Chapter 2

Budgetary Trends and Plan
Financing in the States

AMARESH BAGCHI and TAPAS SEN!

In the federal set up of India, states are usually taken to be equal
partners to the centre in the overall development effort. Since plan-
ning has been integral to such efforts, it is natural to presume that
states would be equal partners in planning as well. The brief analysis
in the introductory chapter shows this to be true as far as plan
expenditures are concerned. It also brings out the complementary role
that the centre and the states play in the promotion of economic
development.

Given that planning was expected to provide the initial thrust of
economic development, the states’ plan efforts are important for both
the overall economic development of the country (due to spillover of
benefits across states) and, of course, for the individual states con-
cerned. One of the avowed objectives of planning was to bring about
balanced regional development by accelerating the process of
economic development in the relatively less developed states. This
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does not seem to have taken place even after seven Five Year Plans
have been implemented. Taking one of the indicators of development,
per capita State Domestic Product (SDP), the coefficient of variation
was estimated to be 0.26 for the period 1973-76, 0.33 for the period
1976-79, and 0.30 for 1982-85 (Bagchi, 1988). Taking the averages for
the periods 1980-85 and 1985-89, we estimate it to be 0.35 for both the
periods using the latest available data. This indicates the persistence
and even accentuation of regional disparities. Has this happened
despite planning, or has planning been at least partly responsible for
this? Prima facie evidence shown in Table 2.1, which provides data on
states’ plan expenditure and per capita SDP, points to the fact that
state plan expenditures more or less followed the pattern exhibited by
per capita SDP and were not inversely related to this indicator of
economic development as one would expect from planning aimed at
balanced regional development.

So much is well known now as several studies have reached the
same conclusion [e.g. George (1988) and Dandekar (1987)]. What is
not always emphasized is the decline in the states’ share in total
public sector plan expenditure and in total capital expenditure (as
brought out in the preceding chapter) during the last decade. The
phenomenon of resource constraints assuming primary significance is
no longer confined to the relatively less developed states. This in fact
has affected the absorption of external assistance available for state
projects in several states in recent years.” The question of what under-
lies the decline in the role of states in planning and capital formation
in the public sector and the failure of planning to bring about a
reduction in regional disparities calls for some investigation into the
way plan expenditures have been incurred and their financing.

The aim of this chapter is to initiate this task. The chapter is
divided into six sections. Section II presents an overview of plan’
performance of the states in terms of targets of outlays and
achievements in the aggregate as well as under the main sectoral
heads. In Section III, we analyse the financing pattern of the plans as
originally envisaged and the actuals, for the states as a whole and for a
few major states individually, in an attempt to identify the factors
influencing levels of plan outlay. Section IV reviews budgetary trends
for the states in the context of plan financing during the Sixth and
Seventh Plans. Section V attempts an econometric exercise to assess
the relative impact of various determinants of actual plan expenditure
during the two plans. The concluding section (Section VI) draws

2. Discussed in Chapter 3 of this volume.
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Table 2.1

Annual Averages’' of Plan Outlay and SDP (in current prices)

(Rs.)
SIXTH PLAN PERIOD 11980-85) SEVENTH PLAN PERIOD (1985-90)
State Plan Expend. S.D.P. Plan Expend. S.D.P3
Per Per Per Per
Capita Index Capita Index Capita Index Capita Index
1 2 3 4 5 6 7 8
Andhra Pradesh 117 86 1785 95 190 93 2659 93
Bihar 81 60 1152 61 148 72 1893 66
Gujarat 218 160 2637 140 258 126 3750 131
Haryana 235 173 2892 154 327 160 4338 152
Karnataka 139 102 2035 108 173 84 3078 108
Kerala 123 90 1785 95 149 73 2641 92
Madhya Pradesh® 141 104 1463 78 229 112 2263 79
Maharashtra - 200 147 2907 155 295 144 4363 153
Orissa 115 85 1496 80 222 108 2255 79
Punjab 217 160 3409 181 356 174 5345 187
Rajasthan 108 79 1563 83 150 73 2293 80
Tamil Nadu 140 103 1883 100 227 111 3134 110
Uttar Pradesh 112 82 1517 81 168 82 2307 81
West Bengal 88 65 1974 105 137 67 2907 104
Correlation Cocfficient of of columns 6 and 8
columns 2 and 4  =0.8940 = 0.8561
Avcrage 136 100 1878 100 205 100 2861 100

Notes: 1. Average of per capita SDP for different years.
2. Based on 1970-71 series SDP, while all other SDP figures are based
on the 1980-81 series.
3. Tor the period 1985-89.
Sources of data:
(i) Central Statistical Organisation.
(i) Planning Commission.
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together the main findings and their policy implications. The focus is
on the finances of the fourteen non-special category states, the aim
being to address the issue of what constrained their capacity to
finance their plans in the recent past. The reference period is the
decade of the 1980s, covering the Sixth and the Seventh Plan.

PLAN EXPENDITURE

Taking all states together, the annual growth rate of real total plan
expenditure for the period 1980-90 works out to a little above 5 per
cent, more or less in line with the growth in GDP. There were,
however, substantial shortfalls if actual plan expenditures are com-
pared to the plan targets in base year prices. For the Sixth Plan, the
shortfall was a hefty 26 per cent, while it was lower at 11 per cent for
the Seventh Plan. These facts together imply that though the plan-
ners desired the states to channel an increasing part of GDP through
state plans, the states barely managed to keep their plan size constant
relative to GDP.

The overall growth of real plan expenditure of all states together
does not quite convey the variation in achievement of targets in
different sectors and by individual states. Tables 2.2 and 2.3 show this
quite clearly. Taking the sectorwise picture first, two striking develop-
ments should be pointed out. First, among the quantitatively signifi-
cant sectors, rural development exhibits the lowest shortfall during
the Sixth Plan and a large excess during the Seventh. The annual
growth rate of real plan expenditure under this head for the whole ten
year pericd, hdwever, is lower than that in agriculture and social
services. Conversely, two sectors -- irrigation and power -- show the
highest shortfalls among all sectors for both plans; the ten year
growth rates are also low (in fact, negative in the case of irrigation and
flood control). The bulk of expenditure under rural development is
accounted for by the anti-poverty programmes and is revenue
expenditure by nature. Most of the plan expenditures under irrigation
and power are, on the other hand, capital expenditures. This, then,
partly explains the decline in the states’ share in total capital
expenditure by government. The trends observed above can perhaps
be explained by the following facts:

i) for a large part of the plan expenditure on anti-poverty
schemes, the contribution of the center is substantially higher
than for other plan projects/schemes, and this creates a bias
in favour of these schemes in the states;
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ii)  due to technological and other reasons, the responsibility for
investment in the power sector is increasingly bemg assumed
by the center; and

iii) large irrigation/multi-purpose projects now face increasing
public resistance due to possible environmental degradation
as well as problems of resettlement, and also dry farming
techniques requiring less capital expenditure are now increas-
ingly being considered more important than the traditional
large irrigation projects.

Agriculture and social services exhibit relatively large shortfalls in
both the plans, but the annual growth rates of plan expenditure on
these two heads are well above the overall growth rate. In fact,
agriculture and education (included in social services) actually show
the highest growth rates among sectors involving large amounts of
plan expenditure. Thus, the shortfalls in these sectors probably
indicate only the states’ reluctance to attach the same amount of
weight to these sectors as the Planning Commission does and are not
serious problems. Another sector which shows relatively large
shortfalls for both the plans is transport; the low annual growth of
plan expenditures in this sector indicates genuine neglect.

The statewise picture of overall shortfalls in reaching plan targets
coupled with the annual compound growth rates of total plan outlay
in constant prices depicted in table 2.3 reveals interesting facts. In the
Sixth Plan, while for the states as a whole the shortfall worked out to
almost 26 per cent, three states failed to reach the targets by 30 per
cent or more. In the case of West Bengal, the shortfall was nearly 50
per cent. The other two states which recorded large shoitfalls were
Haryana (36 per cent) and Bihar (33 per cent). States with less than
the average shortfall were Karnataka (14 per cent), Tamil Nadu (18
per cent), Assam (17 per cent), Himachal Pradesh and Tripura (14
per cent).

Performance was appreciably better in the Seventh Plan for
practically all of the states. There were, however, shortfalls of varying
magnitudes in all major states except Orissa. These were relatively
large in two states, Gujarat and Haryana (28 per cent). While better
performance in terms of achieving targeted outlays was aided
considerably by the modest increase aimed at in the Seventh Pian, in
some states the improvement was indeed remarkable. Bihar is a case
in point. Contrasting with its dismal Sixth Plan performance, Bihar
came close to achieving its target in the Seventh Plan. The targeted
plan outlay for the state was raised by 58 per cent in the Seventh Plan
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Tuble 2.

3

Approved and Actual Plan Expenditure

State Finances in India

(Rs crore)

State 6th Plan 6th Plan 3/2 T7th Plan 7th Plan 6/5 Annual Real
(Approved) (Total  (per (Approved) (Tolal  (per  Growlh(%)
Actual)* centy Actual)* cent) 1980-90
1 2 3 4 5 6 7 8

Andhra Pradesh 3100 2331 75.2 5200 4871 93.7 5.9
Bihar 3225 2159 66.9 5100 4981 97.7 6.5
Gujarat 3680 2829 76.8 6000 4292 715 0.7
Haryana 1800 1148  63.8 2900 2078 71.7 2.7
Karnataka 2265 1938 85.6 3500 3115 89.0 1.5
Kerala 1550 1209 78.0 2100 1773 84.4 -0.6
Madhya Pradesh 3800 2814 741 7000 5711 816 6.3
Maharashtra 6175 1740 76.8 10500 8894 84.7 4.2

" Orissa 1500 1140 76.0 2700 2716 100.6 8.3
Punjub 1957 1384  70.7 3285 2850  86.8 5.1
Rajasthan 2025 1572 77.6 3000 25560 85.0 3.3
Tamil Nadu 3150 2602 82.6 5750 5072 88.2 5.7
Uttar Pradesh HRH) 4738 BL.O 10447 8982  86.0 4.5
West Bengal 3500 1787 5Hl.1 4125 3547  86.0 3.7
Arunachal Pradesh - - - - 446 N.C. N.C.
Assam 1115 928 833 2100 2101 100.0 7.1
Goa -- -- -- -- 299  N.C. N.C.
Himachal Pradesh 560 487  86.9 1050 1057  100.6 6.7
Jammu & Kashmir 900 672 74.6 1400 1653 118.0 8.9
Manipur 240 178 74.0 430 424  98.6 8.6
Meghalaya 235 190  80.8 440 450  102.3 8.8
Mizoram -- -- - -- 303 N.C N.C.
Nagaland 210 167 79.7 400 391 978 8.9
Sikkim 122 109  89.0 230 240  104.1 9.0
Tripura 245 212 86.7 440 560 1274 10.9
All States 47204 35334 749 78097 69259 88.7 4.9

N.C. Not computed.

* Total of five years’ outlay after deflating cach to the prices of the ycar
prior to the first year of the plan using wholesale price index for all

commodities.
Basic data source: Planning Commission.
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over that of the Sixth, as compared to 65 per cent for the states taken
together. The actual plan outlay of Bihar in cemparable prices,
however, increased by about 140 per cent. In ‘West Bengal, on the
other hand, the targeted outlay showed an increase of only 18 per
cent. Even so, the state could not achieve the plan target and
registered a shortfall of over 15 per cent. The relatively large shortfalls
in Haryana and Gujarat during the Seventh Plan could perhaps be
due to the fact that their targets were relatively high in the Sixth Plan
and increases of the order aimed at in the Seventh Plan were possibly
not achievable.

To put the shortfalls in plan expenditures in proper perspective, we
have computed the annual average growth of plan expenditure in
constant prices for the two plan periods together. Going by these
growth rates, the best performance was that of Orissa. The fact that it
was the only non-special category state to have exceeded its plan
expenditure target is, therefore, not due to a modest target. Bihar also
was successful in raising plan expenditures by a large margin. Both of
these are relatively poor states and hence it can probably be said that
even if the initial distribution of plan expenditure across states was
not equitable, there has been a trend toward a more equitable
distribution during the last decade. This observation is reinforced by
the fact that all of the relatively poor states except Kerala (which
experienced a fall in real plan expenditure) and Uttar Pradesh had
above-average growth in plan expenditure while the relatively rich
states like Haryana, Gujarat and Maharashtra had below average
growth rates. It should, however, be noted that population growth
rates were higher in the states enjoying high growth rates of plan
expenditure, and the picture in per-capita terms can be quite
different, as we have already seen in table 2.1.

There were marked variations in sectorwise shortfalls/excesses in
plan performance and in growth of plan expenditure among the states
in the Sixth as well as in the Seventh Plan. Tables 2.4 and 2.5 show
the shortfalls and average annual growth of plan expenditures under
major heads of development for selected states in the Sixth and
Seventh Plan periods. In the Sixth Plan, while heavy shortfalls
occurred in agriculture and allied services, irrigation and flood
control, power and transport in most of the states, there were
exceptions to the pattern. For instance, shortfalls in agriculture were
actually negative (implying excess expenditure) in Maharashtra and
Uttar Pradesh, while the shortfall was not too large in Gujarat.
Shortfalls in irrigation and flood control were large in all states, but
none as large as in West Bengal at above 60 per cent. Similarly,
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shortfalls in the power sector were relatively small in Andhra
Pradesh, Karnataka, and Punjab. Rajasthan and Uttar Pradesh had
excess plan expenditure under transport, while all other states had
large shortfalls. In West Bengal, the state with the largest overall
shortfall, large shortfalls occurred in all sectors, but in medical and
public health the shortfall was relatively small at 16.5 per cent.
Another state with large shortfalls in all the quantitatively significant
sectors was Haryana.

In the Seventh Plan, the extent of shortfall varied across the states
as between different sectors. Bihar, Orissa, Tamil Nadu and Uttar
Pradesh overshot the target for agriculture, while in West Bengal and
Haryana there was a deficiency of over 30 per cent. Shortfalls in
irrigation were small and significantly lower than for the Sixth Plan
in Maharashtra, Orissa and West Bengal. Plan expenditure in the
transport sector picked up significantly in Andhra Pradesh, Kerala,
Tamil Nadu, and West Bengal, with Andhra Pradesh showing an
excess of 54 per cent. In energy, Haryana had the largest shortfall of
44 per cent, while in the other states also, shortfalls were fairly large.
In the Seventh Plan there was an excess of actual expenditure under
communications, information and broadcasting in several states. This
category really includes only information and publicity, as the other
functions in the broad group are in the exclusive domain of the
central government. The “other” item also showed large excesses in
quite a few states. This consists of general economic services and
general services, with “district planning” acccounting for the bulk of
the excess, probably due to the added emphasis on this function after
the finalization of the plan document.

It is instructive to juxtapose real growth rates of plan expenditure
with shortfalls, as this shows up, to some extent, genuine shortfalls as
opposed to those due mainly to overambitious targets. Conversely, low
targets can result in excess expenditure or small shortfalls, so
shortfalls can be viewed in a proper perspective with the help of the
growth rates computed. The Sixth Plan targets were clearly too
ambitious, as is borne out by the fact that all states had substantial
overall shortfalls, including states like Tamil Nadu, Uttar Pradesh,
and Maharashtra where real total plan expenditures grew at average
annual rates of 12, 9.1 and 8.6 per cent respectively (see table 2.4).
The shortfalls in West Bengal and Kerala, however, may be genuine
to a large extent, as real total plan expenditures did not grow at all.
The scenario is different for the Seventh Plan, as can be seen from
table 2.5. Shortfalls are by and large inversely related to growth rates
and thus are genuine. There are three exceptions -- Andhra Pradesh,
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Bihar, and Madhya Pradesh. Both Andhra Pradesh and Bihar show
relatively small shortfalls overall, though growth rates are low, while
MadHya Pradesh shows a large shortfall despite a high growth rate. In
the case of Andhra Pradesh, the low shortfall probably reflects better
judgement in fixing the plan size and/or genuine effort by the state.
The case of Madhya Pradesh is clearly one of an overly ambitious plan
size. In the case of Bihar, the anomaly is explained by the fact that
there was a large increase in real plan expenditure in 1985-86 over
the figure for 1984-85 (from Rs. 457 crore to Rs. 567 crore in 1979-80
prices); moreover, due to the large initial expenditure base the growth
rate for the Seventh Plan period somewhat understates the real
achievement. This incidentally explains the fact that the growth rate
for the ten year period (as reported in table 2.3) is higher than the
growth rates for both the sub-periods.

Despite inter-state variations, a common pattern is that in the
Sixth Plan heavy shortfalls occurred in five sectors, namely, agricul-
ture, irrigation and flood control, energy, transport and sanitation and
water supply, in most states. Since these five sectors generally had a
combined weight of more than 75 per cent in the total plan outlay,
shortfalls under these heads largely account for the overall gap
between targets and actual expenditures. Though of a much smaller
order, shortfalls in these sectors accounted for the bulk of the overall
shortfall in plan outlays in the Seventh Plan also.

It is worth noting that shortfalls were relatively small in social
services in nearly all states, even though the allocations to this broad
category were quite substantial in absolute as well as relative terms.
Several states spent almost as much under social services as under
energy. This shows the tendency on the part of the states to put in
more under the heads where revenue expenditure predominates as
compared to those which involve heavy capital expenditure. For the
fourteen states taken together, the share of the revenue component in
plan expenditure financed through the budget went up from 42 per
cent in the Sixth Plan to 51 per cent in the Seventh. The share of
capital expenditure was consistently highest in Punjab (70 per cent).
At the other extreme is Tamil Nadu (27 per cent in the Seventh Plan
-- see Table 2.6). As the table shows, the share of capital expenditure
in nonplan expenditure has been much lower and actually falling.

It may not be out of place to note that an NIPFP study on public
expenditure trends in India during 1970-85, based on the economic
and functional classification of the budget, shows that growth of
capital expenditure at the state level suffered a decline in the first half
of the 1980s, sharply contrasting with the acceleration in revenue
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Table 2.6

Revenue and Capital Expenditure of State Governments as
Percentages of Total Expenditure

States Plan Expenditure Non-Plan Expenditure

Sixth Piur Seventh Plan Sixth Plan  Seventh Plan

Revenue Capital Revenue Capital Revenue Capital Revenue Capital
Expendi- Expen- Expen- Expen- Expen- Expen- Expen- Expen-
diture diture diture diture  diture diture diture diture

1. Andhra

Pradesh 50.05 49.95 57.71 4229 89.3¢ 10.66 91.21 8.79
2. Bihar 42.03 57.97 51.92 48.08 82.51 1749 8546 13.80
3. Gujarat 34.15 63.85 47.89 »H2.11 86.63 13.37 87.94 12.06
4. Haryana 36.69 63.31 4552 54.48 83.21 16.79 87.21 12.79

v

Karnataka 4595 54.05 53.69 46.31 82,95 17.05 86.45 13.55
6. Kerala 45.26 54.74 48.86 51.14 87.21 12.79 B7.H8 12.02
7. Maharashtra 35.13 64.87 48.81 51.19 9171 829 9189 8.11

8. Madhya

Pradesh 41.22 58.78  53.09 4691  86.77 13.23 90.95  9.05
9. Orissa 47.28 52.72 5232 47.68  83.87 16.13 86.93 13.07
10. Punjab 30.45 69.55 2828 71.72 T4.85 25,15 86.26 13.74
11. Rajasthan 35.27 64.73  52.02 47.98 81.33 18.67 85.21 14.79
12. Tamil Nadu 63.15 36.85 73.27 26.73 7437 25.63 81.94 18.06
13. Uttar

Pradesh 37.07 62.93 46.63 53.37 86.52 13.48 89.63 10.37

14. West Bengal 55.39 44.61  52.82 47.18 83.00 17.00 89.65 10.35

e

All 14 States 42,05 5795 51.08 4892 84.42 1558 88.26 11.74

Basic data source: Reserve Bank of India Bulletin, various issues.

expenditure. In real terms, capital expenditure of the states grew at
only 3.9 per cent per annum between 1980-81 and 1985-86, while
revenue expenditure grew at 8.8 per cent per annum [Rao and
Tulasidhar (1991)]. At the central level, on the other hand, growth of
capital expenditure had picked up from negative growth in real terms
of 8.75 per cent per annum in the 1970s to 10 per cent in the first half
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Figure 2.1 Plan Expenditure on Energy and other Heads
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of the 1980s. One possible reason for this shift could be the gradual
centralization of investment in power and other major projects.
Central agencies like the National Thermal Power Corporation
(NTPC) and National Hydro-electric Power Corporation (NHPC)
have been involved increasingly in setting up large power facilities.
However, the share of plan expenditure on energy (centre and states
combined) seems to be decreasing (Figure 2.1), reflecting perhaps a
general tendency to go in for projects and programmes which yield
quick results, to the neglect of crucial areas like power.

Shortfalls in outlays on irrigation (and consequent stagnation in
growth of irrigation potential created, depicted in Figure 2.2) cannot,
however, be explained by intrusion on the part of the central
government. Irrigation is primarily in the states’ domain, and if they
have large shortfalls in expenditure, the reason must lie either in
resource constraints or in diversion of resources to other heads.
Resource constraints do not fully explain why the states prefer to
divert funds to the revenue component of the Plan. Nevertheless,
there can be no denying that paucity of resources constitutes a major
impediment to plan financing by the states. A look at the financing
pattern of the plans as originally envisaged and as it turned out in the
end will bear this out and will also help identify the factors
responsible.

FINANCING PATTERN

Table 2.7 shows the original and latest estimates of the pattern of
financing of the Sixth and the Seventh Five Year Plans by all states
together. It is immediately apparent that two of the listed sources of
funds have caused the greatest difficulties in financing plans --
balance from current revenue (BCR) and contribution of public sector
enterprises (PSEs). The latter caused a huge drain on plan resources
during the Sixth Plan; as against the originally estimated negative
contribution of Rs 51.6 crore, the price adjusted latest estimates
amounted to a negative contribution of Rs 4,620 crore. The shortfall
in BCR during the Sixth Plan was 34 per cent; because this was
expected to be the major source of funds, the absolute impact of this
shortfall was the highest.

During the Seventh Plan, the drain caused by contribution of PSEs
was less both in percentage and absolute terms. But the shortfall in
BCR actually rose in percentage terms; in absolute terms, instead of
an expected contribution of Rs 28,974 crore only Rs 17,368 crore was
managed. That the overall plan resources shortfall was only around 8
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Table 2.7

Financing Pattern of Plan (Sixth and Seventh) - All States

(Rs. crore)
Items 6th Plan 6th Plan Shortfall 7th Plan 7th Plan Shortfall
Estimates Latest (Per Estimates Latest (Per
Estimates® Cent) Estimates® Cent)
1. Balance from
Current Revenues. 22312 14826 33.5 28974 17368  40.1
2. Contribution of PSEs -516 4620 795.4 -1969  -3757 90.8
3. Market Borrowing
incl. those by PSEs 4500 3406 24.3 9942 9242 7.0
4. Small Savings and
Provident Funds 6393 5901 7.7 16566 19070  -15.1
5. Term Loans from
Financial Institutions 2722 1887 30.7 4639 4445 4.2
6. Misc. Capital
Receipts (net) 22161 2012 -6.9 27191 -5113  -28.9
7. Budgetary Deficit 0 3497 - - - -
8. Total Resources 33200 22885 31.2 50961 41255 19.1
9. Central Assistance
to States 15350 13690 10.8 29737 33264 -11.9
10. Resources Available
for the Plan 48600 36575 24.7 80698 74519 7.7
Note:  Figures given in this table may not tally with those in Table 2.2 as

the present table is concerned with “resources” while 2.2 shows the
“expenditures”, the difference arising from a convention followed in
the Planning Commission whereby actual expenditures are

determined after taking note of diversions.

a. Calculated by adding up the annual latest estimates, deflated to
1979-80 prices using the wholesale price index.
b. Calculated by adding up the annual latest estimates, deflated to

1984-85 prices using the wholesale price index.

Basic data source: Ministry of Finance, Indian Economic Statistics (Public
Finance), various issues and Rescrve Bank of India (1991), Annual Report.
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per cent was due to the fact that small savings and provident funds
raised more resources, miscellaneous capital expenditures were lower,
and central assistance to states was higher than originally estimated.
The obvious problem areas in plan financing thus are BCR and the
contribution of PSEs. These are discussed below in greater detail.

Tables 2.8 and 2.9 give the details of the financing pattern for the
Sixth and Seventh Plans for the fourteen selected states. A note-
worthy feature mentioned earlier is that in all the states, aggregate
resources fell short of the stipulated plan targets by substantial
margins (see the last column of Table 2.8) for the Sixth Plan. The
largest shortfall was in West Bengal (67 per cent). Bihar had a
shortfall of 44 per cent, Haryana 36, Kerala 51, Orissa 28, Punjab 30,
Rajasthan 23 and Uttar Pradesh 28 per cent. The overall shortfalls do
not reveal any clear pattern with respect to plan size or per capita
income when all eleven states for which we have data are considered.
What seems to have critically affected plan financing in different
states is the inadequate generation of public saving, that is, surpluses
over revenue expenditure in the budget and the contribution of PSEs.

In fact, of the various sources of funds, BCR? and contributions of
PSEs recorded large shortfalls in most states. The shortfall in BCR
was invariably large while that in PSE contribution was small in only
one state (Karnataka). In almost all states, the shortfall in BCR was
the single largest factor responsible for the shortfall in aggregate
resources. In Haryana, Punjab, and Rajasthan the overall shortfall
was almost equal to that in BCR, while in West Bengal, out of a total
shortfall of Rs. 2,345 crore about Rs. 1,500 crore, or 64 per cent, was
attributable to the deficiency in BCR. In Bihar, all categories suffered
from substantial shortfalls, but out of an aggregate shortfall of
Rs. 1,422 crore, about Rs. 450 crore was on account of inadequate
BCR alone. In relation to the targets, shortfalls in PSE contributions
ran high, in some cases as high as 3,200 per cent (Uttar Pradesh), but
it is the poor outcomes with respect to BCRs which contributed most
to the overall resource constraint in the Sixth Plan. The shortfall in
PSE contributions was significant in absolute terms in Bihar, Punjab,
Madhya Pradesh, Rajasthan, Uttar Pradesh, and West Bengal, but
small in relation to plan size.

Receipts from small savings mostly reached the anticipated levels
or fell short of targets by a small margin. Provident funds exhibited a

3. Since a part of the plan resources is spent on current expenditures (e.g.,
salaries, etc. and other expenses incurred for running schools or health
centres set up in the course of a given plan), BCR is not identical with
saving of government administration.
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similar pattern, though in a few states the shortfalls were larger than
in small savings. Miscellaneous capital receipts (generally expected to
be negative) and other budgetary resources (adjustment of opening/
closing balance and overdrafts) showed wide variation. An important
source of funds, market borrowings and negotiated loans, showed
shortfalls in all states, varying between 12 and 50 per cent. What is
surprising is that even central assistance varied, ranging from a
shortfall of 24 per cent in Kerala to an excess of 9 per cent in
Rajasthan. While the uniformly large shortfalls in real aggregate
resources in all states point to some serious weaknesses in projections
or estimates made at the time of formulating the plans, at least
central assistance could perhaps have been estimated on a firmer
basis, and errors should not have occurred in both directions, as a
large part of such assistance flows through the Planning Commission.
Thus the large aggregate shortfalls in all states probably reflect
overestimation of resources on the part of the Planning Commission
as much as failure of the states to fulfill promises made to the
Planning Commission at the time of setting the plan targets. That at
least appears to have been the case in respect of the Sixth Plan.

Table 2.9 shows the planned and actual financing pattern of the
Seventh Plan. In the absence of complete data, the reported figures
refer to the states’ own sources of funds excluding market borrowings
and negotiated loans. The data on all states together reported in Table
2.7 indicate that major shortfalls did not occur in any of the excluded
sources of funds but only in states’ own resources. Hence the partial
coverage of the data does not present any problem in locating the
sources of shortfalls. While during the Sixth Plan overall shortfalls
were universal, in financing the Seventh Plan several states succeeded
in meeting the overall target set for states’ own resources for the plan
in real terms.

Once again, for the states as a whole, shortfalls were caused mainly
by deficiencies in two categories, BCR and the contribution of PSEs.
With the exception of Bihar and Madhya Pradesh, in most cases
shortfalls in BCR accounted for the largest part of the shortfall in
states’ own resources. In Punjab, the shortfall in BCR alone was
almost equal to the state’s own aggregate resources estimated at the
beginning of the plan. In Rajasthan too, but for excess accrual from
other sources, the state’s own resources would have reached only
about 25 per cent of the plan estimate. Larger shortfalls in BCR were
reported in Haryana, Punjab, Karnataka, Kerala, Uttar Pradesh, and
West Bengal. Punjab and Kerala had a negative BCR. Despite large
shortfalls in BCR, both Punjab and Haryana had the highest per-
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capita plan outlay for the Seventh Plan.' In Bihar, the shortfall in
BCR was small, but that in PSE contributions was quite large. West
Bengal appears to have made up a large shortfall in BCR (and smaller
shortfalls in other items) with increased overdrafts. Accruals to State
Provident Funds and small savings also proved helpful in all states.
Evidently, states are financing an increasing part of their plans with
borrowing, leading to a growing burden of debt. Financing of
development through public sector plans cannot possibly be sustained
unless the budgets generate surpluses over nonplan current
expenditure, that is, a substantial positive BCR.

The upshot of the above analysis is that one must look into BCR
and contribution of PSEs further to find major problem areas in plan
financing. An important factor affecting the availability of resources
for the plan is the losses of PSEs. In both plan periods, these losses
turned out to be much larger thar assumed in the formulation of the
plans. However, in absolute terms these figures are much less
significant than the shortfalls in BCRs, though their role in
determining the availability of resources for the plans should not be
belittled, for the simple reason that poor returns from PSEs affect the
revenue of the states (interest and dividends from PSEs form an
important component of non-tax revenues) and their losses constitute
a drain on the budget. That the poor running of PSEs can have a
bearing on resource constraints for state plans is suggested also by the
fact that the two states with the lowest per-capita plan outlay (Bihar
and West Bengal) figure at the bottom of the rankings in the
performance of state electricity boards and state road transport
undertakings, the two major areas of investment in PSEs by the
states. According to a recent Planning Commission study, in physical
parameters and compounded grading, West Bengal scored 37 and
Bihar 38, whereas Maharashtra topped with 77, followed by Gujarat
(64), Punjab (61), and Madhya Pradesh (59). In the rating of state
road transport undertakings, Calcutta State Transport Corporation
ranked last with 12 in terms of percentage of marks in overall
performance, followed by Bihar (13) and South Bengal STC (15). The
three undertakings at the top were Haryana (96), Tamil Nadu (89),
and Gujarat (82). Ranking in financial performance, however, differs,
presumably because of tariff policies. But since poor financial
performance of PSEs ultimately shows up in adverse consequences for
the budget, it is not surprising that it is BCR which plays a decisive

4. Data from state government sources indicate that the shortfalls in own
sources of funds were made up largely with increased transfers from the
centre.
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role in determining levels of per-capita plan expenditure. Chapter 4 in
this volume looks into the returns from public production and supply
of social and economic services while discussing subsidies in the
overall context of nontax revenues; we go into further details of BCR
to find out what exactly has gone wrong. BCR by definition is current
revenue minus nonplan current expenditure. Obviously, we should
look into various components of both current revenue and current
expenditure to identify factors responsible for shortfalls. Since nontax
revenues are analysed in Chapter 4, we look into other factors that
determine BCR in the next section.

BUDGETARY TRENDS

When formulating the financial part of a Five Year Plan, the balance
from current revenues (BCR) is arrived at after projecting revenue
receipts at existing rates of taxation and user charges and nonplan
revenue expenditures for a given plan period. Similarly, the
contribution of PSEs is worked out by projecting their surpluses or
losses at existing tariffs/prices of their products or services. Similar
projections are made for other categories of receipts. If the aggregate
resources so derived fall short of the estimated requirements to meet
the physical targets set in the plan, additional resources are sought to
be mobilised (ARM) through various measures like upward revision
of tax rates and of tariffs/prices of the products of PSEs or
improvements in efficiency. For a true picture of what caused the
shortfalls in BCRs and in the contribution of PSEs in the Sixth and
Seventh Plans, it is necessary to look behind BCR and see to what
extent actuals diverged from projections both on the revenue and on
the expenditure side, and similarly for ARM measures. It would be
even more salutary to look at projections of each of the major heads of
revenue and expenditure and compare them with the actuals.
Unfortunately, data are not available in sufficient disaggregation to
pinpoint precisely what went wrong in the estimates relied upon in
formulating the financial side of the plans. Another complication
arises from the fact that the revenue effect of ARM measures is
extremely difficult to quantify, as actual revenue realisations (and
additional profit generation or reduction in losses in the case of PSEs)
are determined by both the efficiency in collecting taxes, etc. at
existing rates (tariffs) and the result of ARM effort. Hence it is more
realistic to take the BCR and ARM heads together. These two heads
have accordingly been merged in Tables 2.7, 2.8, and 2.9. The main
problem in investigating the sources of weakness in plan financing,



78

Table 2.10

State Finances in India

Budgetary Aggregates of All States
(Sixth and Seventh Plan)

(Rs. crore)

Average Average

Descriptions (80-85) (85-90)

1. Total Revenue Receipts 21462.6 44553.8

a. Tax Revenue 14178.6 29533.3

as per cent of 1 66.1 66.3

i. Own Tax Revenue 9469.9 19721.4

as per cent of a. 66.8 66.8

ii. Share of Central Taxes 4708.7 9811.9

b. Non-Tax Revenue 7283.9 15020.4

as per cent of 1 339 33.7

i. Own Non-Tax Revenuce 3767.0 6846.6

as per cent of 1 17.6 15.4

ii. Grants from centre 3517.0 8173.9

as per cent of 1 16.4 18.4

2. Total Revenue Expenditure 20854.5 45884.2

3. Surplus/Deficit on Rev. A/c. 608.0 -1330.4

as per cent of 1 2.8 -3.0

as per cent of 2 2.9 2.9

4. Capital Receipts 7760.3 15832.2

i. Loans from the Centre 4274.4 9344.7

as per cent of 4 55.1 59.0

as per cent of 5 46.8 635.7

5. Capital Account Expenditure 9139.9 14223.0

i. Capital Expenditure 3939.3 6654.5

ii. Loans and Advances 2849.1 4220.9

6. Surplus/Deficit on Cap. A/c -1379.6 1448.3

7. Remittances(Net) -175.7 -42.9

8. Overall Surplus/Deficit(3+6 +7) -947.3 74.9
Financed by:

a. Incr./decre. in cash bal. -619.8 -396.8

b. Withdrawals from/Addt. to cash -92.8 220.8

c. Incr./decre. in ways & means adv. -234.6 250.8

Source: Reserve Bank of India Bulletin, various issues.



Budgetary Trends and Plan Financing in the States 79

however, lies in the paucity of disaggregated information on revenue,
expenditure, and ARM. In the absence of such data, one can make an
overall assessment of state finances in relation to plans only by
looking at the revenue and expenditure sides, their trends over time,
and inter-state comparisons. This is what is attempted here.

Annual averages of total revenue receipts of all the 14 states
combined, with a broad breakup under total tax revenue, nontax
revenue, total revenue expenditure and capital receipts together with
some further disaggregation under own tax revenue and share of
central taxes and grants, are set out in Table 2.10. A striking feature
of state finances that emerges from the figures in the table is that
although during the Sixth Plan there were large shortfalls in BCR in
almost all fourteen states, the revenue or current budgets did not
have an aggregate deficit considering the states together. Evidently,
much larger surpluses over nonplan revenue expenditure than could
be achieved had been stipulated as targets while drawing up the
plans. In fact, in the aggregate state finances were still following the
prudent course of generating surpluses in the revenue budget to
partly finance capital expenditures. In the Seventh Plan, although the
overall shortfalls were lower, all the states together had deficits in
their current account. This resulted in a reversal of the flow of funds,
from the capital budget to the revenue budget. The financing of the
budgets shows the asset situation: while the Sixth Plan period saw an
accumulation of assets, the Seventh Plan period witnessed a running
down of the same. The risks involved in financing revenue expen-
diture from capital receipts or by running down assets hardly need to
be stressed. Unless even revenue expenditures are expected to yield
some return (socially productive consumption expenditures), future
expenditures to discharge liabilities incurred or to reaccumulate
assets run down in the current period, cannot be met easily.

Total revenue receipts and revenue expenditures, along with the
surplus or deficit on current account, all as proportions of respective
SDP (at comparable prices), are reported in Table 2.11. The revenue
surplus of the fourteen states as a whole in the Sixth Plan stood at 0.4
per cent of SDP, while in the Seventh Plan there was a deficit of 0.4
per cent. There was, of course, considerable variation across states. In
the Sixth Plan, the revenue surplus ranged from almost two per cent
of SDP in Madhya Pradesh to less than 0.1 per cent in Orissa and a
deficit of 1.6 per cent in West Bengal. During the Seventh Plan, while
there was a deficit for all the states combined, two states had
surpluses (Bihar 1.8 per cent and Haryana 1.3 per cent).

It needs to be stressed again that there is no one-to-one
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correspondence between surplus and/or deficit in the revenue account
and shortfalls in BCR, since the surplus in the revenue budget and
balance from current revenue are not identical, the difference arising
from the fact that in the former, the surplus reflects the excess of
current revenue over total current expenditure while the latter is the
excess of revenue receipts over nonplan revenue expenditure. This is
brought out dramatically by the case of Haryana, where the revenue
budget had a surplus of 1.3 per cent of SDP but there was a shortfall
of 64 per cent in BCR in the Seventh Plan. Even so, the sources of
deficiency in BCR lay primarily in the surplus/deficit in the revenue
account of the budgets. Hence, while looking for the causes of
resource constraints for the plans one has to analyse trends in
revenue and expenditure growth.

Table 2.11 also shows growth rates of total revenue receipts and
“total revenue expenditure over the two Plans. Given the figures
presented in this table, it is not difficult to see what brought about the
deterioration in the current budgets of the states.

Whereas, for the states as a whole, total revenue receipts and
revenue expenditure in the Sixth Plan comprised 15.8 and 15.2 per
cent respectively of SDP, in the Seventh Plan the proportions went up
to 17.9 and 18.2 per cent, increases of 2.1 and 3 percentage points
respectively. The surplus in the current budget was modest in the
Sixth Plan (0.4 per cent of SDP). With revenue expenditure growth
overtaking that of current receipts during the latter half of the 1980s,
the result was a deficit of 0.4 per cent of SDP in the Seventh Plan. For
all states combined, revenue receipts grew at about 11.3 per cent per
annum in the Sixth Plan and 11 per cent during the Seventh, while
current expenditure grew at 13.8 per cent per annum during the
Sixth Plan and at 13.1 per cent during the Seventh. In some states
(like Andhra Pradesh and Karnataka) current expenditure grew by
more than 16 per cent per annum during the Sixth Plan, while
revenue receipts increased hy about 13 per cent per annum. In the
Seventh Plan, the fastest growth in revenue expenditure took place in
Haryana and Uttar Pradesh (about 16 per cent per annum), whereas
their revenue receipts grew at a much slower pace (12.4 and 10.3 per
cent). The gap between revenue and expenditure growth in the
Seventh Plan was the largest (5.5 percentage points) in Uttar
Pradesh, followed by Tamil Nadu, West Bengal, Punjab, and
Haryana. The position of individual states varies, with some showing
current budget deficits of as much as 2 per cent of SDP during the
Seventh Plan (Kerala). Evidently, there was an increase in revenue
receipts but growth of current expenditures was faster.
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Growth of Revenue and its Components

Taking the decade of the 1980s as a whole, total revenue receipts of
the states grew at a rate of 14.9 per cent per annum and total tax
receipts by 15.1 per cent (see Table 2.12). Similar trends in total -
revenue receipts and total tax receipts are only to be expected as tax
revenues form a predominant part (66 per cent on average during the
last decade) of total revenue receipts. Generally speaking, own tax
revenues grew a little faster than the share in central taxes, but Bihar
and Uttar Pradesh are exceptions. The growth rates are strikingly
similar in all the states; they vary over the narrow band of 13.1 to 16
per cent per annum for total tax revenues and between 13.7 and 17
per cent per annum for own tax revenues.

Growth rates for major taxes levied by the states, however, show
some variations. Two groups of taxes, agricultural taxes (land revenue
and agricultural income tax) and entertainment taxes (basic enter-
tainment tax, show tax, and betting tax), are losing their importance.
The undertaxation of agriculture has received a lot of attention in the
literature (see Sarma and Rao (1988) for a review; there has been at
least one opposing viewpoint (Lipton, 1978) based on the incidence of
other taxes). In any case, the agriculture-based taxes exhibit very slow
growth. As for entertainment tax, the reason for slow growth probab-
ly lies in a fall in the tax base -- the major part of the revenue is deriv-
ed from sales of cinema tickets, and with the advent of videotapes the
sales of cinema tickets have not grown much. Attempts to increase
taxes on the cinema industry in any form have met with stiff
resistance; the last decade has witnessed two major incidents, one in
Maharashtra (the strike in the Bombay movie industry against a hike
in the tax rate on cinematograph raw stock) and one in Uttar Pradesh
(by cinema theatre owners against a hike in entertainment tax rates).

The most important tax from the revenue point of view for the
states is sales tax; it shows reasonably high rates of growth, without
much inter-state variation. Growth rates vary between 13.7 per cent
(Madhya Pradesh) and 18 per cent per annum (Andhra Pradesh).

Buoyancy of Taxes

Table 2.13 presents the buoyancy estimates for revenue receipts
and major taxes of the selected states with respect to SDP during the
1980s. It is remarkable that buoyancy of total revenue receipts and tax
revenues of the states is more than one or nearly one in all the states.
Total revenue receipts exhibit reasonably high buoyancies in general,
though some states -- Tamil Nadu, Punjab, and Orissa -- seem to be
slowing down in their current receipts generation. Buoyancy in tax



STt €061 6361 190" 81°81 66'¥1 8€3%C 16'E1 ZLGT 7871 861 BIYSBIRYRIN )
16°C1 6S'6T 16°€T ‘O'N €891 LT9T GL91 95°6 €8°9T  00°¢T 00°%1 BRIdY 9
el 9081 19°€1 16°6 ¥0'61 66°LT €161 2oL Sva91r  19'¢1 68°¥1 eyejeuley] g
ae'6 ¥Le 0012 1€°¢ 92'¢1 8L°GT 8S'LT 898T- ¥9'9T ¥L¥1 1861 eueliey ¢
29'8 %281 ‘O'N ar'y 89°GT 0L91  G67C1 144 ] L6'eT  19%1 G6'v1 jerelnn g
90°G1 TIL1T 9881 8621 1261 06'€1l 9Z°L1 8G°¢ 8¥L  GLVI ¥6°91 rylg G
98'€l  29%0T 6L°91 ya'L g191 $08T g6FT 98T 0L %091 18°GT  ysopeld elypuy I
sap1Yan
1030w
XD} pup s428 uoyD}
$axXD} Linp quow  -uassod xo} 1824 LIV 2nudaad s3didad  s1d1adad
paquay A asxa  -utny ‘spood uo s3ws pub  anuaaad D} xD7 anuanad
Joauoyg -upalg oIS -4dquy  SAXDL  [DIOL sdwmyg pup] ump 0o pIog sa0Ig

(wnuup 43d Ju3d 43q)

(06-6861 03 18-0861)

saxe], aje)§ Jo 9rey ymmoiy punoduro)

grgaol



‘pamdwod 10N ‘O'N
'88-1861 pouiad ay3 104 g
‘06-2861 pouad ay3 104 1

‘S[BIOUIUI UO SS3D 0} ANP SIYI0 YHm o[qeisdwiod 10N ,  -HON

0L'el ¥902 0Ll ov'y o9 9G'GT €891 6L91 eL'ST  90°¢T %6'v1 sa9lel1s ¥1 [V
rAAYS 1€°11 GL'6 5G9 €8'01 €PGT  8PCT L0119 8991 G¥'Cl 6€°G1 [e8uag 190, "¥1
L6t 66°'1€ 2861 6’ 68°G1 %1 ¥6'91 £0°C 2091 GESI 19%1 ysopeld 1831} ‘€1
JAR er'orT E8'61 0€'8 12 AN 68'%1  GU'ST 1€8°6 0S'v1 1T°%1 rA‘R 3N npeN e, ‘gl
0S°%1 16°¢¢ €8°Le 31’9 €8°¢61 rA % IS4 A 60°L 68°9T 96°G1 8G°CGT usyiseley ‘11
G6'6 €961 I8ST E1'¢ 1201 ST%1 L96 (4t L'8T  60°81 L6t qelung ‘01
06°%1 G6'8T LS'GT z60'6 €991 9€'GT 3ESl  9¥'6% 8691  0OL'GT 9¢'¢1 BSSLIOQ 6
6E¥1 eeye 19°L1 vy 9191 EL'8T 9691 18 92'9T 6%'G1 GG¥T  ysepeid eAypely '8
$apo1Yan
1030w
XD} pup s428 uoyDL}
$IxXD} Lmp juow  -uassod XD} -sifad [TV P onuaaad spd1adad  spd120a4
DU3d) K110 aswxa  -wmwy ‘spood uo SIS pub  anuaaad xm} xm} anuanaL
Jo aupyS -3y DI -ddpuy  SaXDJ o] sdwupig puog umQ D0 D10 L 821018




86 State Finances in India

revenue, particularly own tax revenue, shows the emphasis that each
state puts on taxes as a source of current receipts. By this measure,
the states which seem to be generating substantially greater resources
from nontax revenues are Bihar, Gujarat and Haryana.®

As noted above, entertainment tax and agricultural taxes are losing
their importance in almost all states, as a result of which buoyancy
estimates are generally low, not significant statistically, and some-
times even negative. Some notable exceptions are agricultural taxes in
Orissa and Tamil Nadu and entertainment taxes in Bihar. The most
important tax from the revenue point of view, sales tax, exhibits
reasonably high buoyancies in all states except Bihar (0.96), Madhya
Pradesh (1.03), and Tamil Nadu (1.08). The highest buoyancy
estimate for sales tax is that of Andhra Pradesh (1.51). Bihar exhibits
the lowest buoyancy of own tax revenue (1.0), primarily due to low
- buoyancies of sales tax and electricity duty. Punjab also exhibits
relatively low buoyancies for almost all taxes except electricity duty,
resulting in a low buoyancy of own tax revenue. Gujarat appears to be
doing badly in the case of stamp duties and registration fees, and
Tamil Nadu and West Bengal in the case of motor vehicle taxes; West
Bengal has less than unitary buoyancy of state excise and electricity
duty as well. Despite these exceptions to the pattern, the performance
of states in terms of buoyancy of revenue receipts, and particularly
taxes, appears to be remarkably uniform and could not possibly be
responsible for differences in plan expenditure.

Per-capita Tax Revenue

Average per capita tax burden for the Sixth and Seventh Five Year
Plan periods exhibits substantial variations across states (tables 2.14
and 2.15). During the Sixth plan, annual per-capita total tax revenue
varied between Rs. 126 (Bihar) and Rs. 331 (Punjab) on average; the
spread during the Seventh plan was from Rs. 231 (Bihar) to Rs. 552
(Punjab)® implying a reduction in the ratio of minimum to maximum

5. If West Bengal classified the cess on minerals as non-tax revenue as is
done in other states like Bihar and Madhya Pradesh, a similar situation
may obtain in West Bengal too. Given buoyancy of other taxes, this
adjustment is likely to pull down the buoyancy estimates for own tax
revenue and total tax revenue substantially; the estimate for revenue
receipts, of course, will not change.

6. Punjab appears not to be doing well when growth rates and buoyancies
are calculated. The figures here, however, indicate a fairly high level of
taxation, and this might have affected additional resource mobilisation
through taxation, even when there were increases in taxable capacity.
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tax burden. This is the result of differential growth rates of tax
revenue; if the same trends continue, the spread in per capita tax
revenue can be expected to come down further. Much of the credit for
this goes to the Finance Commissions, as shares in central taxes
contributed to the equalising trend to a greater extent than the states’
own tax revenue. Even so, casual observation reveals a clear
correlation between levels of per-capita taxation and per capita SDP.

The analysis above indicates that the performance of the states in
the area of taxation has not determined plan expenditure to any
significant extent. Per-capita tax burden does seem to be positively
~correlated with per-capita plan expenditure, but since none of the
other indicators of tax performance are so correlated, this could
simply be due to both per capita. plan expenditure and per-capita tax
revenue being determined by per-capita SDP.

In sum, revenue receipts exhibited a fairly uniform growth of
around 15 per cent per annum during the 1980s. But such growth
(and greater than unitary buoyancy) in total revenue receipts did not
protect the states from deficits in their current budgets. The probable
cause is the faster growth in current expenditure. The exercises
conducted so far suggest that the resource constraint facing the states
in financing their plans stemmed mainly from deficiencies in BCR,
reflecting the fact that expenditure growth outpaced revenue growth.
Even reasonable growth in revenue has not been of much avail in
providing resources needed for the Plans.

Nontax Revenues

Table 2.10 showed that for both the plan periods tax revenues
constituted about 66 per cent of total revenue receipts. Of the 33 per
cent that came from nontax revenues, about 16.4 per cent and 18.4
per cent were received from the central government as grants during
the two plan periods, respectively. States’ own resource mobilisation
through nontax revenues comprised only 17.6 per cent and 15.4 per
cent of total revenue receipts. It is thus obvious that not only is the
contribution of nontax revenues low, but it is declining as well. None
of the major components of nontax revenues -- dividends and interest
from public undertakings, user charges, interest receipts from local
bodies or forest revenues -- have shown any promise of increase. With
the widespread forest conservation measures being adopted, it will not
be possible to raise revenue from forests much; the other three main
sources also cannot be burdened with further financial liabilities for
fear that such measures may boomerang on the state government,
either financially or politically. Only two items -- receipts from
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minerals in some states and profits of liquor corporations set up by
some state governments -- show increased receipts. The second item
above should not really be considered an increase, as these receipts
are simply shifted from those under excise duty after the setting up of
the liquor corporations. The prospects for a substantial rise in the
contribution of nontax revenues in the states thus appear dim, though
the recent revision of royalty rates paid by the central government for
mineral exploitation of the states should help a little.

Revenue Expenditures

Nonplan revenue expenditures are made up of spending on general
administration, interest payments, and transfers to local bodies, as
well as committed expenditure on social and economic services. Of the
total current expenditures of the states, general administration, inte-
rest payments, and social services account for over 70 per cent (Table
2.16). A part of the revenue expenditure on social services is included
under the plans. However, it may not be wrong to think that these
three heads constitute over 60 per cent of total nonplan revenue
expenditure. The proportion of the five major components of revenue
expenditure in the total for the 14 states together and individually are
given in the table. It can be seen that only the shares of social services
and debt servicing expenditures have risen noticeably during the
Seventh Plan period as compared to the Sixth Plan Period. It could,
therefore, be said that if expenditure on these two items grew in line
with the other expenditure heads, the growth in total revenue expen-.
diture would have been lower. Debt servicing liabilities obviously
constitute the fastest growing item. In Orissa and Madhya Pradesh,
the share of this item jumped by more than 4 and 3 percentage points
respectively. Only Tamil Nadu and Punjab registered a decline.
Punjab is a special case because the share of general administration
has gone up substantially only in this state, among the fourteen states
under consideration, primarily because of increased expenditure on
the law and order machinery. The case of Tamil Nadu is commented
upon below.

The main propellant in the growth of the debt servicing burden of
the states has been the growth in the volume of their outstanding
debt (though it could partly be due to an increase in interest rates).
Table 2.17 shows the outstanding debt of the 14 states as of the
beginning of the two plans. In nominal terms, outstanding debt went
up from Rs. 19,5611 crore in March 1980 to Rs. 39,951 crore in March
1985, registering a growth of over 15 per cent per annum. Latest
available data show that the outstanding debt of the states has
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Table 2.17

Outstanding Debt of State Governments at the Beginning of
Sixth and Seventh Plans

States Total Outstand- Outstanding As Percentage of SDP
ing Debt Debt taken
as on from Centre  Total Out- Outstanding
31 March as on standing Debt taken
(Rs crore) 31 March Debt as on from Centre as

(Rs crore) 31 March  on 31 March

1980 1985 1980 1985 1980 1985 1980 1985

All States 19511 39951 14004 27430 20.94 23.72 15.03 16.29
Andhra Pradesh 1599 2974 1215 1999 22.18 23.09 16.85 15.52
Bihar 1754 3819 1406 2891 26.86 30.16 21.53 22.83
Gujarat 1099 2316 647 1653 15.17 20.74 9.73 14.81
Harayana 552 1219 349 723 1835 22.19 11.60 13.16
Karanataka 1076 1929 752 1275 20.14 20.79 14.07 13.74
Kerala 914 1858 604 955 26.07 3140 17.23 16.14

Maharashtra 1901 4209 1231 3171 13.61 17.18 8.81 12.94
Madhya Pradesh 1299 2820 851 1772 21.22 24.77 13.90 15.56

Orissa 1078 1979 814 1321 34.82 35.01 26.29 2337
Punjab 717 1794 430 1109 1645 21.36 9.86 13.20
Rajasthan 1381 2756 1046 1933 33.41 35.66 2531 25.01
Tamil Nadu 1291 2305 871 1574 20.23 18.15 13.65 12.39

Uttar Pradesh 3052 6052 2256 3948 21.87 24.77 16.17 16.16
West Bengal 1888 3921 1532 3106 21.23 24.19 17.23 19.16

Source: 1. Reserve Bank of India, Report on Currency and Finance, 1980-81
and 1985-86.
2. C. 8. O. - (for 1970-71 series of SDP data).

continued to grow at over 15 per cent per annum between 1985 and
1990. As a ratio to SDP, the total outstanding debt of the 14 states
went up from 20.9 per cent in March 1980 to 23.7 per cent in March
1985. Similar trends can be observed in every state except, Tamil
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Nadu, which probably explains the decline in the share of debt
servicing expenditures in the total revenue expenditure of that state.’
The proportion of loans due to the central government in total
outstanding debt has declined slightly from about 72 per cent to 69
per cent. Evidently, the states are now resorting to market and other
borrowings to a greater extent than before. With deficits surfacing in
the revenue account of their budgets, the states’ debt burden will
continue to grow unless corrective action is taken. There is no reverse
flow of resources from the states to the centre yet, and net transfers
on loan account from the centre to the states have been growing.
According to revised estimates for 1989-90, net lending by the centre
to the states came to about 3,800 crore, as against Rs. 2,060 crore in
1986-87 (in 1985-86 the amount was about Rs. 4,060 crore, but that
was an unusual year). According to statistics given in the Ninth
Finance Commission (NFC) Report, the ratio of repayments of
principal to fresh loans from the centre has been declining in recent
years (it was 31.8 per cent in 1989-90 as against 34.5 per cent in 1987-
88). With the reliefs recommended by the NFC, it might be expected
that the debt burden would ease. Expectations are unlikely to be
realized, however, unless effective steps are taken immediately to
arrest the growth of deficits on revenue account. That in turn calls for
a hard look at the expenditure side, as resource mobilisation on the
revenue front seems to have been of no avail in keeping states’
budgets in balance. The point that needs stressing is that not only
interest but also several other items are showing rapid growth, and
these need to be brought under control.

For a better understanding of the factors that have contributed to
the rapid growth in expenditures, it is useful to look at the economic
and not merely the functional categories of the budget. Data on the
economic and functional classification of the state budgets are not
available beyond 1987-88. Figures for expenditures on some of the
important categories are reported in Table 2.18. Current expenditure
growth accelerated in the 1980s, primarily because of subsidies, which
show rates of growth far lower than in the previous decade, but still
quite high. The fact that total current expenditures do not show
dramatically increased growth in the 1980s indicates that the
excluded part -- interest payments -- has grown considerably faster.
Within consumption expenditure, compensation to employees
recorded a growth of 17.1 per cent in the 1980s, as against 14.8 per

7. Chapter 6 on Tamil Nadu finances sheds some light on this
phenomenon.
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cent in the 1970s. The pattern varies considerably amang states,
however. While some states (e.g. Tamil Nadu, Madhya Pradesh, and
Maharashtra) show a jump in the growth rate for the 1980s as
compared to the 1970s, others (e. g. Andhra Pradesh, Bihar, and
Karnataka) show a fall in the growth rate. Transfers to the
nongovernment sector (figures not reported) have also grown faster in
the period 1980-88 as compared to the previous decade, though the
increase in the growth rate was not substantial.

The preceding analysis shows that several factors are responsible
for the shortfalls in the BCRs of the states as compared with the
stipulated targets. Prima facie, it is the rapid growth in revenue
expenditures relative to revenue receipts which underlies this
outcome. Revenue growth on the whole has kept pace with growth in
output but has been inadequate for generating surpluses over
expenditures. It may be argued that greater revenue effort could have
met the needs of plan financing, especially since the tax revenue of
some states displayed greater buoyancy than that of others. Indeed, in
their anxiety to mobilize more and more resources, the states are
looking for all possible sources which seem politically feasible, e.g.
levying a tax on consignment transfers, which essentially constitutes
tax exporting, and stepping up rates of sales tax, a good part of which
falls on inputs, going against all sound principles of taxation. There is
no doubt scope for raising revenue through extension of the sales tax
base to services, as well as higher taxation of urban property and
agricultural wealth. The tax structure of the country, however, is
almost chaotic, with the states trying to extract taxes from each
other’s citizens and at the same time, engaging in what has come to
be known as “rate wars” in sales taxation (that is, cutting tax rates to
attract trade and industry irrespective of the nature of the commo-
dities), while avoiding areas having relatively high tax potential. Aside
from rationalisation of tax structure, other ways of stréngthening the
resource base considerably include cutting down wasteful or
unjustifiable subsidies and recovering costs of public services from
those who can pay. It should also be possible to augment revenue
simply through better administration, that is, without recourse to
measures that impose needless efficiency losses on the economy.
There is good scope for resource raising also by better management of
PSEs and proper pricing of their products/services and better design
of subsidies.

It also ought to be noted that the states’ revenue growth would
have been better, had the share of central taxes shown the same
buoyancy as their own tax revenue. This category, which contributes
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a sizeable fraction of the states’ revenue receipts, appears to be
lagging, reflecting the slow growth in collections at the centre. What
lies at the root of this phenomenon -- whether it is due to inadequate
attention paid by the centre because of the increasingly large share
going to the states under the Finance Commissions’ dispensation --
remains a moot point.

It hardly needs pointing out, however, that no amount of resource
mobilisation is going to help unless restraint is brought to bear on the
expenditure side. That requires a fresh look at the debt position of the
states on the one hand, and at the policies on subsidies and
compensation of employees on the other. If political forces compel a
continuation of present trends, economic compulsions will soon rule
out any meaningful developmental effort at the state level.

DETERMINANTS OF PLAN EXPENDITURE

The analysis of state finances so far has revealed several factors that
could have, and probably did, affect the plan expenditure of the states.
In this section, we try to quantify the variables that affect plan
expenditure and measure their impact statistically. To do this, it is
first necessary to postulate an empirical relationship involving the
determinants of plan expenditure.

To begin with, because the plan size for any state depends to a
considerable extent on its ability to raise the necessary resources on*
its own, major determinants of the current receipts of the state should
determine plan expenditure also to some extent. Furthermore, a large
part of the state plan is usually financed by plan transfers, implying a
future debt burden, given the Gadgil formula for non-special category
states. Thus, it can be expected that the existing interest burden on
the state is likely to affect its plan size by affecting its ability to
shoulder further interest (and repayment) burden. Another factor

indicating the states’ ability to incur plan expenditure in the current
year is-thre ratio of revenue expenditure to revenue receipts for the
past few years; this would show the general ability of the state to
finance the current plan from revenue surpluses of previous years. Of
course, all three variables are inter-related; while the last one is an
indicator of general financial capacity, the other two are specific to the
revenue and expenditure side.

Apart from the ability to raise resources, another factor that ought
to influence plan expenditure is the need for such expenditure as
judged by the plagging authorities. Such need is usually judged by the
extent of poverty iffia state. Indeed, a large part of plan expenditure --
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that on poverty eradication schemes -- is directly related to the
number of poor in a state. However, poverty estimates are made
before a Five Year Plan begins, and these estimates are adopted for
the whole plan period. This has some significance for the estimation of
the empirical relationship, which is discussed below.

A third factor influencing the distribution of plan expenditure is
the efficiency of allocation. Given an overall plan size, and given the
effectiveness of plan expenditure in promoting development in
different states, an efficient allocation of plan expenditure would
require equalisation of benefits across states from marginal units of
plan expenditure, much like an output maximising multiunit firm
equating marginal output of factors of production in different units.
Although this factor, like all other factors, cannot be expected to
determine plan expenditures by itself, it cannot be excluded from a
list of probable determinants.

The fourth and final factor that may be relevant in the
determination of plan expenditure is the political factor. While it is
probably unanimously accepted that political factors are important, it
is difficult to take these into account in a systematic analysis. The
estimation below takes account of only one aspect of the political
factor, the identification of a state with respect to its political leanings
vis-a-vis the ruling party. The equation postulated for actual
estimation, keeping the above discussion in mind, is:

PLAN = a, + a,SEATS + a,D.SEATS + a,CEXP/CREC +
a, INT + a, PCSDP + a,MANG + a,CHSDP

in the linear form, and

logPLAN = a, + a logSEATS + a,D + a,log(CEXP/CREC) +
a logINT + a, logPCSDP + a logMANG +
a,logCHSDP
in the double log form. The underlying equations of the above two
are:

PLAN = a, + a,SEATS(1 + kD) + a,CEXP/CREC + a,INT +
a.PCSDP + a MANG + a,CHSDP, and

PLAN = A,(SEATS kD) (CEXP/CREC)® INT* (PCSDP)*
MANG®* CHSDP*

The variables are defined as follows:
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PLAN = Plan expenditure as a ratio of SDP,
SEATS = Ratio of members of parliament (MP) from the ruling
party (at the centre) in total MPs from the state,
k = a constant, indicating the extent of impact of D,
D = dummy for the same party (or its political ally) ruling
at the centre and the state,
CEXP = Current expenditure of the state,
CREC = Current receipts of the state,
INT = ratio of interest payments to CREC,
PCSDP = Per capita SDP,
MANG = SDP from manufacturing as a ratio of total SDP, and
CHSDP = Percentage change in SDP as a ratio of average change
in plan expenditures for the previous five years.

The dummies for states are arranged in alphabetical order of
states, e.g., D1 for Andhra Pradesh. Averages of the previous five
years of the ratio CEXP/CREC have been used in the estimation. The
pooled sample consist of all five years data for 14 selected states for
the Sixth Plan period and for the first four years of the Seventh Plan
period. The estimation has been done separately for the two plan
. periods to avoid heteroscedasticity problems. Because of this fact,
coupled with the customary use of state dummies for pooled data to
begin with, poverty estimates were not required to be put in as a
variable in view of their constancy over the plan period; the state
dummies can pick up inter-state variation in poverty adequately.

During the estimation of the above equations, use of the required
number of state dummies simultaneously resulted in breakdow. of
the estimation procedure with near singular matrices. Hence, the
dummies were ‘scanned’ by using them one by one and finally using
only those which were statistically significant. The variables CHSDP
and CEXP/CREC were not significant statistically and were dropped.
The final equations estimated are:

logPLAN = - 1.27 + 0.33l10gSEATS - 0.14D — 0.07logINT
(11.45) (-3.58)  (-1.99)
— 0.211ogPCSDP + 0.1210gMANG - 0.30D1
(-5.16) (3.75) (-6.42)
+ 0.29D4 - 0.26D5 - 0.17D10, R*=0.82

(6.39) (-5.69) (-2.77)

and,
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logPLAN = — 2.36 + 0.87logSEATS + 0.15logINT
(9.86) (1.63)
— 0.2410gPCSDP + 0.7510gMANG - 1.86D1
(-3.33) (4.07) (-8.69)

+ 0.23D2 - 0.38D3 - 0.33D5 + 0.13D6 — 0.21D7

(3.09)  (-3.51) (-5.22) (2.00) (-1.80)

+ 0.17D8 + 0.66D9 + 0.71D10 — 0.11D11 — 0.34D12

(2.40) (4.99) (6.87) (-1.65)  (-3.17)
R?* = 0.90 e

(All the coefficients are signiﬁcant at 95 per cent level of confidence).

The first comment that can be made on the results reported above
is that the inverse relationship between per-capita income and the
dependent variable seems a bit odd. Per-capita SDP has been entered
along with MANG as a variable representing ability to raise resources
for plans. However, it happens to be an indicator of need also, and
thus could be inversely related to PLAN; the estimated coefficient
represents the net impact of the conficting effects. The equity with
respect to SDP in a dynamic sense has been commented upon earlier.
The estimated coefficient of SDP seems to confirm that.

The political variables are significant, though D is not for the
Seventh Plan period. The negative coefficient of D does not imply a
negative effect, but a positive but less than unity value of k in terms of
the underlying equation. The estimated negative coefficient is, by
hypothesis, a logk, and logk would be negative for any positive a,. A
negative value for logk implies O<k<1, which is a reasonable
presumption.

The fact that CEXP/CREC turned out to be insignificant should
not cause too much worry, as MANG and INT are probably represent-
ing the budgetary position adequately. After all, these two variables
represent the predominant parts of the two sides of current accounts -
tax revenue and interest payments. The positive coefficient for INT
for the Seventh Plan period, however, is perplexing. A possible
explanation lies in the substantial rise in borrowing as a source of
plan finance during the Seventh Plan.

It would be of interest to see the “beta coefficients”® of the variables

8. These are the regression coefficients standardised for the scale of
independent variables by multiplying with the ratio of the standard
deviations of the dependent and the independent variable concerned.
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other than dummies found to be significantly affecting the plan
expenditure to SDP ratio. Table 2.19 provides the estimates. These
figures indicate that during the Sixth Plan, the negative effect of SDP
and the positive effect of the political lobby of state MPs in the ruling
party were almost equally dominant. During the Seventh Plan,
political lobbying seems to have become even more important, but less
important than the ability to raise own resources, as denoted by
MANG.

While the empirical analysis carried out above cannot be claimed to
be a definitive one, it does open up a few interesting lines of thought.
The political economy of planning has hitherto been paid very little
attention; this aspect clearly needs more analysis. A full scale model of
state finances seems to be called for if answers to several questions on
state finances are to be answered categorically. However, the exercise
does indicate the growing importance of states’ own resources in
planning and of interest payments (or borrowings).

Table 2.19

Estimated Beta Coefficients

SEATS D INT PCSDP MANG

Sixth Plan 0.11 -0.06 -0.04 -0.12 0.06
Seventh Plan 0.35 - 0.14 -0.16 0.44

CONCLUSIONS AND SOME POLICY IMPLICATIONS

The main conclusions that emerge from this chapter may be
summarised as follows:

(1) There have been shortfalls in the outlays under the Plans in
all states in both Sixth and Seventh Plans. The extent of
shortfall was much smaller for most states in the Seventh
Plan, possibly because of more modest targets.

(2) Heavy shortfalls occurred in crucial sectors like irrigation and
power under both Plans.

(3) There is an increasing tendency on the part of the states to
allocate a larger share of their plan outlay to ‘“revenue” or
“current” expenditure.

(4) One possible explanation is the practice of including new
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(5)

(8)

(C))
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welfare and poverty allevation programmes under the plan.
Once introduced, they pre-empt revenue expenditures
affecting vital services like health, education and maintenance
of assets.

The tendency on the part of the states to put in a larger
component of plan outlays under “revenue” undermmnes the
role of planning. Available data show that a good part of
capital spending in the states is taking place under the “non-
plan” head. This makes little sense. The rationale for drawing
distinctions between “plan” and “non-plan”, “revenue” and
“capital”, and ‘“developmental” and “nondevelopmental”
needs reconsideration.

There are wide variations in the plan performance of the
states. Per capita plan outlay varies considerably. Shortfalls in
achieving plan targets also vary across states.

What accounts for the variation in plan size and in plan
expenditure does not admit of a straightforward answer. Per
capita SDP is highly correlated to per-capita plan outlay, hut
this is partly accounted for by the population factor. As the
statewise growth rates of plan expenditure show, plan expen-
ditures are becoming more equitable across states over time.
However, what determines the level of plan outlay at the state
level (as opposed to inter-state variations), needs further
study.

By and large, revenue receipts of state governments have kept
pace with increases in SDP. Except in one state, buoyancy
coefficients of major revenue heads all exceeded unity. There
are a few taxes which could be exploited further, but the
scope for raising additional revenue through more intensive
taxation does not seem very promising. More attention needs
to be paid to rationalisation of the tax structure, extension of
the tax base to cover services, etc. and harmonisation of state
taxes to minimise efficiency losses (which cannot but be
considerable, given the present chaotic state of commodity
taxation). All this might help to improve the revenue pro-
ductivity of the tax system and equity in the distribution of its
burden. Local taxation is another neglected area. Resource
mobilisation efforts may be directed more fruitfully to areas
like recovery of costs of providing public services and better
running of PSEs.

If meaningful planning is to be practised, determined efforts
are needed to control the growth of revenue expenditure on



Budgetary Trends and Plan Financing in the States 105

(10)

both plan and nonplan accounts. The items of current expen-
diture growing most rapidly are subsidies and interest pay-
ments. Apart from subsidies flowing explicitly through the
budget there are many hidden subsidies provided by the
central and state governments. In containing the growth of
current expenditure, remedial action is needed to relieve the
burden of debt servicing and a hard look at the cost and
benefit of all major subsidies should be taken. The entire
system of expenditure control also needs overhaul.

The system of intergovernmental transfers needs to be
restructured to impart a greater sense of responsibility to the
spending agencies. This applies to the fiscal relations between
the centre and the states and those between the states and
local bodies. Decentralisation of fiscal powers combined with
decentralisation of responsibilities for providing public ser-
vices could help move in that direction, even though regional
disparities might be accentuated. A balance would have to be
struck between the conflicting goals of equity and efficiency.
The present arrangements whereby a higher level authority

- practically underwrites the expenditure of governments at

11

levels below promote fiscal irresponsibility.

The empirical exercise undertaken reaches the conclusion
that political factors play a significant role in planning. It
confirms the trend toward more equitable distribution of plan
expenditure across states. It also indicates the growing impor-
tance of own revenue in determining the plan size of states.

From trends in state finances and the experience of plan financing
it is evident that the involvement of the public sector at the state level
will soon be in jeopardy unless the seriousness of the imbalances in
state budgets is recognised by the community as a whole and a certain
discipline and restraint is accepted by all powerful groups in the
society, in the common interest. That seems to be a tall order in the
present socio-political environment. If, however, ‘social choice’
dictates otherwise and persists in underplaying the need for discipline
in government expenditures, the growth strategy itself has to undergo
a radical change. In their present state, government finances not only
at the centre but also in the states are not viable. Nor is planning of
the kind the country has practised so far.
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