assam 195.00 5.00 11.00 -76.00 234.00 98.00 207.00 101.00 157.00 128.00 118.00 363.00 584.00 721.00 C 
4 Bihar 166.00 91.00 86.00 222.00 73.00 520.00 628.00 536.00 655.00 534.00 188.00 119.00 635.00 917.00 C) 

5 Goa 20.00 26.00 28.00 16.00 37.00 47.00 60.00 83.00 rn 
6 Gujart 191.00 202.00. 166.00 256.00 78.00 118.00 -64.00 25.00 266.00 344.00 -172.00 141.00 688.00 1101.00 cl 

7 Ilaryana 96.00 95.00 96.00 135.00 52.00 204.00 296.00 167.00 159.00 111.00 222.00 2290.00 383.00 468.00 % 
8HimachalRadoh 114.00 34.00 26.00 51.00 -13.00 139.00 112.00 9000 -1.00 27.00 15.00 158.00 114.00 38.00 8 
9 J&K 18.00 34.00 41.00 11.00 139.00 98.00 144.00 8.00 134.00 89.00 128.00 490.00 626.00 536.00 4 

10 Kamataka 121.00 236.00 120.00 171.00 279.00 77.00 283.00 137.00 253.00 202.00 357.00 336.00 705.00 1056.00 Z 
11 Kerla 

tn 
18.00 153.00 88.00 34.00 135.00 53.00 25.00 18.00 80.00 43.00 -81.00 119.00 48.00 174.00 y) 

12MadhayaPradesh 195.00 331.00 301.00 262.00 -59.00 201.00 293.00 232.00 251.00 531.00 312.00 564.00 1055.00 1341.00 .j 

13 hlaharashtra 231.00 293.00 378.00 269.00 464.00 -7.00 440.00 601.00 392.00 383.00 826.00 883.00 785.00 t2M.00 5 
14 Manipur 46.00 16.00 26.00 32.00 -25.00 81.00 66.00 90.00 84.00 5200 120.00 105.00 140.00 137.00 DY 
15 Mcghalaya 32.00 10.00 15.00 27.00 -25.00 55.00 67.00 76.00 88.00 61.00 60.00 58.00 43.00 42.00 
16 Mizoram 6.00 31.00 -39.00 45.00 65.00 190.00 92.00 78.00 85.00 9 
17 Sagaland 55.00 11.00 12.00 5.00 -28.00 74.00 51.00 46.00 69.00 -10.00 38.00 60.00 45.00 93.00 rn 
18 Orissa 131.00 95.00 57.00 96.00 175.00 66.00 152.00 132.00 1%.00 205.00 345.00 293.00 401.00 644.00 

7' 

19 Punjab 80.00 137.00 186.00 149.00 161.00 lY.00 264.00 -67.00 -2S.00 13.00 -2I2W -120.00 -80.00 181.00 $ 
20 Rajasthan 145.00 147.00 169.00 171.00 245.00 196.00 195.00 -57.00 158.00 407.00 667.00 665.00 696.00 650.00 

21 Sikkim 7.00 8.00 13.00 8.00 -16.00 19.00 35.W 32.00 41.00 2600 41.00 42.00 65.00 66.00 $ 
22 .Tamil Nadu 219.00 174.00 203.00 179.00 129.00 350.00 302.00 4 . 0 0  31.00 -113.00 -91.00 -1217.00 -259.00 -4M.00 V, 

23 Tripura , 39.00 10.00 21.00 12.00 -31.00 52.00 55.00 13.00 37.00 35.00 36.00 66.00 89.00 61.00 

24 UuarPra&sh 340.00 531.00 407.00 148.00 485.M 496.00 366.00 946.00 210.00 11.00 51.00 985.00 1212.00 1132.00 

25 West Bcngal 86.00 29.00 _73.00 -22.00 615.00 358.00 145.00 279.00 311.00 53.00 -392.00 181.00 366.00 33.00 

All Slates 2.711 2.819 2.593 2,174 3,390 3,593 4,270 3,810 4,128 3,501 3345 5,294 9,330 11.593 W z 
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Table 30 : State-wise Own Deficit (Unadjusted) 
(Rs. crore) 

Slates 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 1990-91 1991-92 1992-93 1993-94 

1 Andhra Pradesh 569 585 636 836 1.013 1,023 1.299 1,116 1,345 1,568 2,168 2,443 2,750 2,860 
2 A m c h a l  Pradesh 156 280 250 270 308 376 408 572 
3 Assam 122 345 406 564 694 811 882 1,009 1,009 1,241 1,341 1,797 1.770 1,880 
4 Bihar 807 1,003 1,111 1,044 1,055 1,279 1.414 1,596 2,016 2,237 2.944 3,322 3,650 4,045 
5 Goa 105 30 194 139 166 179 166 163 
6 Gujart 462 454 439 550 684 754 496 1,320 981 819 880 759 ,1406 1,260 
7 IIaryana 158 177 199 24 284 266 324 276 320 351 369 394 586 599 
8 Himachal Pradesh 97 212 217 390 311 372 424 515 653 636 677 762 942 819 
9 J&K 221 254 279 335 450 571 655 746 851 986 1,417 1.508 1.644 1,726 

10 Karnataka 350 312 424 495 782 696 854 657 826 1,062 844 1.299 2.076 2,328 
11 Kerla 312 248 302 499 481 506 728 484 646 649 1,010 1.053 1,341 1,364 
12 MadhayaPradesh 701 621 725 834 963 1.001 1,198 1,213 1,802 1,425 2.010 2,475 2,643 2,896 
13 Maharashtra 730 730 818 1.057 1.284 1.337 1.439 1.333 1,395 1,650 1,967 1,488 2,167 2,309 
14 Manipur 70  82 184 114 151 181 225 245 287 343 362 423 386 422 
15 Meghalaya 56 89 93 120 121 144 188 221 245 284 304 369 456 553 
16 Mizorarn 155 31 259 291 193 182 383 391 394 

17 Nagaland 46 128 139 178 166 216 281 350 354 356 436 50 1 571 496 

18 Orissa 378 402 635 442 631 545 878 857 922 1,212 1,376 1,553 2,035 2,094 
19 Punjab 200 175 254 207 543 698 674 945 916 958 1,228 1,295 1,438 1,335 
20 Rajasthan 445 556 502 486 445 802 916 1,382 1.199 1,107 1,599 1,661 2,221 2,547 
21 Sikkim 34 39 39 4 3 61 79 91 106 114 105 11 1 165 212 200 

22 Tamil Nadu 453 489 603 788 841 860 964 1,195 1,278 1,564 1,883 2,473 2,505 2,899 
70  111 112 138 147 192 247 315 414 366 466 552 571 676 23 Tripura 

24 Uuar Pradesh 1,232 1,358 1,491 1,503 2,238 2,442 2,371 3,013 3,317 4,126 5,273 5.789 6,447 6,695 
25 West Bengal 572 755 949 848 721 1,016 1,254 1,226 1,379 1,632 2,292 2.062 2.407 2.651 

All States 8,085 9,125 10,557 11,495 14,066 15,946 18,094 20.689 23.00.1 25,279 31.613 35,081 41,189 43,783 



Table 31 : State-wise Own Deficit (adjusted) w 
53 

(Rs. crore) 
States 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 1990-91 1991-92 1992.93 1993-94 

I Andhn~raduh 245.26 213.37 297.24 317.45 517.75 358 423.16 442.4 570.93 529.64 887.18 1.122.4 1.115.3 l.ml.6 
2 AmachaI Pradesh 74.86 111.75 130.84 123.43 182.42 225.1 268.5 253.3 
3 Assam -25.39 182.31 136.92 394.15 433.04 543.98 404.48 542.03 609.36 717.53 725.03 1.098.3 985.8 719.3 m 
4 Bihar 250.48 281.1 392.6 497.69 410.25 725.64 472.33 436.2 755.06 577.49 892.7 1.097.3 1.009.1 1.186.9 
5 Goa 61.27 91.66 100.56 105.09 63.36 13.1 16.7 15.6 
6 Gujart 192.02 204.69 222.48 324.59 346.93 392.72 463.36 833.13 612.28 551.38 584 419.5 422.3 169.4 

k 
7 Haryana 73.64 103.79 , 22.88 -6.74 145.13 147.66 221.27 160.6 214.78 120.43 237.66 186.4 256.5 283.4 
S llimachal Pradesti 30.44 133.45 144.9 306.21 170.49 253.78 215.24 339.09 331.33 304.28 425.3 355.8 386.7 408.3 
9 J&K 152.15 163.69 200.39 249.22 285.39 351.07 397.52 366.57 562.68 535.14 483.35 417.1 693.2 270 

10 Karnstaka 110.96 127.75 138.04 183.9 302.28 420.68 323.18 245.73 325.25 449 420.71 522.1 927.1 1147 % 
I I Kerla 81.7 72.99 62.18 281.19 236.78 88.44 176.91 209.45 170.03 170.12 . 448.54 390.3 635.2 716.2 
12 Madhaya Pradesh 348.59 271.97 190.16 398.7 400.91 509.43 453.75 544.89 762.48 485.66 807.8 1,180.1 849 1.163.3 Y 

13 Mahanshtra 337.89' 371.03 365.67 532.93 724.96 815.41 856.8 756.74 802.87 840.65 1,087.46 1,118.7 773.7 536.3 
14 hlanipur 24.98 47.47 71.68 104.14 81.85 111.72 108.69 121.8 165.36 162.25 201.8 188.3 176.5 183.5 
15 Meghalaya 21.5 54.74 55.3 80.61 76.34 77.34 102.95 135.7 164.93 166.48 166.55 181.8 208.7 277.3 0 
16 hlizoonm 5.86 141.78 49.93 76.24 156.76 135.49 16.85 172.5 176.2 163.8 & 
17 Sagaland 10.38 75.66 66.28 101.94 79.58 136.1 171.11 198.89 196.19 138.11 186.1 201.2 173 281 
I8 Orissa 145.85 174.7 244.56 306.85 229.9 263.67 307.94 374.88 501.61 509.24 750.86 604.1 895.3 1154 
19 Punjab 116.16 133.61 68.9 66.3 284.99 614.94 482.14 642.98 885.74 754.16 986.34 817.5 885.5 890.6 8 
20 Rajasthan 255.23 360.22 18.98 239.98 176.39 464.73 507.12 765.64 779.27 308.79 492.37 782.1 1,008.9 1.023.5 
21 Sikkirn 24.6 22.68 27.62 37.52 59.89 55.78 68.46 75.37 83.03 81.98 77.87 95.7 134.8 130.8 
22 Tamil Nadu 164.59 182.24 219.85 366.3 378.24 290.2 357.88 552.87 476.03 619.41 867.72 1,000.1 995.8 960.4 
23 Tripura 27.32 46.34 60.59 79.86 93.74 104.66 132.47 160.47 234.92 177.49 217.29 224.2 243.2 323.8 g 
24 Utur Pradesh 510.1 526.06 584.16 73139 1,215.84 1,141.67 682.28 1,174.42 1,620.29 1,591.91 2,577.44 2,753.7 2.805.1 3.017.6 
25 Wesl Beneal 221.65 458.15 229.14 420.19 224.49 150.99 288.75 197.61 447.82 517.38 1,091.15 651.9 850.23 1.061.8 

All Slates 3.320.1 4.208.013.820.52 6,014.77 6,881.02 8.160.39 7,803.85 9,557.11 11.660.4 10,672.53 14,877.85 15,819.3 16,892.33 17,358.7 



Table 32 : State-wise Basic Resource Gap 1 

(Rs. crore) 

Slates 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 1990-91 1991-92 1992-93 1993-94 

1 Andhra Pradesh 804.63 865.71 864.91 1,312.6 1,573.55 1,584.29 2,103.11 1,970.74 2,276.91 2,668.45 3,156.55 3,722.39 4.219.4 4,507.5 
2 Arunachal Pradesh 204.57 320.3 294.1 353.43 354.4 389.64 447.2 632.8 
3 Assam 427.74 470.32 509.18 728.27 892.51 881.87 1,077.96 1,386.44 1,399.74 1,717.29 1,991.28 1.988.69 2,423.58 2.879.1 
4 Bihar 1,418.48 1,376.12 1,363.38 1,472.89 1,605.45 1,895.66 2.166.9 2.563.1 2,653.11 3,316.5 4,306.3 4,953.1 5,402.4 5,948.8 
5 Goa 155.55 170.22 168.7 195.7 241.28 266.08 262.8 270.8 
6 Gujarat 725.29 715.99 940.8 1,006.95 1,151.12 1,222.94 1,501.26 2,108.4 1,929.92 1,872.32 2,666.31 2,879.44 3,333.8 3,007.2 
7 Haryana 254.14 267.92 420.06 414.57 500.14 555.07 646.98 619.98 729.46 764.19 816.39 880.72 1.076.1 1.189.1 
8 HimachaIRadesh 202.83 224.75 267.17 282.41 373.79 448.78 501.91 635.71 799.61 766.75 897.88 2.073.46 1,274.9 1.422.1 
9 Jammuand Kashmir 311.71 411.36 380 487.5 611.4 707.03 794.13 1,033.23 1,165.9 1,392.5 1,788.4 2.005.5 1,999.5 2.440.9 

10 Kamataka 625.11 557.42 798.98 926.22 1,358.89 1,460.92 1,447.27 1.585.94 1,633.95 1.966.51 2,129.04 2.726.52 3,007.2 3,5%.1 
11 Kerala 418.85 479.1 441.85 716.56 817.03 1,096.12 1,184.34 1.137.13 1,273.97 1,481.87 1,827.56 2.095.86 2.421.69 2,450.44 
12 MadhyaPradesh 939.97 850.98 984.9 1,207.48 1,411.24 1,608.14 1,850.85 2,158.49 2547.1 2,44201 3,301.23 3.480.24 3.936.6 4,125.2 
I3 Maharashtra ,1045.13 1,201.21 1,350.88 1,712.74 2,250.89 2,378.86 2.502.06 2,525.09 3,056.74 3,765.82 3.857.98 4.309.88 5,477.09 5,683.99 
14 Manipur 126.87 122.33 129.9 150.03 210.19 228.92 274.58 287.69 356.39 389.36 412.2 497.2 491.7 492.8 
15 Meghalaya 74-59 88.43 103.21 123.43 139.48 160.75 198.69 226.83 269.65 299.64 350.67 427.41 528.6 634.3 
16 Mizaam 170.8 53.49 290.95 276.42 285.39 366.35 380.06 455.7 448.7 
17 Nagaland 109.76 120.1 149.44 194.83 181.6 252.7 316.3 406.1 419.2 482.7 507.8 602.4 812.4 591.7 
IS Orissa 610.56 555.73 912.98 669.39 932.24 994.17 1,233.65 1,447.31 1,624.39 1,75262 2,181.45 2,707.13 3,107.29 3,223.37 
19 Punjab 375.05 618.76 484.45 733.87 994.26 1,099.81 824.07 1.493.87 1,404.25 1,415.65 1,85295 1,823.76 2,087.6 2,711.3 
20 Rajasthan 690.88 871.87 796.86 876.56 1,069.97 1,250.79 1,603.86 2,241.77 2,159.65 2,023.01 2,691.5 3,529.16 3,564.31 4,@.01 
21 Sikkim 35.5 36.84 35.62. 55.38 60.7 87.13 93.39 109.16 130.19 134.97 145.39 187.79 239.6 228.9 

22 Tamil Nadu 815.06 1,019.8 1,112.83 1,416.77 1,435.74 1,521.86 1,601.29 2,137.8 2,288.53 2,779.91 3,115.79 4,747.17 4,117.82 4,610.22 

23 Triaura 107.19 109.74 IU.01 166.02 186.2 237.46 274.39 3M.52 457.76 486.9 567.97 630.75 654.1 786.5 

24 Uuar Pradesh 1,779.49 ,1824.86 2,186.06 2,718.72 3,660.98 3,515.73 4,724.1 4,280.69 5,308.62 6,364.84 8,300.44 8,665.31 10,149.6 10,721.4 

25 Wesl Rengal 882.46 1,082.99 1,269.17 1,254.11 1,628.54 1,664.38 2,12272 2,310.88 2,353.87 2,731.35 3,674.79 3.498.16 4,701.4 4,568.3 

Ail Stales 12,781.29 1,3702.33 15,629.64 18,627.3 23,045.91 25,024.24 29,457.42 33,81234 36,97813 41.8.19.68 51,501.9 59,467.82 66,192.38 71,231.53 



Table 33 : State-wise Basic Resource Gap 2 
(Rs. crore) 

SLPICS 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 1990-91 1991-92 1992-93 1993-94 

1 AndhnPn&sh 696.53 760.21 882.51 1051 1,314.35 1,363.89 1.662.81 1,783.14 2,067.21 2,249.35 2.953.65 3,498.59 3,816.9 40.16.9 
2 AnmacM Radesh 174.37 284.8 294.3 282.93 354.9 420.04 4855 472.3 
3As jun  349.74 402.32 351.18 646.77 795.91 1.025.87 1,095.76 1.285.34 1,549.34 1,784.99 1,992.08 1.941.59 2,420.98 2,517.5 
1 B h  875.78 967.02 1,169.48 1,405.59 1.476.85 2,128.76 2.090.4 2,191.9 2,753.71 3,103.3 3,754.4 4,525.1 4,957.5 5409 
5 G Q ~  150.55 186.92 182.5 184.4 244.58 180.98 192.4 203.3 
d Cujant 517.99 562.79 629.8 720.85 873.72 987.84 972.36 1,694.4 1,584.92 1,565.82 1,513.91 1,542.64 2,311.9 2,194.5 
7 llaryrna 199.84 242.52 21056 226.37 367.84 405.17 596.88 495.08 597.16 514.99 668.09 726.72 858 974.8 
8Himxhallhdesh 179.23 210.55 193.51 400.41 325.19 469.88 461.41 587.31 629.41 646.65 834.38 832.06 9291 978.5 
9 J m u  and Kashmir 272.71 301.66 349:l 426.4 574.1 682.63 786.83 881.53 1,094.2 1,277.1 1,4253 1,488.2 1,8509 1,590.1 

I0 Ksnsutn 444.61 374.42 5'44.48 670.52 933.39 1156.92 1112.37 1,126.34 1,316.25 1,606.71 1,667.34 1,939.72 2,575.2 2,910.4 
1 1  Kaala 300.75 446.8 339.35 632.96 762.53 783.22 902.54 911.73 1,049.27 1,148.57 1,450.76 1,724.96 2,043.99 2,047.44 
12 .\tdhgri'raitesh 773.07 739.38 716.1 1,007.48 1,054.04 1.385.64 1,516.95 1,738.69 2099.1 2,107.61 2,618.43 3,243.24 3,234.9 3,680.5 
13 Yahuashtra 816.43 956.11 1,@40.58 1.328.74 1,597.59 1,786.06 2,103.46 2.106.39 2,355.24 2,768.82 3,184.68 3,753.88 3,813.79 3,850.09 
I4 3tmip.r 120.67 110.93 122.1 131.43 168.89 237.02 244.48 277.09 332.09 349.46 425 442.9 499.3 477.4 
1s kkgh!d}a 68.79 85.33 93.91 120.53 146.28 172.25 199.19 235.63 277.25 295.14 325.97 372.81 429.5 507.4 
16 ~ ! ~ L T ~ I I  5.9 156.4 66.79 189.65 271.92 310.59 361.15 380.46 410.5 408.7 
17 Nagaluui 104.16 111.4 126.64 176.83 178.4 274.4 315.3 351.4 380.6 360.2 460,3 525.6 675.6 608.3 
1% Om.2 505.26 492.23 709.38 726.59 748.44 845.27 1,032.85 1,139.71 1,361.49 1,579.12 2,054.25 2,274.13 2,706.09 3,000.07 
19 Pun$ 279.45 353.76 357.75 484.17 743.06 1,030.97 882.97 1,172.47 1,370.35 1,282.05 1,657.05 1,540.26 1,765.7 2,488.6 
20 Rajasttun 672.78 800.97 440.66 721.16 8,6537 1,078.79 1,366.06 1,764.67 1,928.75 1,7I5.41 2,35931 2,610.46 3,071.01 3,244.91 
21 Skiw ?2 6 3.1.24 37.42 52.28 66.7 80.83 98.59 104.96 128.89 130.37 142.69 160.59 210.8 208.2 
22 TxmiiSdu 591.45 H8.4 757.33 1,023.47 1,083.94 1,190.86 1,329.79 1,693.5 1,744.03 2,166.31 2,583.39 2,996.77 3,379.82 3,499.62 
2 I - ~ y r n  98.59 92.44 116.91 142.12 186.4 232.36 272.69 320.02 409.96 448.2 531.57 574.45 619.9 699.7 
24 C u r  i'm&.rh 1,441.09 1.654.76 1,850.96 2,095.42 2,872.88 3,198.43 3,115.3 4,138.49 4,730.72 5,451.94 6,888.04 7,724.01 8,584.8 9,238.4 
25 Wst Hmo,al 765.56 1,103.59 8N.37 1,191.41 1,297.64 1,551.48 1,842.02 2,025.18 2,263.27 2,389.65 3,080.89 3,247.96 3,714.7 4,097.4 



Table 34 : State-wise Basic Resource Gap 3 

1 Andhra Pradesh 
2 Arunachal Pradesh 
3I \ssam 
4 Bihar 
5 Goa 
6 Gujarat 
7 llaryana 
8 fiimachal Radesh 
9 Jarnmu and Kashrnir 

10 Karnataka 
11 Kaala 
12 Madhya Pradesh 
13 Maharashtra 
14 Manipur 
I5 Meghalaya 
16 Mizoram 
17 h'agaland 
18 Orissa 

19 Punjab 
20 Rajasthan 
21 Sikkim 
22 Tamil Nadu 
23 Tripura 
2 4 Uttar Pradesh 
25 West Bcngal 

All States 5,879.91 6,970.87 6,847.87 9825.73 11,941.02 13,904.65 14,779.37 17.704.75 20.556.2 21,009.87 26,635.4 29,350.12 32,447.78 35,526.23 
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BOOK REVIEWS 

Saving and Investrllctlt in a Global Economy, by Barry P. 
Bosworth, The Brookings Institution, Washington, D.C., 1993, Pp. 
xi + 188, Price : not  s ta ted 

Thc clncrgcncc during thc 1980s of largc wade imbalanccs among 
major industri;d cconomics causcd a lot of public discussion. Whilc much 
of t l~c public discussion has cmphasizcd microcconomic causcs - specially, 
what Americans pcrccivc as thc unhir tradc pr;icticcs of othcr countries, 
Barry Bosworth's analysis shows that thc imbalanccs can bc traccd to- 
macrocconolnic changcs in saving and invcstmcnt in thc major industrial 
economics. Thc cxpcricncc of a largc nulnbcr of induslrial cconomics, 
trcating cacti as a sc'par~tc samplc is cxamincd. 

The basic thcmc of thc book is that thc conventional modcl of inter- 
national m;~crocconomics works surpr-isingly wcll in explaining cconolnic 
dcvclopmcnts through thc 1980s. Thc mrljor pl-inciplc that cmcrgcs from 
thc cmpirical analysis is that cxchangc ralc changcs arc an cn'cclivc 
~nc:uls of altering lradc Ilows. Whilc varialions in real cxch;lngc rrllcs arc 
found lo havc powcrrul clTccts on tradc flows, thcsc rcsults do not sug- 
gcst an integration of intcmational markcts in goods and scrviccs sul'li- 
cicntly cnough to suppo~t a Iixcd cxchangc ritc rcgirnc. Without thc abil- 
ity to vary cxchlmgc ratcs, Lhc xalignmcnt of thc trndc balancc to shifts 
in saving - invcstmcnt balanccs would bc higl~ly disruptive dotncsiically, 
requiring largc varialions in rc1;llivc mlcs of dorncslic inflation and cm- 
ploymcnt. 

Much of Lhc controvcrsy ovcr thc causcs of cxtcmill currcnt account 
imbalanccs and thcir implications for cconomic policy has ariscn bccausc 
thcrc arc altcrnativc ways or  vicwing thc currcnt account itsclf. If i t  i s  
dcfincd as thc diffcrcncc bctwccn rcccipts (cxporls) and paymcnts (im- 
ports) to forcigncrs, for cxamplc, attcntion is drawn to factors that havc 
a dirccl cffcct on tndc  flows, such as trade policics, rclativc priccs, and 
do~ncstic m d  forcign incomc growth. 

Thc cxtcmgl currcnt account can also bc dcfincd as Lhc diffcrcncc 
bctwccn a nation's saving and ils do~ncslic invcstmcnl, which 1c;tds to a 
complctcly diffcrcnt sct of conccms about tlic c;luscs of changcs i n  do- 
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rncslic saving and invcslmcnt. ?his dclinilion undcrlics lhc so-callcd twin 
dclicils vicw, according lo which thc swclling U.S. budgct dcficit of the 
1080s and ~ h c  rcduclion of nalional saving wcrc thc primary causes of 
Ulc currcnt account dclicil. 

Slill a lhird dcfinition sccs lhc currcnt account as a changc in a 
country's net forcign asscts. Wilhin Lhc ovcrall balancc of payments, any 
surplus or dclicit on Lhc currcnt account must bc malchcd by an cquiva- 
lcnt and offsetting financial flow on thc capilal sidc of thc accounts. 
Tl~crcTorc, disturballccs in thc currcnt account bailancc could bc vicwcd as 
thc product of cl~angcs within capi1;ll markcts. A dcfinition that cmpha- 
sizes t l~c capital sidc of thc balancc of p;iymcnts focuses on f'nclors such 
as diffcrcnccs in thc lcvcls of nailional inlcrcsl ralcs, finamdal dcrcgulalion 
and capital llight-all of wlich lcad investors to allcr thcir allocalions of 
invcslmcnls as bctwccn domcslic and forcibm ;~SSCLS. 

All ihc tl~rcc conccpts arc cqually rclcvant mcasurcs of lhc cuncnt 
account. E;lch I'ocusscs on pairticular aspects of a systcm in which 
cvcnts in boll1 UIC domcstic and inlcmational economics inlcract and influ- 
cncc thc currcnt account. 

Tlic h/lundcll-Fleming lnodcl is widely uscd as a basic analylical 
f~lrncwork for illustrating tllc rolc of macrocconornic policics in a global 
systcln of intcrrclatcd cconomics. This indccd was outlincd in thc sccond 
cliaplcl?; of tllc book, which has, bcsidcs the introduction, four chaptcrs in 
all. Thc Mundcll-Flcming mdcI  is a dirccl cxtcnsion of IS - LM analysis 
popularized by J.R. Hicks to cxalninc lhc dclcnninalion of aggrcgatc dc- 
mand in a closcd cconomy. Thc two major additions to thc IS - LM 
typc of appluach arc tllc inlroduction of thc rcal cxchangc ralc as a dc- 
tcnninanl of nct cxporls and tllc usc of accounting rcquircmcnt for bal- 
ancc of paymcnts cyuiiibrium as a framework for inclusion of forccs 
that dctcrminc thc cxchangc ratc. 

Chaptcr 3 (Intcmalional Trcnds in Saving and Invcslmcni) highlights 
rcccnt changes in thc paltcm of domcstic saving and invcstmcnt in the 
industrial counlrics. It also cxttmincs thc international consistency of a 
varjcty of cxplanalions that havc bccn put forth to cxplain thc dcclinc in 
lllc rrtrcs of saving and invcslmcni. In summary thcrc arc some rcgulari- 
tics in 1hc bchaviour of privalc saving and invcstmcnt that should hiivc 
strong implications for thc currcnt account balancc. In panicular, episodes 
of high output growth should bc rcflcc~cd in cxtcrn;ll cu r r c~~ t  ilccount 
dclicils, and surpluses sllould clncrgc during periods or low growth. 
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Such a paltcm docs not cmcrgc on a rcgular basis, howcvcr, because of 
offsctling actions of govcrnmcnls to altcr thc public scctor saving balance. 
It rcmains unclcar whclhcr the actions of govcmrncnls are a prcdictablc 
rcsponsc to slow growth and rising uncmploymcnt in the domcstic ccono- 
my, or a rcflcction of a dcsirc to maintain currcnt account balance at 
ncar zcro position. 

Thc cffo11 in Chaptcr 4 (Exchange Ratc Mcchanics : Somc Empirical 
Tcsts) has bccn to account for obscrvcd chmgcs in cxchangc ratcs : his, 
I~owcvcr, yicldcd mixcd rcsults. Dcspitc thc emphasis in thc cumnt litcra- 
turc on thc fuilurc of PPP to hold in its most rigid form, diffcrcnccs in 
thc rrllc of domcstic pricc inflation havc a markcd cffcct on nominal cx- 
change ratc. Pricc lcvcl diffcrcntials had consistently significant cocffi- 
c5cnls in thc cquations explaining thc nominal cxchangc rate. On thc othcr 
hand, it provcd morc difficult to vcrify thc cffcct of intcrcst ratc diffcr- 
cntials on thc cxchangc ratc. Howcvcr, the Unitcd Statcs stood out as 
providing thc strongest support for orthodox cxplanations of changcs in 
exchange ratcs. It was possiblc to account for a largc proportion of the 
variation in thc US dollar's valuc ovcr thc 1970s and 1980s, although 
Lhc sharp currcncy apprcciation of latc 1984 and early 1985 is not fully 
cxplaincd. Many rcccnt cxplanations for thc difficulties cncountcrcd in 
crnpirical studics of cxchmgc rutcs have cmphasizcd thc rolc of cvcnts 
that altcr invcstors' judgcmcnt of thc long run equilibrium rate. An cx- 
amplc is providcd by thc sharp variations in oil priccs. 

Thc argumcnt in this volumc is that variations in rcal exchange ratcs 
arc an inlcgral part of thc proccss by which thc cxtcrnal balance is rc- 
aligncd with changcd domcstic balancc of saving and investment. The 
proccss by which changcs in thc dorncstic balance arc rcflcctcd in thc 
extcrnal balmcc, namcly, through changcs in incomcs and rclative priccs, 
is cxamincd in Chaptcr 5 (Incomc and Pricc Elasticitics in Intcmational 
Trudc). During thc '80s it bccamc f~shionablc to be an "clasticily pcssi- 
mist", which mcant providing rcasons to cxpcct t r ~ d c  flows to bc unrc- 
sponsivc to changcs in thc rclrttivc priccs of domcslic vis-a-vis forcign 
goods. This pcssirnism amse in rcsponsc to the small initial adjustmcnt in 
thc U.S. currcnt account that occurrcd aftcr 1985 in the face of what 
was pcrccivcd to be large changcs in the valuc of the dollar. Some, 
thcrcforc, advocated a managcd tradc policy, on thc ground that thc 
cxisling adjustmcnt proccss w;is not working in vicw of thc insensitivity 
of exports and imports of somc countrics, such as Japan, to exchangc 
mtc changcs. Thc cxpons and imports of thcsc cconomics, it was allcgcd, ' 
arc controlled by strategic goals of tndc policy ralhcr than priccs in thc 
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markct. Howcvcr, the final chaptcr providcs that it is possiblc to account 
for a largc proponion of thc variation in the cxpons of thc industrial 
countries by mcans of simple rcgrcssions  at emphasize changcs in for- 
eign dcmand and mal exchange ralcs. The cstirnatcs of thc pricc clastici- 
tics arc ncarly always statistically simcant; but, with long-run clasticitics 
in thc rmgc of 0.5 to 1.0, thcy f ~ l l  fir short of the expcctcd implication 
that domcstic and foreign-produccd g o d s  are pcrfcct substitutes. Incomc 
elasticitics for both exports and imports dirfcr substanlially among thc 
counlrics undcr invcstigation. The difrcrcnce was most pronounccd on the 
export sidc. The income clasticitics of imports arc gcncrally abovc 2.0 
whcn the activity variable is GDP. A large coclficicnt is consistent with 
thc fact that imports have also grown morc rapidly than GDP in h e  long 
run.' Howcvcr, it may be argacd that GDP which includcs both tradablcs 
and non-tradablcs, systematically undcrstatcs thc variation in thc dcmand 
for the markct basket of tradablcs of which imports is a cornponcnt. As 
an altemativc, industrial production is substitutcd for GDP in thc import 
dcmand equations. With industrial produclion substitutcd for GDP, the 
incomc clasticitics arc much lowcr. 

It may not bc out of place to strcss that growth of any country's 
imports largcly rcflccts the strcngth of its domcstic dcmand. Scvcrlll stud- 
ics confirm that the most important factor explaining swings in cxtcmal 
uadc balanccs in rcccnt years has no[ bccn cxchange ratcs, but rclative 
rates of growth in  domcstic dcmand. Howcvcr, Bosworlh has done a 
good job of intcgrating the two pcrspcctivcs on extcrnal balance, namcly, 
thc saving-invcstmcnt and price-spcnding approachcs. Thc thcorctical dis- 
cussion along wilh the empirical work makc Lhis volume worlhy of con- 
sidcration by bolh academics and poIicy makcrs. 

T.K. Chakrabarty* 

* Dr. T.K. Ctlakrabmy is Director in thc Dcpartmcnt of Economic Analysis and 
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tivity, by Jagwant Singh, Deep & Deep Publications 1993, New 
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Commercial banking in India is undergoing a rapid transformation in 
rcccnt ycars, cspccially following thc far rcaching policy mcasurcs that 
wcrc takcn aficr thc rclcasc of lhc Narisimham commitlcc rcport. In fact, 
t lc  balancc shccts havc bccn madc morc transparcnt and banks are en- 
couragcd to improvc, now than cvcr bcforc, thcir ovcrdll cfficicncy, pro- 
ductivity and profitability. The book undcr rcvicw appcaring as it docs in 
thcsc contextual circumstanccs would prima facie carry somc inhcrcnt 
wcakncss but, speaking objcctivcly, the author could not havc had the 
cumnt information and facts at thc timc of its completion. As thc book's 
focus was on thc pcriod 1969 to 1985, thc author's judgcmcnts were 
esscnlially tcmpcrcd by thc policy ambicncc of this pcriod. 

Although a substantial progrcss has bccn madc in the undcrstanding 
and application of thc conccpt of productivity in banking and the mca- 
surcmcnt of it in dcvclopcd countries, similar progrcss is conspicuously 
missing in Indian banking. Thcrc wcre howcvcr, a fcw attcmpts in thc 
past to mcasurc productivity in Indian banking. As carly as 1972 the 
Banking Commission providcd pcrhaps the first vicw on the subjcct. This 
was folIowcd by thc Productivity, Eflicicncy and Profitability (PEP) Com- 
mittce in 1977. It is against this backdrop, thc attempt to study the pm- 
ductivity aspcct of Indian banking providcs important clues to an un- 
dcrstanding of thc problcm, notwithstanding the fact that the book undcr 
rcvicw focuscs on this aspcct only for thc pcriod 1969-1985. The book 
dcals uscfully with the cross sectional and inter tcmpoml analysis of the 
public scctor banks i.e., State bank group and the 14 nationaliscd banks 
cvcn though it docs not covcr thc six banks that were nationaliscd in 
1980. 

The book uscs seventeen indicators (ratios) broadly grouped undcr 
labour productivity, branch productivity and financial performance. The 
ratios uscd wcrc per cmployce and pcr branch deposits, credit, total e m -  
ings, total cxpcnditurcs ctc., bcsidcs, business to total expenditure, busi- 
ncss to establishment expcnditurc, to mcntion a few. Though at times 
mcntion was madc on thc total productivity, thc book does not explicitly 
script out as to what constilutcs total productivity. Ti~c spccial fcaturc of 
thc book is that it mcasurcs productivity in rcal tcrms by dcflating the 
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currcnt priccs by dcvcloping a dcflator 'mdcx bascd on avcragc consumer 
pricc indcx in contrast to the gcncral proclivity among scholars to usc 
currcnt priccs in this arca. Furlhcr, it also uscs thc T-Scalc, bascd on T- 
Scorcs with the folIowing formula to skclch out the rclalivc position 
(ranking) of a particular bank among the rcst of the banks at a glancc. 

Whcrc o is thc standard dcviation of thc raw scorcs, X is thc spc- 
cific scorc of the particular bank and 'ji: is  thc mcan score. 

Thc book comcs out with intcrcsting and rcvcaling rcsulls. In rcspcct 
of growth, the UCO bank has bccn mcntioncd as thc poorcst pcrfo~mcr 
from all thc indicators. Thc Bank of Maharashtrq, the Allahabad Bank 
and thc Dcna Bank have also shown poor pcrformancc. Among thc good 
pcrformcrs, thc Indian Bank and the Indian Ovcrscrrs Bank had distinctly 
performed well in t cms  of growth in productivity. Also, banks $kc the 
Canara Bank, the Union Bank of India, thc Statc Bank of India, the 
SLatc Bank of Hydcrabad and the Syndicatc Bank have shown bcttcr pcr- 
fomancc. 

The labour productivity for thc nationaliscd banks havc bccn found 
to be highcr as comparcd with the State Bank group, both during thc 
time of nationalisation and ii 1985. Howcvcr, the d i r fc~nce  has narrowcd 
down ovcr thc 'ycars. Although thc lcvcl of branch productivity for the 
nationaliscd banks was highcr in 1969, thc Statc Bank group showcd a 
fastcr growth ovcr the ycars. Thc aulhor concludcs that thcn: was xason- 
ably good growth in tcrms of labour productivily and a marginal dccline 
in tcrms of branch productivity at the industry Icvcl. 

With thc usc of the T-scalc, ranking of thc rclativc position of banks 
have becn cornpuled for thc two poinls of timc i.e., at [hc timc of 
nationalisation and in 1985. On this basis, thc author concludcs that the 
banks which made all round improvcmcnt in thcir productivity wcre the 
Indian Bank, the Indian Ovcrscas Bank, the Canara Bank and the State 
Bank of Hydcrabad. In terms of cmployce productivity the Bank of 
Baroda stood first with the Bank of India occupying thc sccond position. 
In t c m s  of total productivity ttic Bank of Baroda and thc Bank of India 
maintaincd thcir first and sccond positions. In thc Starc Bank group it 
was only [he Slalc Bank of India which showcd good pcrforrnancc. 
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Thc onc factor which was rcpcatcdly statcd as onc causing incrcasc 
or growlh in income and cxpcndilurc was thc cl~angc in lcnding and dc- 
posit ratcs by the Rcscrvc Bank of India. Whilc this is an iinporlant 
point, it sounds too simplislic. Considering that notwitlatanding thc admin- 
istcrcd inlcrcst ralc rcgimc sornc banks havc pcrforn~cd bcllcr than thc 
otl~crs. Tl~c changcs in thc administcrcd intcrcst r,ilcs havc widcr implica- 
Lions for thc cconorny and affcct sornc banks rnorc than othcrs. This 
would imply that tllcrc arc also olhcr f~ctors, both intc~nal and cxtcm:il, 
that influcnce a bank's financial position. Thc bchavioural rcsponscs of 
the banks to the movcmcnts in ;ld~ninistcrcd inlcrcst ratcs arc worth 
studying. This is whcrc thc author should hiivc fi)cuscd some altcntion to 
gain an insight into thc diffciing pcrforinanccs of banks ovcr timc and 
also at dilTcrcn~ pc~iods of timc. 

Though lhcrc arc diffcrcnccs of opinion among thc rcscarclicrs and 
practical brinkcrs as Par as thc conccpts of input and output in banking 
arc conccrncd, it would havc bccn rnorc appropsiale, if instcad of laking 
busincss as output and total cxpcnditurc as input, lhc total camings has 
bccn uscd as oulput to mcasurc thc produclivity, as such a usagc is 
cornmon in the litcnturc. Bcsidcs, tl~crc arc soi~ic strilcincnts in thc book 
which appcas contradictory. 71ic author, for cxamplc, whilc analysing thc 
gluwli~ in the pcr cmploycc ratio of cslablisluncnt cxpcnscs in thc c ; ~ c  of 
Stalc Bank or  India, says that "...lhcrc is nothing in thc analysis lo sug- 
gest that incrcasc in wagcs ncccssarily irnprovcs productivity". In thc fol- 
lowing paragraph whilc analysing thc ralio of busincss to cslablishrncnt 
cxpcnscs, hc argucs that ".......it indicalcs posilivc growlh in lhc cm- 
ploycc productivity". But as wrigcs and s;ilarics will bc part of cstablish- 
mcnt cxpcnscs, it would be possiblc to arguc that lhc wagcs and salarics 
per J'E would have somc imp~ct  on productivity - whcthcr labour or total 
p~rductivily. To thc cxtcnt Ulat tl~crc is no cvidcncc to show thc contribu- 
tion of non-labour P~clors to productivily, it is possiblc to infcr that idcn- 
tificd h c l o ~ s  in so Par as labour psoduaivily is conccmcd and changcs in 
thc ratio will givc sornc clucs about thc movcmcnl in thc labour produc- 
tivity ilsclf. Again, whilc analysing Ulc Unitcd Blink of India thc dcclinc 
in thc ralio of busincss to total cxpcnditurc was rcgardcd by mc author 
as dcclinc in productivity, but hc dismisscs it ss not rt scrious problcm 
sirlcc this dcclinc was slid to havc occurcd duc to incrcasc in Lhc intcr- 
csl ratcs on deposits. This howcvcr, cannot be a typical situation in rc- 
Spcct of Unitcd Bank of India alonc sincc thc inlcrcst rlitc slructurc is 
applicablc to a11 banks. 
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Tllcrc arc also sornc imporlmt omissions in thc book. For inslance 
~llc prio~ily scctor lcnding by thc public scctor balks which is one of thc 
crucial aspccls that influcnccs banks' prolitability and produclivity ad- 
vcrscly has not bccn louchcd at all. 

Thcsc limitations in thc book as poinLcd out abovc do not d c ~ r ~ c t  thc 
fiicl that i t  is imporlant Lo mcasurc lhc rcal produclivily aspccts of Indian 
banking. Thc aultlor has made an honcst allcn~pt in this direction. It is 
ncccsary for rcscarchcrs to i~nprovc analytical tools in this arca and comc 
out wiU1 dclailcd empirical studies at both macro and micro lcvcls of the 
Indian banking industry. 

* Shri A.Koruncrgar:m is Kcscarch Olliccr in tl~c Ucpartmcnt of Ewnornic Analysis 
and I'olicy. 
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