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Executive Summary

The objective of the State Fiscal Management Reform Assessment is to pull
together the factual information needed to establish pragmatic and realistic suggestions for
USAID to consider as a means to increase the capacity of selected State governments to
improve fiscal management. Accordingly, a Team of four specialists traveled to India
between October 4™ and November 2™ 2001 to assess the prospects for USAID
involvement in State fiscal management reforms. The Team distilled the terms of
reference into three fundamental questions:

1. What is the nature of the problem with State finances?
2. lIsthere a role for USAID in this area?
3. If so, where can USAID add value?

The Team concluded that there are a number of significant weaknesses with State
finances. The States are borrowing funds at high rates of interest to finance relatively
unproductive expenditures on wages, pensions, subsidies to public sector undertakings
and interest on State debt. Deep cuts in discretionary expenditures, particularly for school
and medical supplies, reduce the productivity of expenditures on education and healthcare
in terms of increasing the rate of literacy and decreasing infant mortality. Finally, the
share of GDP that is going to needed capital investments in physical and social
infrastructure are declining as States borrow to cover revenue deficits. In short, the
“crisis” of State finances diminishes the capacity of the States and the International donor
community to address pressing socio-economic issues, such as high rates of infant and
maternal mortality, illiteracy and poverty.

The Team concludes that there is a role for USAID involvement in State fiscal
management reform. USAID may wish to consider giving priority to establishing a fiscal
analysis unit; assisting development of high priority databases for fiscal analysis, such as
strengthening Treasury operations and Human Resources database; and strengthening the
capacity of States to produce key socio-economic indicators by district on a regular and
timely basis.

These interventions would support good governance in significant ways.
Establishing a fiscal analysis unit would help make the budget formulation process more
predictable, open and enlightened. The failure of State governments to evaluate the near
term fiscal implications of policy choices is clearly not enlightened policy making or in
furtherance of the public good. In many States, actual expenditures bear little resemblance
to planned expenditures as described in the budget. In order for civil society to participate,
for example, meaningfully in public affairs, it is helpful if government processes are
transparent. The State budget document is the public’s primary source of information on
the activities of State government. Modernizing Treasury operations would strengthen
budget execution and help ensure that there is an appropriate correspondence between
actual and planned expenditures and, thereby, strengthen civil society by providing them
with more accurate information on State activities. Finally, policy making would benefit
from regular and timely availability of key socio-economic indicators by State districts.



The Report of the State Fiscal Management Reform Assessment Team

Purpose of the India State Fiscal Management Reform Assessment

The USAID/India Mission is presently in the process of formulating a new five-year
development strategy for India. During the next six months the Mission will complete a variety
of detailed sector assessments that will serve as the basis for developing specific sector activities
that will be included in the new Strategy. The objective of the State Fiscal Management Reform
Assessment is to pull together the factual information needed to establish pragmatic and realistic
suggestions for USAID to consider as a means of increasing the capacity of selected State
governments to improve fiscal management.

Organization of the Report

This report gives a basic, non-technical overview of the main findings of the Assessment
Team. In addition, Annexes Il through X deal more extensively with the major issues:

Annex II: Overview of India’s Fiscal Situation

Annex IlI: Major Contributors to State Fiscal Deficits

Annex IV: GOl and International Assistance to State Fiscal Management Reform
Annex V: Decentralization

Annex VI:  Three Case Studies: Jharkhand, Karnataka and Uttar Pradesh

Annex VII:  Overview of Management Information Systems in Three States
Annex VIII:  An Overview of Treasury Systems

Annex IX:  The Fiscal Planning and Analysis Cell

Annex X: Checklist for Sound Fiscal Management.

For the reader’s convenience, we also furnish the following information:

Annex I: Approach (Terms of Reference)
Annex XI: List of Interviewees
Annex XII:  Reference Materials

Annex XIII:  List of NGOs in Jharkhand

Annex XIV: Jharkhand’s Organizational Setup

Annex XV:  The States’ Fiscal Reforms Facility (2000-01 to 2004-5)
Annex XVI: Personnel Qualifications.

Terms of Reference
The complete terms of reference (TOR) for the State Fiscal Management Reform

Assessment are provided in Annex I. The Team distilled the TOR into three fundamental
questions:



1. What is the nature of the problem with State finances?
2. lIsthere a role for USAID in this area?
3. If so, where can USAID add value?

In order to address these basic questions, a team of four specialists traveled to India
between October 4™ and November 2", 2001. The Team consisted of a macroeconomist with a
focus on public finance (Dr. Roy Bahl); a local expert on Indian State finances (Dr. John
Kurian); a public finance specialist (Dr. Mark Rider); and a public sector enterprise specialist
(Mr. Michael Schaeffer). For the reader’s convenience, the qualifications of each team member
are provided in Annex XVI of this report.

The following is a brief description of the Team’s approach to the State Fiscal
Management Reform Assessment. The Team’s time in the field can be broken down into two
parts. The first part - week 1 - was spent in Delhi interviewing officials of the Government of
India (GOIl), representatives of bilateral and multilateral donors, specifically the Asian
Development Bank (ADB), the United Kingdom’s Department of International Development
(DFID) and the World Bank (WB), and scholars affiliated with fiscal “think tanks.”

The Team also had lengthy discussions with members of the USAID Mission in order to
develop an assessment strategy that would be responsive to the needs of the Mission. During this
phase of the Assessment, the team focused on three specific issues: soliciting a variety of views
on the nature of the problem with State finances; developing a list of potential interventions in
support of State fiscal management reform; and assessing the opportunity for USAID to
collaborate with other donors on activities related to State fiscal management reform and
restructuring.

During the second phase of the Assessment - weeks 2 through 4 - the team visited three
States: Jharkhand, which is a newly formed State; Karnataka, which is a fast-reforming State;
and Uttar Pradesh, which is a slow-reforming State. In each of the three States, the Team
interviewed high-ranking representatives of the Department of Finance, Department of Planning
and a variety of sector departments, such as health, power and rural and urban development. In
addition to soliciting ideas from these officials on potential USAID interventions, the Team
discussed their reaction to the list of interventions developed by the Team during week 1 in
Delhi. Finally, the Team collected factual information on the fiscal condition of each State,
discussed their priority needs and tried to assess each State’s receptivity to USAID engagement
in this area. A complete list of the people interviewed during this four-week period is provided in
Annex XI. Annex XII provides a list of the reference materials used in this Assessment.

What is the Nature of the Problem with State Finances in India?
As shown in Table 1, throughout the past decade State revenues as a share of GDP

(column 2) have been declining more rapidly than the share of State expenditures (column 1).
The obvious consequence of this trend is a widening gap between expenditures and revenues or,



in other words, a growing State Revenue Deficit (column 3) as a share of GDP. The States are
financing their Revenue Deficits (RD) through borrowings, which results in rising State debt
(column 4) as a share of GDP.

Table 1: A Few Key Indicators of State Finances

State State Revenue

Year Expenditure ~ Revenue Deficit State Debt

(% of GDP) (% of GDP) (% of GDP) (% of GDP)
1990-91 13.2 11.6 1.6 19.47
1991-92 12.9 12.3 0.6 19.37
1992-93 12.9 12.2 0.7 19.04
1993-94 12.7 12.3 0.4 18.63
1994-95 12.7 121 0.6 18.27
1995-96 12.3 11.6 0.7 18.72
1996-97 124 11.2 1.2 17.88
1997-98 12.4 11.2 1.2 18.53
1998-99 125 10.0 2.5 19.36
1999-00 12.5 9.6 2.9 21.57
2000-01 12.5 10.0 2.5 22.77

Source: Reserve Bank of India (RBI)

From Table 1, it would appear that the growth in State RD is a direct result of the
inability of the States to mobilize sufficient revenues. Although technically correct, this
conclusion fails to account for a number of other weaknesses in State finances.

More specifically, during this period interest, salary and pensions have registered
unprecedented growth:

» pension expenditures of the States have doubled in the past two years;

» the wagebill has more than doubled in the past three years; and

» the interest burden has nearly doubled over the past ten years.

As shown in Table 2, State expenditures on interest and pensions as a share of State
revenue have nearly doubled during the last decade. On average, expenditures on salary, pension
and interest account for approximately 60 percent of State revenues. Expenditures on salary,

pension and interest are committed expenditures; thus the States currently have limited flexibility
to adjust expenditures in response to changing priorities, economic downturns or emergencies.



Table 2: A Few Key Indicators of State Finances

Interest + Tariff
Year Pension recovery

1990-91 17.47 -

1991-92 17.59 -

1992-93 17.61 82.2
1993-94 18.52 78.3
1994-95 20.57 78.3
1995-96 21.50 77.4
1996-97 23.07 76.7
1997-98 23.77 75.2
1998-99 28.30 70.7
1999-00 36.63 70.2
2000-01 36.61 69.8

The growth in committed expenditures - salary, pensions and interest - in the face of an
overall decline in total expenditure as a share of GDP suggests that States are cutting
discretionary expenditures in order to contain deficit spending. Indeed, over 98 percent of
expenditure on education in Karnataka is for teacher salaries. Consequently, very little money is
being spent on books, school supplies and operation and maintenance of school buildings.
Likewise, over 95 percent of the expenditure on health in Karnataka is for salaries. Again, this
implies very little money is being spent on diagnostic equipment, vaccines and medicines. In
short, paying for salaries while teachers and doctors lack adequate supplies suggests that
expenditures on education and health may not be very productive in terms of reducing illiteracy,
infant mortality and maternal mortality, etc.

Table 2 also shows that the rate of cost recovery by public sector undertakings (column
2) has steadily declined during this period. The States have to make up the difference through
subsidies paid out of current State revenues and, consequently, there is less money available for
other important activities of State government. In fact, budgetary subsidies of the State
governments currently account for 8.8 percent of GDP and about 96 percent of revenue receipts
of the States.

A possible rationale for such subsidies is to help the poor who otherwise may be
excluded from these services if they have to pay the full cost of provision. If the aim is to help
the poor, however, these subsidies are poorly targeted. Agriculture and irrigation sectors account
for the largest share of State subsidies, followed by elementary education, energy, secondary
education and medical and public health. Subsidies to agriculture, irrigation and energy, in
particular, benefit the rich as well as the poor. In fact, evidence shows that per capita subsidies
generally show a regressive pattern: States with higher per capita income pay higher subsidies
per capita.

On the revenue side, as shown in Table 3, States’ own tax-revenues as a share of GDP
(column 1) have been rather stable during this period. On the other hand, non-tax revenues of the
States as a share of GDP (column 4) have been steadily declining. This is further evidence that
low cost recovery by public sector undertakings is a drain on State finances. The share of Central



tax revenues (column 2) devolving to the States during the second half of the nineties fell
significantly short of the projections of the Tenth Finance Commission reflecting the decline in
the tax-to-GDP ratio of the Center since 1997-98.

Table 3: Components of State Revenues as a Percentage of GDP

Tax Revenues Non-Tax Revenues
Share of Own Total
Own Tax Central Total Tax | Non-Tax Central Non-Tax Total Revenues
Year Revenue Taxes Revenue Revenue Grants Revenue
1990-91 53 25 7.8 1.6 2.2 3.8 11.6
1991-92 55 2.6 8.1 1.9 2.3 4.2 12.3
1992-93 53 2.8 8.1 1.7 2.4 4.1 12.2
1993-94 5.4 2.6 8.0 1.8 25 4.3 12.3
1994-95 55 25 8.0 2.1 2.0 4.1 12.1
1995-96 5.4 25 7.9 1.9 1.8 3.7 11.6
1996-97 5.2 2.6 7.8 1.7 1.7 3.4 11.2
1997-98 5.4 2.7 8.0 1.6 16.0 3.2 11.2
1998-99 5.3 2.3 7.6 1.4 1.7 3.1 10.7

Source: Reserve Bank of India (RBI)

In short, the States responded to the emerging situation by borrowing to fill the revenue
gap rather than making greater efforts to contain expenditure in a more rational way without
jeopardizing the quality of key services, like health and education, or to augment revenues. As a
consequence, the State Debt-to-GDP ratio, which was less than 18 percent as recently as 1996-
97, shot up to nearly 23 percent by 2000-01 (see Table 1).

In addition to the growing debt burden of the States, the composition of State borrowings
is a matter of serious concern. Rather than borrowing to make needed capital investments in
roads, water supply and treatment, irrigation, hospitals and schools, the States are using an
increasing share of their total borrowings to cover revenue expenditure deficits. In other words,
the States are borrowing to pay for wages and salaries, pensions, subsidies on public sector
undertakings and interest on State debt. Although it is important for States to meet their
obligations in this regard, these expenditures do not add to the productive capacity of the
economy or increase the ability of the States to repay these loans.

Table 4: Gross Fiscal Deficit and Revenue Deficit as a Percentage of GDP

Gross Fiscal Deficit Revenue Deficit Share of RD in GFD
Year Center States Combined Center State  Combined  Center State Combined
1990-91 7.8 2.7 10.6 3.3 0.9 4.2 423 33.3 39.6
1991-92 5.6 2.9 8.4 25 0.9 34 44.6 31.0 40.5
1992-93 5.4 2.8 8.2 25 0.7 3.2 46.3 25.0 39.0
1993-94 7.0 2.4 9.4 3.8 0.4 4.2 54.3 16.7 447
1994-95 5.7 2.7 8.4 3.1 0.6 3.7 54.4 22.2 44,0
1995-96 5.1 2.7 7.8 25 0.7 3.2 49.0 25.9 41.0
1996-97 4.9 2.7 7.6 24 1.2 3.6 49.0 44 .4 47 .4
1997-98 5.9 2.9 8.8 3.1 1.1 4.2 52.5 37.9 47.7
1998-99 6.4 4.2 10.6 3.8 2.5 6.3 59.4 59.5 59.4
1999-2000 5.6 4.6 10.2 3.8 2.9 6.7 67.9 63.0 65.7

Source: Based on RBI statistics



The aggregate Gross Fiscal Deficit (GFD) of the States is a measure of total State
borrowings in a given year. These borrowings are used to make capital investments as well as
cover State Revenue Deficits. As shown in column 2 of Table 4, the aggregate GFD of the States
has been growing rapidly as a share of GDP since 1996-97.

Two trends in Table 1 are worrisome. First, as described above, the rapid growth in State
Revenue Deficits since 1996-97 point to a number of weaknesses in State finances. In particular,
the reduction of discretionary expenditures and the resulting deterioration in the quality of public
expenditures. Second, as shown in column 8 of Table 4, State Revenue Deficits as a share of
aggregate GFD of the States has increased from nearly 33.3 percent in 1990-91 to 63 percent in
1999-00. In other words, the growing need for States to borrow in order to cover Revenue
Deficits diminishes their ability to borrow for needed capital investments in infrastructure in
support of continued economic growth. Taken together the reduction in discretionary spending
and the decrease in capital investments as a share of GDP point to a deteriorating quality of
public services, now and in the future.

These fiscal trends also negatively impact on women. For example, the relatively high
school drop out rates in some States, like Jharkhand, is attributed, at least in part, to the lack of
toilets and potable water at many public schools. A disproportionate number of such dropouts are
young girls. Thus, the lack of money for operation and maintenance of school buildings due to
the poor fiscal condition of the States means that efforts to improve female literacy rates may
suffer. Similarly, the lack of medical supplies in public clinics and hospitals due to State fiscal
stress negatively impacts State efforts to reduce infant and maternal mortality. In short, the fiscal
health of the States has important implications for efforts to improve gender equity in India.

To the casual observer, the decline in the quality of public expenditure is perhaps most
evident in the poor quality of the roads and electric power in India. There also is evidence that
those who can afford it — the growing middle class in India — are increasingly using private
healthcare and schools in response to the deterioration in the quality of public sector offerings.
Meanwhile, businesses are leaving the power grid and using private generators to ensure a steady
and reliable supply of electric power. These understandable responses to the declining quality of
public expenditure negatively impact on the poorest members of society because they cannot
afford private alternatives.

It is important to note that the current fiscal “crisis” facing the States is largely the result
of policy choices made by the States rather than events completely outside their control. For
example, the States adopted the generous salary increases recommended by the Fifth Pay
Commission. This resulted in the rapid growth of wage and pension liabilities, which have
exacerbated the fiscal problems now facing the States. But, the States did not have to adopt these
recommendations; it was elective on their part. Likewise, the declining rate of cost recovery by
public sector undertakings reflects State policy choices. States took decisions that increased the
cost of service delivery by unnecessarily increasing staffing levels, while tariffs and fees were
not increased in tandem to reflect the higher cost of providing services. As a result, these
operating losses have to be covered through increased budgetary subsidies paid out of State
revenues that undoubtedly could be used more productively in other sectors. Apparently, policy



decisions have been made for the sake of immediate political gain without recognizing the
medium-term fiscal implications of these choices.

Is a crisis due to the problems with State finances imminent? The combined GFD of the
States and Center is approximately 10 percent (column 3 of Table 4). This is approximately the
same level that led to the 1992 crisis. Now, however, a far greater share of total debt is borne by
the States. Since the debt of the States is largely financed through internal borrowings, there is
less external debt exposure today than in the early nineties. Consequently, macroeconomic
instability — an accelerating rate of inflation, rising interest rates, economic recession and
growing unemployment - does not appear to be imminent.

As long as the Center is willing and able to support State borrowings without incurring
excessive external debt, the States should be able to muddle through. But, muddling through
almost surely means a continuing decline in the quality of roads, water supply, education and
healthcare. The lack of investment in physical infrastructure also puts at risk robust economic
growth, which is probably the most effective poverty reduction program. Unless these problems
are adequately addressed, they will result in growing regional disparities and, perhaps, over the
long haul growing political instability. Though we do not want to be alarmist, a few
knowledgeable and mature observers did express concerns that these negative trends in State
finances, if allowed to continue, could threaten the future of the Federation itself.

Is There a Role for USAID in Supporting State Fiscal Management Reform?

There are a number of significant weaknesses in State finances. The States are borrowing
funds at high rates of interest to finance relatively unproductive expenditures on interest, salaries,
pensions and subsidies to public sector undertakings. Meanwhile, the States have cut essential
discretionary expenditures on medical and school supplies. These cuts reduce the productivity of
expenditures on education and healthcare in terms of improving important social outcomes, such
as the rate of literacy and infant and maternal mortality. Finally, as States borrow to cover RD,
the share of GDP that is going to needed capital investments in social and physical infrastructure,
such as roads, schools, hospitals and water supply and treatment, is declining. In short, the
“crisis” of State finances diminishes the capacity of the States and the international donor
community to address pressing socio-economic concerns, such as high rates of infant and
maternal mortality, illiteracy and poverty.

The Team concludes that there is indeed a role for USAID to get involved in State fiscal
management reform for the following reasons. First, as described above, India’s ability to
address pressing socio-economic concerns critically depend on addressing the fiscal condition of
the States. In fact, the current fiscal condition of the States is negatively impacting efforts by the
GOl, the States and the international donor community to reduce poverty, illiteracy, and infant
and maternal mortality. Second, there are many States facing difficult fiscal problems that are not
receiving any outside assistance and even among those that are receiving outside assistance there
are, by their own admission, significant gaps in the assistance. Third, there is broad support for
USAID involvement in State fiscal management reform among the States, the GOl and the



multilateral donors. Fourth, USAID has a long and successful track record sponsoring the
proposed interventions described below.

The officials in the States that we visited clearly recognize the need for fiscal
restructuring and acknowledge that fiscal management reforms are required. In reaching the
conclusion that there is a role for USAID, the Team placed a heavy weight on our perception of
the State’s receptivity to fiscal management reform because counterpart buy-in is crucial to the
success of any proposed activities in this area. Table 5 below summarizes each State’s
receptivity to proposed interventions. For example, the Head of the Department of Revenue in
Uttar Pradesh was quite clear that support for VAT implementation was not needed there, while
the Head of Treasury operations was quite enthusiastic. The State attitude toward each proposed
intervention is reflected in Table 5. The table also indicates potential all-India programs that
would support specific State interventions and allow USAID to realize cost savings through
economies of scale. The proposed interventions are described in greater detail below.

Table 5: Summary of Potential USAID Interventions by State

All States Uttar Pradesh Jharkhand Karnataka

1. HR Database 1. HR Database 1. HR Database
2. Strengthen Treasury 2. Strengthen Treasury 2. TO modernization
Operations Operations in progress

National Forum on
Strengthening MIS
Capabilities.

National Training
Program in State Fiscal

Capacity Building for Capacity Building for

Performance Based Performance Based Capacity Building for

Performance Based Budgeting

Management Budgeting Budgeting
National Forum on Establish Fiscal Establish Fiscal - . .
Fiscal Analysis Analysis Unit Analysis Unit Establish Fiscal Analysis Unit

VAT Implementation:

1. Construct I-O table to
computer revenue-neutral-rate
2. Computerization of VAT
administration

3. Audit selection software

National Forum on VAT

. No help needed in tax
Implementation

administration.

Comprehensive Tax
Administration System

1. Est. Analytic Cell in
Directorate of Economic

Building Analytical
Capacity

Build analytical capacity
to prepare, evaluate and
manage tender process.

Build analytical capacity
to prepare, evaluate and
manage tender process.

Statistics.

2. Office of Finance Controller
(capacity building req.)

3. Est. Project Appraisal Unit
4. Est. PSE Analysis Unit

Institutionalize Medium-
Term Fiscal Framework

Institutionalize Medium-
Term Fiscal Framework

Does not have a MTFF

Analytical research cell to
develop MTFP for each

department.

In our discussions with representatives of the ADB and WB, they made it clear that they
would welcome USAID involvement in the States in which they are working. In fact, they
provided the Team with a list of interventions that would complement and support their efforts in
State fiscal restructuring and management reforms. The willingness of these donors to work with
USAID as partners is crucial, if USAID decides to “piggy-back” interventions on those of a
larger donor.




The GOI also places a high priority on restructuring State finances. This is evidenced by
the special facility that the Center developed to support State fiscal reforms. For the reader’s
convenience, a copy of the terms of this facility is provided in Annex XV and key elements are
described in Annex IV. Furthermore, the MoF’s Department of Economic Affairs (DEA)
expressed a lot of interest in this assessment. In addition to the customary pre-briefing, they
requested and received a de-briefing at the conclusion of the assessment. During the de-briefing,
they expressed general agreement with our conclusions. They also seemed persuaded that the
proposed interventions that the Team described to them are reasonable in light of the nature of
problems with State finances and USAID’s resources. DEA gave USAID a “green light” to
continue to pursue involvement in State fiscal management reform. DEA also made it clear that
they would welcome and strongly encourage USAID involvement in one or more of the
Northeastern States and/or newly formed States.

Finally, the Team provided a pre-brief and de-brief to USAID/Washington. In particular,
John Crifield (CTO, SEGIR/Macro-Economic Policy) and Mark Gellerson (Principal Economist,
USAID/Asia Near East Bureau) attended both briefings. They expressed a great deal of interest
in the assessment and asked a lot of questions. The Team left the de-briefing with the impression
that they would like to see USAID/India providing support to State fiscal management reforms.

Below is a list of these gaps and complementary activities in State Fiscal Management
Reform for USAID consideration. The State Fiscal Assessment Team developed the following
list based on discussions with representatives of the GOI, the international donor community and
the States. The following list is not ranked according to priority. We address the issue of priority
below.

1. Civil Service Reform. There is a need for a Human Resources database. Although the
States we visited claim to have a complete list of current employees and their pay
grade, this should not be taken for granted in every State. Apparently, some States do
not have such information. Such a database would be an obvious first step in helping
a State begin to understand their wage bill and the fiscal implications of various
employment and compensation policies. The WB thought that this would be
especially important for Uttar Pradesh. There already may be a request for this to
USAID.

2. Civil Service Pension Reform. The States do not understand the fiscal costs of
pensions and lack the necessary data to produce good forecasts of future pension
liabilities. The States cannot evaluate the implications of reform options, or even of
fiscal decisions. USAID could help one or more States compile the necessary data on
current employees and pensioners and provide technical assistance in the
development of a model to simulate pension liabilities under current law and
proposed law.

3. Debt Management. USAID could provide technical assistance to help State treasuries
estimate the fiscal impact of different sources of finance.



Implementation of a Medium Term Fiscal Framework. As previously discussed, each
State receiving loan funds from the ADB or WB must develop a Medium Term Fiscal
Framework (MTFF). Furthermore, the GOI requires every State to develop a MTFF
as part of the States’ Fiscal Reforms Facility (Annex XV). These frameworks are very
detailed and ambitious, requiring that States achieve pre-defined targets for reducing
deficits as well as implementing specified institutional reforms. Although ADB and
WB may provide targeted technical assistance in support of implementing MTFF,
they do not provide on-the-ground capacity building. USAID could assist with
implementation of a State’s MTFF through capacity building in a variety of areas,
such as general fiscal training, budget management and policy analysis, etc.

. VAT Implementation. The States have agreed among themselves to replace the
existing sales tax regime, which currently is their primary source of own-revenue,
with a sub-national VAT. VAT implementation is scheduled to begin on April 1,
2002. Table 111.C (see Annex Ill) describes a variety of activities that must be
completed in order for a State to successfully implement the VAT, including drafting
enabling legislation, designing tax forms, training administrative personnel, public
awareness campaign, register taxpayers, etc. USAID could support VAT
implementation by assisting with these activities.

Civil Society. USAID could create demand for State fiscal management reforms by
strengthening civil society. There are many dimensions to this, such as developing
local think tanks; working with “watchdog” groups; media development; surveys of
service delivery quality; etc.

Treasury Operations. Although some progress has been made in computerizing
Treasury Operations, it is primarily a data storage and retrieval system. Further
computerization would be very valuable. There are several ways to address this
problem. For example, all of the treasuries in a given State have not been
computerized in Uttar Pradesh and Jharkhand. USAID could provide technical
assistance and capacity building in support of completing computerization of treasury
operations. Uttar Pradesh currently is moving from the existing FoxPro-based system
to an Oracle-based one. USAID could help with completing this transition by, for
example, training staff to use the new Oracle-based system. Generally, the States do
not use the treasury data to their fullest advantage to manage cash, monitor
expenditures, prevent fraud and abuse, etc. USAID could help selected States,
particularly Uttar Pradesh and Jharkhand, to develop the necessary software to
generate management reports and assist with training personnel to produce, interpret,
and use these reports for making better decisions. Annex 1X gives a more complete
description of what is required for modern State Treasury operations.

Establish Fiscal Analysis Unit. As previously discussed, the States that we visited do
not have a specialized staff dedicated to conducting fiscal analysis on a regular basis.
The lack for forward planning may have contributed to the adoption of policies, such
as the recommendations of the Fifth Pay Commission, that have led to the present
“crisis” of State finances. USAID could assist with establishing a fiscal analysis unit
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10.

11.

12.

in the Department of Finance in a few selected States. Annex VII gives a more
complete description of the role and duties of a fiscal analysis unit.

Establish Project Appraisal Unit. The sector departments (roads, water, health,
education, etc.) are responsible for developing projects, including the supporting
documentation, cost-benefit analysis and time to completion. The Planning
Department is responsible for evaluating project proposals, prioritizing them and
submitting them for consideration for inclusion in the budget by the Department of
Finance. The Planning Departments lack the capacity to evaluate the realism of the
supporting documentation for projects. More specifically, they do not have the
capacity to evaluate the cost-benefit analyses, cost estimates and time required to
complete a project. USAID could provide technical assistance and capacity building
in support of the establishment of a Project Appraisal Unit in the Department of
Planning in a few selected States.

Training in State Finances. USAID could support needed training in the following
areas: decentralization, general fiscal training of State officials, budget management
and policy analysis.

Decentralization. The States that we visited, and in particular Jharkhand and
Karnataka, are committed to decentralizing important government activities to the
third-tier of government (i.e., rural Panchayats and Urban Local Bodies). For
example, it is anticipated that the third-tier of government will assume increasing
responsibility for water supply and treatment and primary education. As such, these
governments will need to develop an autonomous capacity to develop budgets,
monitor expenditures, conduct project development studies and raise own-source
revenues. Currently, this capacity is completely lacking in the rural Panchayats and
many of the Urban Local Bodies. Therefore, USAID could support decentralization
by supporting capacity building and training in these areas.

Strengthening of Management Information Systems. In general, the States appear to
lack management information systems. In Jharkhand, for example, the Department of
Urban and Rural Development needs an updated survey of major infrastructure on
village and rural Urban Local Bodies. The lack of such data makes it very difficult for
the State to assess needs and prioritize projects. The Department of Education does
not have a way to collect timely information on the number of students, by age and
grade level with associated information on their scholastic achievement, such as level
of literacy. Again, this makes it difficult to assess needs and performance and to
allocate funds in order to improve educational outcomes and increase accountability.
Another glaring problem is the lack of computerization of tax administration.
Currently, many States are using manual procedures. Modern tax administration is
very dependent on computerization. Computerization of Treasury operations and the
development of human and pension databases also fall into this category. Finally,
where electronic databases exist, they are not properly utilized as a management tool.
Annex VIII describes the status of management information systems (MIS) in the
three States. USAID could support the development of one or more MIS and provide
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training in the use of such data as a tool for making informed decisions. Human
resources and Treasury operations would appear to be high priority areas.

13. Improve Socio-Economic Data. Much of the basic data used by the States to evaluate
socio-economic conditions and progress over the years are taken from the population
census. Much critical data is not available annually or during the decennium. Even
census reports are published after substantial time lags. Consequently, disaggregated
district level data pertaining to 1991 have become available only after 1996. As a
result, decisions based on such data tend to be flawed and ineffective. Vital indicators
for districts based on census data are also not free from errors. Deficiencies occur in
census data because of discrepancies in reporting ages as well as missing events at the
time of the field interviews. In the period between two censuses, there is no
mechanism to obtain reliable indicators on human development. A reliable
mechanism must be devised to compile crucial information between censuses so that
the success of public policies in education and health can be evaluated. There are
several crucial areas for which no information is at present being collected. At the
present time, there is no system in the country to compute the maternal mortality rate
at regular intervals even for States, let alone districts. There is no established and
statistically valid procedure to estimate the literate population between censuses.
Official machinery at the district level does not collect several kinds of key data that
is critical for measuring human development. Data on children’s height and weight,
the quality of education and health services or the potability of drinking water are not
collected frequently. USAID could provide technical assistance and capacity building
in the development of regular human development surveys. Also, USAID could
provide training to develop the institutional capacity to analyze such data and train
policy-makers in the use of such data for fiscal decision- making.

Where Can USAID Add Value in State Fiscal Management Reform?

As previously noted, the current “crisis” of State finances is largely the result of policy
choices made by the States. Examples of which include adopting the pay recommendations of
the Fifth Pay Commission and allowing the rate of cost recovery among public sector
undertakings to decline. In the opinion of the Assessment Team, the most glaring deficiency of
State fiscal management is the lack of an institutional structure to support forward looking fiscal
decision-making that is well grounded in careful analysis and fact.

Since the early nineties the GOI has pursued economic liberalization that entails the
States assuming greater fiscal autonomy. But, the States were ill-prepared for their new role. The
most obvious need, in our opinion, is for the States to develop institutional structures to support
forward-looking fiscal analysis. Such analysis could stop or, at the very least, significantly
improve policies that are not consistent with the future fiscal health of the State.

Accordingly, USAID should consider helping a few selected States establish a fiscal

analysis unit and further develop high priority databases for fiscal analysis, such as strengthening
State treasury operations and Human Resource (HR) databases. Resources permitting, USAID
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also could strengthen the capacity of the States to produce key socio-economic indicators on a
regular and timely basis and train policymakers in the value and use of such data in the budget
making process. The ranking of the proposed interventions and the decision criteria are
summarized in Table 6 below.

There are a number of advantages to the proposed interventions described above. First,
they are discrete. In other words, they could work in tandem with the efforts of a multilateral
donor engaged in significant lending activity in support of fiscal restructuring in a State. On the
other hand, the proposed interventions do not depend on the presence of a large multilateral
institution for their success. Second, these interventions represent critical gaps that other
international donors currently are not filling and they would welcome USAID assistance in
filling them. Third, the U.S. has tremendous strength in fiscal analysis; computerization of
treasury operations; and developing socio-economic data in developing and transitional
economies. More specifically, there are many U.S. based universities and consulting firms that
have tremendous experience in these areas. Thus, the proposed interventions would certainly fall
within USAID’s comparative advantage. Finally, a fiscal analysis unit and the associated
database development could be supportive of USAID’s sector activities in selected States,
particularly in health, power and irrigation.

Ideally, one would like to improve budget formulation to take into account the fiscal
implications of policy proposals by establishing a fiscal analysis unit; improve budget execution
by strengthening Treasury operations; and create the capacity to collect key socio-economic data
on a regular and timely basis in a few selected States. These are complementary activities that at
get at the root of improved State fiscal management.

If, however, funding levels do not permit USAID to undertake all three activities in one
or more States, then the Team would give priority to establishing a fiscal analysis unit as a
standalone activity. A fiscal analysis unit would stimulate demand within government to pursue
these other important reforms. Whereas, beginning lower down in the hierarchy of control, by for
example strengthening Treasury operations or creating an HR database, may not have the same
ripple effect.

If resources are judged insufficient to support establishing a fiscal analysis unit as a
standalone activity in one or more States, then USAID should consider one or more of the others
as stand-alone activities. For example, USAID could strengthen Treasury operations in a few
selected States. Time and again, the Team was told that the allocation of expenditures described
in State budget documents do not accurately reflect the final disposition of funds. In other words,
the States need to improve budget execution. Strengthening Treasury operations in the most
obvious way to guarantee that monies are spent as intended in the budget. There are other
advantages of this activity as well. First, improving budget execution, should contribute to the
improvement of the quality of public expenditure. Another advantage is that it would allow
USAID to achieve cost savings through economies of scale. In other words, strengthening
Treasury operations in one or more States could be replicated in others at very little added cost
by convening regular National Forums among State Treasury officials to discuss experiences and
potential solutions. The main disadvantage of this intervention as a standalone activity is that it
does not address weaknesses in the budget making process, in particular the failure to take proper
account of the fiscal consequences of policy decisions, which is the source of the problem.
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Table 6: Decision Matrix

Is the State receptive to the Is the proposed activity a Is the

_ _ Costper | A o there proposed activity? significant gap in the State? | Proposed Expected
Ranking of the Proposed Intervention | State/year . activity a L

L economies . timeline

(millions of scale? comparative of impact
$'s) ¢ |Jharkhand Karnataka UP |Jharkhand Karnataka  UP advantage of p

USAID?

1. Est. fiscal analysis unit 15-20 High High High High High High High High lyr
2. Strengthen treasury operations 0.2-03 High High Low High High Low High High lyr
3. Stengthen human resource database 0.10-0.15| Medium High High High High High High High lyr
4. Improve socio-economic data 0.15-0.25| Medium High High High High High High High lyr
5. Implementation of MTFF 0.3-0.5 | Medium Low High High Low High High Medium 2yr
6. Establish project appraisal unit 1.5-2.0 | Medium High High  Medium| Medium Medium Medium| Medium lyr
7. Strengthen Civil Society 05-1.0 Low High Low  Medium| High Low  Medium High 2yr
8. Decentralization 4.0-5.0 Low High High  Medium| Meidum Medium Medium High 3yr
0. Strengthen tax admininstration 15-2.0 | Medium High Medium  Low High Low Low Medium 2yr
10. Training in fiscal analysis 05-1.0 Low High Low Low | Medium Medium  Low High 2yr
11. VAT Implementation 3.0-4.0 | Medium | Medium Low Low | Medium Low High Low 2yr

Note: Between USAID, ADB, and WB, these interventions have been successful in many transitional and developing countries.
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If resources are judged insufficient to strengthen Treasury operations, then USAID may
want to consider assisting one or more States in strengthening their capacity to produce key
socio-economic indicators on a regular and timely basis. In addition, USAID could provide
support in strengthening the capacity of government officials in analyzing these data and using
them in the budget making process.

The major advantages of this intervention are threefold. It could be replicated in other
States at relatively little additional cost to USAID. It would allow States better to identify
priority needs and thus support improved budget making. Finally, it may even assist USAID in
monitoring their programs. As a standalone activity, however, this intervention does not create
the necessary institutional structures for improved fiscal decision-making or budget execution.

The Team recommends against USAID involvement in certain activities. Specifically, the
Team recommends against USAID involvement in capacity building in support of
decentralization (number 11 above) because it would require tremendous amounts of resources in
order to have a measurable impact. Furthermore, the success of decentralizing to the third-tier
critically depends on rationalizing State finances. Although a Project Appraisal Units (number 9
above) are needed, in our opinion it is a lower priority item. Finally, we also recommend against
USAID getting involved in VAT implementation at this time. The resource requirements are
significant and there is simply too much policy uncertainty at this time. Indeed, there are serious
reservations among knowledgeable people about the timely implementation of VAT.

USAID also may be considering an indirect or sectoral approach to State Fiscal
Management Reform. In other words, USAID could help “fix” the power and health sectors and
thereby contribute to State fiscal restructuring. While there are certainly sector problems that
need to be addressed as part of a program of fiscal restructuring, the concern is that resources
freed-up through a successful intervention in the power sector, for example, may be wasted
through tax concessions or public sector job creation schemes. As the States pursue sector
reforms, they need to develop the capacity and habit of establishing budget priorities that are
based on careful analysis. That would be one of the primary goals of establishing a fiscal
analysis unit.

In the foregoing analysis, the Team has tried to provide a concise statement of the nature
of the problem with State finances; describe a menu of possible interventions for USAID
consideration; and share our thinking about the priority of these interventions. In order to
develop a strategy, USAID expressed a desire to know about other international donor activity;
the prospects for USAID collaboration with them; and whether the three visited States are
representative of their type. We address these important issues in the following two sections.

What Are Others Doing in State Fiscal Management Reform?

The Government of India (GOI), Asia Development Bank (ADB), United Kingdom’s
Department for International Development (DFID) and World Bank (WB) have programs in
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place to support State fiscal management reforms. We briefly describe the activities of the GOI
and international donors below and provide greater detail in Annex 1V.

The GOI has created an incentive fund to encourage fiscal correction in the State sector
and fiscal management reforms. Each State is required to negotiate a Memorandum of
Understanding (MOU) with the Center. According to the terms of this facility, each State is
expected to take effective steps for revenue augmentation and expenditure compression over the
five-year period of this facility, 2000-01 to 2004-05, to broadly achieve the following objectives:
Gross Fiscal Deficit of the States as an aggregate to fall to 2.5 percent of Gross State Domestic
Product (GSDP) and Revenue deficit of all States, in an aggregate, to fall to zero.

Given the broad contours of the fiscal objectives sketched above, the State Governments
should draw up a Medium Term Fiscal Restructuring Policy (MTFRP). The GOI has a list of
specific recommendations that should be part of a State’s MTFRP including fiscal objectives and
reforms, power sector reforms, public sector restructuring and budgetary reforms. The terms of
this facility are provided in Annex XV.

The ADB and WB are providing structural adjustment loans to selected States in support
of State efforts at fiscal restructuring and fiscal management reforms. The loans are disbursed in
tranches based on achievement of agreed upon goals or milestones. These milestones are
formalized in detailed plans referred to as Medium Term Fiscal Restructuring Plans and are
similar in coverage and purpose to the MTFRP required by the GOI.

DFID has concentrated its fiscal policy work in Orissa. In Orissa, DFID has developed a
civil service employee database. This database takes into consideration employee numbers, age,
date of service and the expected date of retirement. This database should enable the State
government more clearly to determine its human resource needs and to quantify its future
pension liabilities. DFID also engages in providing technical assistance on public expenditure
management, manpower analysis, sales/VAT (tax administration) and public enterprise reform.

Table 7 provides a brief summary of International donor activity in State Fiscal
Management Reform. ADB and WB welcome USAID’s involvement in support of their
activities in the States listed below. DFID did not see opportunities for collaboration with
USAID, however no reason was cited.

One of the advantages of the proposed interventions described above is that they are
discrete. Therefore, they could work in tandem with the efforts of a multilateral donor engaged in
a significant lending program in support of State fiscal restructuring. On the other hand, these
interventions do not depend for their success on the presence of a large multilateral institution.
Furthermore, a fiscal analysis unit and the associated database development could be supportive
of USAID’s sector activities in selected States, particularly in health, power and irrigation.
Finally, the list of proposed interventions provided above are gaps that other donors are not
filling, but would welcome.
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Table 7: Summary of Other International Donor Activity

Donor State Status

Gujarat Completed

. Kerala Underway

Asian Development Bank Madhya Pradesh Underway
Karnataka and Uttar Pradesh Under consideration

DFID Orissa (TA for fiscal management reform)  Underway

Karnataka Underway

World Bank Uttar Pradesh Underway
Rajasthan Under consideration

Are Jharkhand, Karnataka and Uttar Pradesh Representative?

As previously noted, the Team visited the following three States: Jharkhand, which is a
newly formed State; Karnataka, which is a fast-reforming State; and Uttar Pradesh, which is a
slow-reforming State. The choice of States was intended to reflect the three types: newly formed,
fast- and slow-reforming. In order to develop a State strategy, it is helpful to know whether these
States are representative of these types.

To address this issue, the Team categorized the twenty-five States into the three
categories, according to widely held perceptions among Indian observers of State fiscal
condition. Table 8 shows how the twenty-five States can be categorized into these three
categories along with associated indicators of fiscal distress and socio-economic development.

A good indicator of the degree of fiscal distress that a State may be experiencing is the
percentage of 364 days that the State treasury is in overdraft. Comparing slow-reform and fast-
reform States, it is apparent in Table 8 that the slow-reform States have a greater percentage of
days in overdraft. For example, the third most distressed “fast-reforming State,” at least
according to this index, is Punjab (28.85). Among slow-reforming States, only Bihar, Jammu and
Kashmir and Madhya Pradesh out perform Punjab. Furthermore, the ratio of revenue-deficit-to-
gross-fiscal-deficit is an indicator of the degree to which States are diverting borrowings to cover
recurrent expenditures instead of investing in infrastructure investments. Again, as evident in
Table 8, the slow-reforming States generally have higher ratios than the fast-reforming States.
The third highest ratio among the fast-reforming States is Haryana (68.75), which in lower than
all but four of the slow-reforming States. In other words, slow-reforming States generally are
using a greater share of borrowings to cover revenue deficits than fast-reforming States.

In addition, the percentage of total State revenue committed to interest, salaries and
pensions indicates the quality of revenue expenditure. In many sectors, particularly health,
expenditure on wages may not be very productive if it is not matched with significant
expenditure on equipment and supplies (diagnostic equipment, vaccines, etc.). Although the data
on the share of total State revenue committed to wages, pensions and interest is not complete, the
information provided in Table 8 is suggestive. It appears that slow-reform States tend to spend a
greater share of total State revenue on committed expenditures than fast-reform States.
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Table 8: State-wise Indicators of Fiscal Distress and Socio-Economic Development

Indicators of Fiscal Distress Indicators of Socio-Economic Development
Percentage of Percentage Infant Maternal Female Per Capita
States Days Treasury Ratio of of Revenue | Mortality = Mortality Literacy NSDP
in Overdraft FD-to-GFD  Committed 1997 1992 1991 1995-96
Slow-Reform States
Assam 77.75 -26.67 n.a. 76 544 43.0 6,288
Bihar 22.25 56.77 n.a. 71 470 22.9 3,524
Jammu & Kashmir 0.00 37.96 n.a. n.a. n.a. n.a. n.a.
Madhya Pradesh 12.91 69.59 n.a. 94 711 28.8 6,518
Orissa 53.30 66.21 97.43 96 738 34.7 6,192
Rajasthan 35.16 58.17 94.77 85 550 20.4 6,959
Uttar Pradesh 57.42 74.76 n.a. 85 624 25.3 5,874
West Bengal 36.81 68.31 152.71 55 389 46.6 8,409
Fast-Reform States
Andhra Pradesh 40.38 47.04 69.16 63 436 32.7 8,938
Goa 2.75 52.31 n.a. n.a. n.a. n.a. n.a.
Gujarat 9.34 50.96 n.a. 62 389 48.6 11,977
Haryana 25.55 68.75 n.a. 68 436 40.5 13,518
Karnataka 0.00 39.05 63.04 53 450 44.3 9,384
Kerala 56.04 67.39 104.05 12 87 86.2 8,924
Maharashtra 10.16 52.61 n.a. 47 336 52.3 15,457
Punjab 28.85 69.55 n.a. 51 369 50.4 16,044
Tamil Nadu 20.88 71.94 85.39 53 376 51.3 10,222
Newly Formed States
Arunachal Pradesh 0.00 -319.39 n.a. n.a. n.a. n.a. n.a.
Himachal Pradesh 22.53 61.53 n.a. n.a. n.a. n.a. n.a.
Manipur 72.25 -101.80 n.a. n.a. n.a. n.a. n.a.
Meghalaya 0.00 -11.71 n.a. n.a. n.a. n.a. n.a.
Mizoram 8.79 -33.37 n.a. n.a. n.a. n.a. n.a.
Nagaland 14.01 5.51 n.a. n.a. n.a. n.a. n.a.
Sikkim 0.00 37.41 n.a. n.a. n.a. n.a. n.a.
Tripura 0.00 -78.35 n.a. n.a. n.a. n.a. n.a.

n.a. — not available.

It is interesting to see if fiscal distress correlates with indicators of socio-economic
development. Table 8 clearly shows that infant mortality and maternal mortality tend to be lower
in slow-reforming States, while per capita NSDP and female literacy tend to be higher in fast-
reforming States. For example, Haryana has the highest infant mortality rate among the fast-
reform States, which is lower than every slow-reform State except one (West Bengal). Likewise,
Karnataka has the highest maternal mortality rate among fast-reforming States, which is lower
than every slow-reforming State except for West Bengal. Similar patterns are evident for female
literacy and per capita NSDP.

In summary, based on these data it would appear that Uttar Pradesh is representative of a
slow-reforming State and Karnataka is typical of a fast-reforming State. Therefore, conclusions
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drawn from field visits by the Team about the need for particular interventions in Uttar Pradesh
and Karnataka should apply to other States in the same category. Of course, there always will be
State specific idiosyncrasies. For example, Uttar Pradesh does not express a desire for technical
assistance and capacity building in tax administration, but other slow-reforming States may
desire it.

The newly formed States require special mention. The Team could not obtain data for the
“newly formed States,” therefore they are not included in Table 8. In addition, we have included
many of the Northeastern States in the “newly formed State” category. Although the data in
Table 8 are incomplete, the fiscal distress indicators suggest that the Northeastern States are in
relatively good fiscal condition. They are placed in the “newly formed State” category because
they are generally believed to lack capacity and to rate low relative to other States in terms of
socio-economic development.

In devising a State strategy USAID also may wish to keep in mind the relative merits of a
State’s objective needs, perceived needs, receptivity to adopting fiscal management reforms and
absorptive capacity. For example, Jharkhand ranks high relative to the other States in terms of
receptivity to reforms. Officials there clearly recognize the need to implement fiscal management
reforms. Furthermore, the officials of Jharkhand make a very convincing case that since it is a
newly formed State they have very little capacity for fiscal management within the government.
They also are very enthusiastic about the prospect of USAID assistance in support of fiscal
management reforms. On the hand, Jharkhand enjoys a budget surplus, so the objective needs of
the State, as opposed to the perceived needs, may not be as high as in other States. In the case of
Jharkhand, the goal of implementing fiscal management reforms would be to prevent the State
from falling into the debt trap in which the others find themselves.

In contrast, Uttar Pradesh ranks relatively high in terms of objective need for fiscal
management reforms simply due to its population and the severity of the fiscal problems it faces.
Nevertheless, Uttar Pradesh ranks relatively low in terms of receptivity to and perceived need for
reform. Consequently, Uttar Pradesh’s absorptive capacity may be low relative to Jharkhand.
Meanwhile, Karnataka ranks high in terms of receptivity to fiscal management reforms and
absorptive capacity, however, it ranks relatively low, in terms of objective needs. Although the
fiscal condition of Karnataka is quite poor, it is committed to reforms and is already receiving
substantial assistance from the WB.

Additional criteria that USAID may wish to consider while devising a State strategy is
the influence of the levels of official corruption and administrative efficiency in each State on
absorptive capacity for and impact of fiscal management reforms. More specifically, some
believe that the States of India can be categorized according to the four cells of Matrix 1 below.
For example, Kerala may be an example of a State characterized by a low level of official
corruption and a low level of administrative efficiency. If so, then Kerala would fall into Cell 1
of the Matrix. Tamil Nadu, on the other hand, may fall in Cell 2: States characterized by low
levels of official corruption and high levels of administrative efficiency.

Generally speaking, States with high levels of administrative efficiency will rate high in
terms of absorptive capacity because they will be able to implement reforms in a timely and
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orderly fashion relative to States with low administrative capacity. While States with high levels
of official corruption may be able to implement management reforms, the result of such reforms
may simply translate into more efficient corruption rather than a favorable impact, like higher
quality of public expenditure. In other words, USAID may wish to consider whether it would
prefer to work in States falling in Cell 1, which have low absorptive capacity, but more likely to
result in favorable impacts, as opposed to those in Cell 3 with high absorptive capacity, but more
likely to result in unfavorable impacts.

Matrix 1: State Categorizations
Low efficiency High efficiency
Cell 1
Low corruption Low capacity
Favorable impact



Figure 1: Economic Growth

Strategic Objective:

Increase Transparency and Efficiency in Resource Allocation and Mobilization in Selected States

Strategic Objective Indicators:

1. Increased investment by state governments in social sectors.

2. Increased investment - by private sector in infrastructure services.

intermediation.

Intermediate Result 1:
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markets to conduct efficient

Intermediate Result 2:

Increased capacity of State
governments to strengthen fiscal
discipline.

Intermediate Result 3:

Increased capacity of local urban
bodies to raise resources.

K-Market Reform

Pension Reform

Increased transparency
and efficiency in
delivery of services
through IT applications.

PSE Reform

Insurance Sector
Reform

Microfinance
Reform

State Fiscal
Management
Reform

Infrastructure
Reform

21




These structural weaknesses in State finances stem from decisions taken by the States and
reflect the absence of forward looking capacity to analyze the fiscal consequences of policy,
regulatory and procedural decisions. The primary focus of State governments is on
administrative approval of schemes/programs and the level of disbursement. Little emphasis is
placed on cost-benefit analysis of programs, the quality of expenditure and attainment of
objectives. For example, the Department of Finance in Uttar Pradesh with a population of 166
million (equivalent to the seventh largest nation in the world) does not have an institutional
structure dedicated to fiscal analysis to inform decision-making on revenue and expenditure
policies of the State. Poor management information systems exacerbate this weakness. In
Karnataka, one of India’s more reform-minded States and the ‘Silicon Valley’ of India, the
government’s statistical department for the entire State has only three computers.

Other weaknesses related to State fiscal management include: (a) poor compliance and
lack of innovative approaches to tax and non-tax resource mobilization; (b) continued support of
unsustainable patterns of investment and expenditure; (c) inefficiency of public sector enterprise
performance (that are currently supported through large State subsidies); and (d) inability to
recover costs from public sector enterprises. Much of the above are the result of an absence of
analytical capability and poor MIS. Capacity building to support of State fiscal management
reforms are critical, if States are to restructure their finances with a minimum adverse impact on
the poorest members of society.

Finally USAID asked the Team to relate the IR - increasing the capacity of State
governments to strengthen fiscal discipline - to good governance. Box 1 below provides a handy
working definition of good governance.

Box 1
“Good governance is epitomized by predictable, open and enlightened policy
making, a bureaucracy imbued with a professional ethos acting in furtherance of
the public good, the rule of law, transparent processes and a strong civil society
participating in public affairs.” Source: United Nations website.

The Team has given priority to three potential interventions: establishing a fiscal analysis
unit, strengthening MIS capabilities by modernizing treasury operations and developing a HR
database and increasing the capacity of State government to produce regular and timely socio-
economic indicators by district. In our opinion, these potential interventions are supportive of
good governance.

First, establishing a fiscal analysis unit will make the budget formulation process more
predictable, open and enlightened. The failure of State government to evaluate the near term
fiscal implications of policy choices is clearly not enlightened policy making or in furtherance of
the public good. As previously discussed, actual State expenditures bear little resemblance to
planned expenditures as described in the budget. Poor budget execution is not only evidence of
poor management, but it also undermines the ability of civil society to participate meaningfully
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in public affairs. In order for civil society to participate in public affairs, it is helpful if
government processes are transparent. For example, it is valuable to know how much the
government is spending on education and health, the number of employees, etc. The State budget
document is the public’s primary source of information on the activities on State government.

Second, modernizing State treasury operations will improve the quality of public
expenditure by ensuring that money is spent as intended and increase transparency, and thereby
strengthen civil society, by ensuring that there is an appropriate correspondence between the
budget and actual expenditures. In addition, making State budget information more accessible to
the public will help strengthen the role of civil society in public affairs. This could be
accomplished by, for example, increasing the general fiscal knowledge of NGOs and journalists.
Finally, having access to key social-economic indicators on a regular and timely basis will
increase transparency and strengthen civil society.
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ANNEX |
Approach

Task/Work Requirements

The following issues and related set of tasks form the substance of the work that will be
completed by the contracted team of consultants. The states selected as test targets for the
team’s analytic work are: 1) Karnataka - identified as a pro-reform state; (2) Uttar Pradesh (U.P.)
- identified as a slow-reform state; and (3) Jharkand - a newly formed state.

Issue 1: Enhanced capacity of states to increase efficiency, transparency and accountability
in resource mobilization.

For the last few years, tax revenues of states have remained stagnant while the tax
systems that generate these revenues are, for the most part, inefficient and distorted. As a
general rule, approximate two-thirds or 66 percent of the total revenue of state governments is by
the states with the other third or 34 percent coming from tax revenues that are raised by the
center and then transferred to the states. There are numerous problems in the state tax regimes,
including: their cascading nature; the multiplicity of rates; the exportation of taxes; and poor
compliance.

Task 1 - The subcontractor will analyze the existing tax and non-tax administration, structure
and systems in the three selected states and develop a list of current constraints to efficient,
transparent and accountable mobilization of revenues, including reference to the VAT and
Modified VAT. The analysis will also address the state government’s (especially the state
finance and planning ministries’) research, planning and analytical capabilities, as well as the
Management Information Systems (MIS) that are used to monitor and assess tax and non-tax
revenue mobilization.

Task 2 - The subcontractor will recommend a feasible course of actions that will mitigate the
negative impact of such existing constraints. The objective of such a course of actions to USAID
for its consideration will be to improve the tax and non-tax administration, structure and systems
so as to increase overall efficiency, transparency and accountability. The suggested course of
actions will include reference to the Value Added Tax (VAT) and the Modified VAT
(MODVAT) systems that are currently being introduced by the Government of India (GOI).

The subcontractor shall also address the adequacy of existing training infrastructure (both
in terms of quality and outreach) at the state level. The proposed course of corrective actions to
USAID for its consideration will be aimed at strengthening the institutional capacity of the
relevant state government departments and ministries to establish a more efficient, transparent
and accountable tax and non-tax administration, structure and systems.

The subcontractor shall address the state government’s research, planning and analytical
capabilities, as well as the management information systems that are sued to monitor and assess
tax and no-tax mobilization.



Based on the above, the subcontractor shall recommend a program of technical assistance
and training for USAID to consider in order to help improve the tax administration, structure and
systems in each of the three selected states. While making recommendations, the subcontractor
should identify the following: U.S strength and expertise in this area; potential synergies between
different Mission Strategic Objectives that such an intervention will promote; and the potential to
leverage other donor activities in this area.

Issue 2: Improved capacity of states to increase efficiency, transparency and accountability
in expenditure management.

Public expenditures pay primarily for wages, salaries, pension, and interest payment on
old debt — a large part of which go towards supporting the burgeoning subsidies. Wages and
salaries, as a proportion of total state expenditures, have been rising steadily over the past
decade. The State Governments’ wage bill is estimated to have increased by 2-4 percent as a
percentage of State GDP, over the last decade. As a result of this, the state governments are
increasingly unable to sustain the level of borrowing at markets rates to finance these fiscal
deficits.

The lack of any real social security system throughout India is largely responsible for the
resistance to changing the systems that is common among workers and unions. They fear job
loss as a result of the downsizing that would occur under a program of fiscal reforms. Therefore,
the development and establishment of safety nets such as unemployment insurance schemes and
pension fund schemes, is an urgent requirement.

Pensions weaken the fiscal position of both the Center and the States. In fiscal year
2000-2001, payment to such schemes consumed more than 15 percent of Central Government
revenues, in fact, pensions have been the fastest growing item in the state budgets over the last
decade. Civil servants continue to be covered by non-contributory, defined benefit schemes.
Currently, the Central Government and an increasing number of state governments are struggling
with the mounting cost of pensions for their employees. In addition, the privatization process
has exposed a separate set of pension liabilities of the state-owned enterprises. For example,
though the data has not yet been fully developed, independent actuarial valuations of the
Electricity Board pension schemes of both Andhra Pradesh and Uttar Pradesh revealed liabilities
equivalent to 3-4 percent of State GDP. Recently, a proposal to enable new civil servants to join
private pension schemes has been suggested. Unlike voluntary retirement savings, mandated
contributions to private sector schemes imply greater liability on the part of the Government.

Task 3 - The subcontractor shall analyze the existing expenditure management structure,
processes and systems in the three selected states. The analysis will include how wages, salaries,
pension, interest payments and subsidies (implicit/explicit) are calculated, analyzed, tracked,
assessed and coordinated between the various departments of relevant ministries and with respect
to treasury operations. Documentation of the current liabilities and future fiscal burdens of
current and future expenditures for above items will help to demonstrate the magnitude of the
problem involved.



Out of this analysis the subcontractor shall develop a comprehensive list of existing
constraints to a more efficient, transparent and accountable expenditure management structure.
The analysis will also address the state government’s (especially the state finance and planning
ministries’) research, planning and analytical capabilities, as well as the MIS capabilities to
track, monitor and assess expenditure management.

Task 4 - The subcontractor shall identify a feasible course of actions for USAID’s consideration
aimed to mitigate the negative impact of such existing constraints, so as to improve the
expenditure management system and increase efficiency, transparency and accountability. This
identification will include a discussion of the expenditure management structure, processes,
systems and controls, strengthening of treasury operations, improved debt management; and
budgeting. The subcontractor will also address the adequacy of the existing training
infrastructure (both in terms of quality and outreach) to help strengthen the institutional capacity
of the relevant government departments and ministries.

Based on the above, the subcontractor shall recommend a program of technical assistance
and training for USAID to consider in order to help improve public expenditure management
system and increase efficiency, transparency and accountability in each of the three selected
states. While making recommendations, the subcontractor should address the following: U.S
strength and expertise in this area; potential synergies between different Mission Strategic
Objectives that such an intervention can promote; and the potential to leverage other donor
activities in this area.

Issue 3: Enhanced capacity of states to better coordinate revenue allocation and
expenditure management between the state finance and planning ministries and the public
sector enterprises (PSEs) and public sector infrastructure service providers to reduce the
burden on the state fiscal budgets.

Throughout the 1970s and 1980s, the states expanded investments in physical
infrastructures and social services without establishing appropriate mechanisms for cost recovery
and for maintaining these assets over time. Prices charged for power, water, irrigation, higher
education and other services are now commonly a small fraction of production costs. Low user
charges for public services have resulted in a burgeoning of the subsidy bill to support poorly
managed and heavily subsidized PSEs. The power sector is a clear example — subsidies amount
to 1-2 percent of GDP and contribute up to 50 percent to most state fiscal deficits. As a result,
the central government subsidizes losses of around $1.7 billion a year. Although, the public
sector dominates infrastructure service provision, most public sector units do not provide high
quality, timely or cost efficient services.

Further, there are 1000 state-level PSEs that impose a serious fiscal burden on the states
and the center. Inefficiently managed PSEs also constrain private sector efficiency since the
private sector sources inputs and infrastructure services from PSEs.

Capacity must be built within the public sector to operate at market efficiencies and
strong public-private partnership must be promoted. States have often used guarantees to bypass
the ‘hard budget constraint’ that they face. Outstanding guarantees have grown at a fast pace



during the 1990s. There is an urgent need to curtail the reliance on guarantees in order to
prevent the non-transparent increase in government liabilities and over burdening future
generations with debts.

Task 5 - Based on secondary material and field visits, the subcontractor will document for the
three selected states, the constraints to reducing the fiscal burden on the state budgets that are
imposed by state level PSEs and the state infrastructure service providers.

With respect to PSEs, the subcontractor shall document: The number of PSEs in each
state; the sectors covered by the PSEs; the size of PSEs by investment and employment; the
estimated burden (subsidy, wages, salaries and pensions) on the states fiscal deficit; the current
pricing policies that are followed; and any existing or planned programs for
disinvestment/privatization of such PSEs and any regulatory impediments to privatization.

With respect to the infrastructure sector, the subcontractor shall document: The existing
methods of financing road projects; the current pricing structure; and the status of any existing
private sector participation in road projects. As part of this element of the analysis, the
subcontractor should also focus on the research, planning and analytical capabilities of public
sector infrastructure policy makers and service providers. The subcontractor shall also analyze
the existing and needed MIS capabilities of such entities.

The subcontractor shall document the pension schemes and other social safety net
structures in place in each state and the attitude toward and need for reform.

The AYSPS team will recommend possible technical assistance and training activities to
build the capacity of the state ministries of planning and finance to coordinate revenue allocation
and budget processes between ministries.

Based on this identification process, the subcontractor shall recommend possible
technical assistance and training activities for USAID to consider aimed at building capacity of
the state ministries of planning and finance to better coordinate revenue allocation and the budget
process between the ministries and the PSEs and the public infrastructure service providers at the
state level. The subcontractor also shall analyze the existing and needed MIS capabilities of such
entities. While making recommendations, the subcontractor will address the following: U.S
strength and expertise in this area; potential synergies between different Mission Strategic
Objectives that such an intervention can promote; and the potential to leverage other Donor
activities in this area.

Issue 4: USAID/India five-year action plan

Currently, USAID/India has no direct presence in the state fiscal management reform
process. There are, however, on-going programs in the Mission that address issues related to
cost recovery, subsidies, user costs, the ability of local governments to mobilize resources, the
approaches to increasing efficiency, transparency and accountability of the infrastructure sector
(road) and local governments.



Task 6 - The subcontractor shall recommend alternative approaches for USAID’s consideration
that will strengthen the fiscal management reform efforts at the state level. This will include
tested options to mitigate the negative impact of the fiscal management reform at the state level,
including reform of pension schemes, unemployment insurance and the social safety net. In
making the recommendations, the subcontractor will take into consideration: (a) the key gaps and
the niche areas for intervention; (b) the nature of intervention (technical assistance and/or
training, etc.); (c) possible suitable implementing partners for USAID; (d) a time frame for
suggested interventions; and (e) some possible performance indicators for measuring the
achievement of targeted results and the impact of interventions on gender equity issues.

The assessment shall include tested options to mitigate the negative impact of the fiscal
management reforms, including reform of pension schemes, unemployment insurance and the
social safety net.

As part of this recommendation process, the subcontractor shall briefly describe what
major international donors are doing in the area of state fiscal management reform, including
infrastructure sector reform in the area of roads and PSE privatization/reform. The
subcontractor shall also recommend possible approaches to measuring the impact of such
interventions on gender equity issues.

Methodology

Based on the tasks described above the subcontractor will write an assessment that provides
the following elements:

e a program of technical assistance and training to help improve tax administration
structures and systems in each of the three selected states.

e a program of technical assistance and training to improve the expenditure management
system and increase efficiency, transparency and accountability.

e a program of technical assistance and training to build the capacity of state ministries of
planning and finance to better coordinate revenue allocation and the budget process
between the ministries, PSEs and the public infrastructure service providers. The team
also will analyze the existing and needed MIS capabilities of such entities.

e a program of tested options to mitigate the negative impact of the fiscal management
reforms, including reform of pension schemes, unemployment insurance and the social
safety net.



The team will take into account: key gaps and niche areas for intervention; the nature of
intervention (technical assistance and/or training); possible suitable implementing partners for
USAID; and some possible performance indicators for measuring the achievement of targeted
results and the impact of interventions on gender equity issues.

The team will identify niche areas by considering the following criteria. First, the niche
areas should be in areas of real as opposed to marginal need. Second, recommended
interventions should have the support of the leadership of the states. USAID, the assessment
team and other donor organizations may believe that there is a tremendous need to restructure
PSEs and increase cost recovery. Unless the political leadership supports such interventions,
however, the intervention will not be successful. There must be an appropriate correspondence
between USAID’s view of a real need in a given state and the priorities established by the state.
Third, USAID’s interventions should be complementary to the activities of the center, the state
and other donor organizations. There is no reason for USAID to compete with and/or duplicate
the effort of other international donor organizations in a given state. Fourth, the U.S. should have
a comparative advantage in providing the technical assistance or training. There may be cases in
which other countries have a greater capacity than the U.S. to conduct certain types of technical
assistance.

Finally, the team must synthesize and weigh the analysis of the three states and formulate
a common program. The formulation of a common program will depend in large part on the
niche areas that are identified. It is likely that newly formed states will require a different
program of support than a pro-reform state. Similarly, a slow reform state may see the writing on
the wall and wish to follow the successes of a pro-reform state in addressing some of the fiscal
issues described above. Thus, the team must weigh the needs and capacities of these three types
of states in order to formulate a technical assistance and capacity building program. In all
likelihood, the recommended program of interventions will have many common elements, but
there also may be unique circumstances that call for customizing the intervention to suit the
condition of individual states. In part, the unique circumstances may include whether the state is
pro-reform, slow reform or a newly formed state.



ANNEX 11
Overview of India’s Fiscal Situation

Introduction

Public expenditure, broadly defined as the total expenditure incurred by governments at
national level and sub-national levels, account for a considerable share of national income in any
country. In India, this share is about one-third of the national income. Indeed, as against the
general belief in this country, the share of public expenditure in developed market economies, as
a proportion of national income, is higher in most cases. The issue of concern here is not the
level of public expenditure in India, but the kind of public expenditure and the way it is financed.
After a detailed discussion of the overall finances of the Center and the States in Part 1, Part 2 of
the study focuses briefly on the government finances of individual States.

PART 1

A twenty-year time series of Government expenditure at the Center and the States is
presented in Table 11.1. The combined total expenditure given in the last column of the table
represents the total public expenditure in the country except that it does not include the resources
raised by the local bodies for their own expenditure which is estimated to be just over one
percent of GDP. The broad trend over the two decades indicates that while the government
expenditure as a share of GDP had been increasing in the 1980s to peak in 1986-87, the trend got
reversed subsequently. However, an upward trend is discernable since 1996-97.

Table 11.1: Government Expenditure as a Share of GDP (in Percent)

Center States Combined

Year Revenue Capital Total Revenue Capital Total Revenue Capital Total
1981-82 9.1 5.8 14.9 10.1 3.6 13.7 19.2 9.4 28.6
1982-83 9.9 6.4 16.3 10.7 35 14.2 20.6 9.9 30.5
1983-84 10.1 6.0 16.2 10.8 33 14.2 20.9 9.3 30.2
1984-85 11.2 6.5 17.7 115 3.4 14.8 22.7 9.9 32.6
1985-86 12.1 6.7 18.8 11.7 3.2 14.9 23.8 9.9 33.7
1986-87 13.0 7.0 20.1 12.2 33 15.5 25.2 10.3 35.5
1987-88 13.0 6.2 19.2 12.7 31 15.8 25.7 9.3 35.0
1988-89 13.2 59 19.0 12.3 2.6 15.0 25.5 8.5 34.0
1989-90 12.9 5.6 18.5 12.6 2.6 15.3 25.5 8.2 33.7
1990-91 12.6 4.5 17.1 13.2 25 15.7 25.8 7.0 32.8
1991-92 12.4 4.0 16.4 12.9 24 15.2 25.3 6.4 31.7
1992-93 12.4 4.0 16.4 12.9 24 15.2 25.3 6.4 31.7
1993-94 12.6 3.9 16.5 12.7 2.2 15.0 25.3 6.1 314
1994-95 12.1 3.8 15.9 12.7 2.7 15.4 24.8 6.5 31.3S
1995-96 11.8 33 15.1 12.3 2.3 14.5 24.1 5.6 29.7
1996-97 11.7 31 14.8 12.4 2.0 14.4 24.1 5.1 29.2
1997-98 12.3 35 15.8 125 2.0 14.4 24.8 5.5 30.3
1998-99 12.3 35 15.8 125 2.0 14.4 24.8 5.5 30.3
1999-2000(RE) 13.1 2.6 15.7 14.1 2.2 16.2 27.2 4.8 32.0
2000-01(BE) 12.1 2.5 14.6 12.6 2.1 14.6 24.7 4.6 29.3

Source: All figures except those for the last two years are audited figures from the office of CAG. Figures
for the last two years are from Budgets.
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The trend over time of the two components of public expenditure viz., Revenue and
Capital have been somewhat different. While the growth in revenue expenditure in the 1980s
continued unabated till early 1990s, the growth in capital expenditure was rather short-lived.
Indeed, revenue expenditure as a percentage of GDP shows three distinct peaks, first in 1987-88,
next in 1990-91 and last in 1999-2000. In contrast, the capital expenditure as a share of GDP
peaked in 1986-87 and subsequently experienced a more or less continuous decline over the
subsequent period. Indeed, the share of capital expenditure in government expenditure as a
proportion of GDP has come down by more than half over the last 14 years.

While there are broad similarities in the trend experienced by government expenditure at
the Center and the States, there are also certain distinct features. Total expenditure of the Center
as a share of GDP increased in the 1980s to peak in 1986-87 and declined almost continuously in
the subsequent years. This decline is essentially on account of a steep decline in the capital
expenditure of the Center. The capital expenditure of the Center as a share of GDP was as much
as 7 percent in 1986-87, which steadily declined to almost one-third that level by the end of the
1990s. The revenue expenditure of the Center, increased more or less, steadily during the 1980s
to reach the peak in 1989-90 and thus gradually declined in the 1990s till 1996-97. This trend
was reversed subsequently.

The total expenditure of the States showed much less variation over the twenty- year
period under consideration. As a share of GDP, it increased gradually through the 1980s,
declined somewhat in the 1990s but steeply increased in 1999-2000. Throughout the period
under consideration, the level of State expenditure was below the corresponding figure for the
Center, except in 1999-2000. While the level of revenue expenditure of the States has been
normally higher than that of the Center, except for a few years in the late 1980s, the level of
capital expenditure of the States has been invariably lower than that of the Center. The States
have been showing a declining trend in capital expenditure similar to that of the Center but of a
lower order. Revenue expenditure of the States showed increasing trend in the eighties, but
remained more or less steadily subsequently, except for a spurt in 1999-2000.

A few observations about the overall trends discussed in the above paragraphs may be in
order. The spurt noticed in revenue expenditure at the Center as well as in the States in late
1980s and again in late 1990s is mainly on account of salary revisions for the government
employees consequent upon the recommendations of the Fourth Pay Commission and Fifth Pay
Commission respectively. The steep decline in capital expenditure of the Center is partly due to
a policy change in the financing of public sector undertakings (PSUs) of a commercial nature
since the second half of the 1980s. The PSUs which were depending on sizeable equity capital
and loans from the government for their investment funds till then, have been encouraged to
depend more and more on their internal resources and capital market in the subsequent period.

Financing of State Government Expenditure
There is a clear imbalance between the expenditure responsibilities and the own revenue

sources of the State governments. ~ While provision of most of the social and economic
services as well as general administrative services is in the domain of the State governments, the
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major revenue sources are with the Center. As a result, substantial revenue transfers take place
from the Center to the States as ordained by the Constitution and through the mechanism of
Planning Commission. The revenue transfers from the Center account for about 40 percent of
the total revenues of the States. This share has not changed substantially over the period.

Table 11.2 presents the component-wise details of State revenues for two decades.
Though the various components of the revenues of the States have been showing upward trend in
the 1980s and somewhat downward trend, of late, the overall trends have been significantly
subdued as compared to the trends noticed in the case of expenditure of the States as well as
Central devolution remained in the narrow band of 7.2 percent to 8.2 percent of GDP throughout
the period. Similarly, the total non-tax revenues of the States comprising of own non-tax
revenues and Central grants remained between 3.1 percent and 4.3 percent throughout the period
under consideration. While own tax revenue accounted for as much as 65 to 70 percent of the
total tax revenues, own non-tax revenues accounted for less than 50 percent of the total non-tax
revenues, on the average.

Table 11.2: Components of State Revenues as Share of GDP (in Percent)

Tax revenues Non-tax revenues
Share of Own Total
Own Tax  Central Total non-tax Central non-tax Total
Year Revenue Taxes Revenue revenue grants revenue revenues

1981-82 49 2.5 7.4 1.9 1.6 35 10.9
1982-83 5.0 2.5 7.5 1.9 1.8 3.7 11.2
1983-84 49 2.3 7.2 1.9 1.9 3.8 11.0
1984-85 5.0 2.4 7.3 1.8 1.9 3.7 11.0
1985-86 5.2 2.6 7.8 1.9 2.3 4.2 12.0
1986-87 5.3 2.7 8.0 2.0 2.2 4.2 12.2
1987-88 5.4 2.7 8.2 1.9 2.3 4.2 12.4
1988-89 5.3 2.5 7.8 1.8 2.3 4.1 11.9
1989-90 5.3 2.7 8.0 1.8 1.7 35 11.5
1990-91 5.3 2.5 7.8 1.6 2.2 3.8 11.6
1991-92 55 2.6 8.1 1.9 2.3 4.2 12.3
1992-93 5.3 2.8 8.1 1.7 2.4 4.1 12.2
1993-94 5.4 2.6 8.0 1.8 2.5 4.3 12.3
1994-95 55 2.5 8.0 2.1 2.0 4.1 12.1
1995-96 5.4 2.5 7.9 1.9 1.8 3.7 11.6
1996-97 5.2 2.6 7.8 1.7 1.7 3.4 11.2
1997-98 5.4 2.7 8.0 1.6 16.0 3.2 11.2
1998-99 5.3 2.3 7.6 1.4 1.7 3.1 10.7
1999-2000(RE) 5.6 2.4 8.0 1.4 1.8 3.2 11.2

Source: Reserve Bank of India (RBI)

A comparison of the revenue expenditure of the State governments as given in column 5
of Table Il.1 and the revenue receipts of the State governments as given in column 8 of Table
11.2 clearly indicates that the States enjoyed revenue surpluses at the aggregate level in the early
1980s; but since 1987-88 they have been experiencing revenue deficits on a continuing basis. It
implies that the States have been forced to borrow beyond their requirements for capital
expenditure. It is also well known that Center has been resorting to large-scale borrowings to
meet its commitments including transfers to the States. Since late 1970s the Center has been

-3



experiencing revenue deficits and as a result the borrowings of the Center have been significantly
exceeding its capital expenditure.

Table 11.3 presents the gross fiscal deficit (GFD) and revenue deficits (RD) of the Center
and the States for a period of two decades since 1981-82. Throughout the 1980s the GFD of the
Center have been raising upwards,. Indeed, a major objective of the economic reforms initiated
in 1991, especially the stabilization policies adopted, was to contain these deficits measures. As
column 2 of Table 11.3 indicates, there was considerable success in bringing down the GFD of
the Center since 1991-92, though the success in terms of the targeted reduction could not be
achieved. Another matter of concern is that almost the entire reduction of GFD was achieved by
cutting down the essential capital expenditure as there was hardly any reduction in revenue
deficit since 1991-92 as indicated by column 5 of the table.

Table 11.3: Gross Fiscal Deficit and Revenue Deficit as a Percentage of GDP

Gross Fiscal Deficit Revenue Deficit Percentage share of RD in GFD
Year Center States Combined Center State Combined Center State Combined
1981-82 51 2.2 7.3 0.2 -0.8 -0.6 3.9 -36.4 -8.2
1982-83 5.6 2.2 7.8 0.7 -0.5 0.2 125 -22.7 2.6
1983-84 5.9 2.3 8.2 11 -0.1 1.0 18.6 -4.3 12.2
1984-85 7.1 2.6 9.6 1.4 0.4 1.8 19.7 15.4 18.8
1985-86 7.8 2.9 10.7 2.0 -0.2 1.8 25.6 -6.9 16.8
1986-87 8.4 2.4 10.8 25 0.0 25 29.8 0.0 23.1
1987-88 7.6 2.6 10.2 2.6 0.3 2.9 34.2 115 28.4
1988-89 7.3 2.7 10.0 25 0.4 2.9 34.2 14.8 29.0
1989-90 7.3 2.4 9.7 25 0.7 3.2 34.2 29.2 33.0
1990-91 7.8 2.7 10.6 3.3 0.9 4.2 42.3 33.3 39.6
1991-92 5.6 2.9 8.4 25 0.9 3.4 44.6 31.0 40.5
1992-93 5.4 2.8 8.2 25 0.7 3.2 46.3 25.0 39.0
1993-94 7.0 2.4 9.4 3.8 0.4 4.2 54.3 16.7 44.7
1994-95 5.7 2.7 8.4 3.1 0.6 3.7 54.4 22.2 440
1995-96 51 2.7 7.8 25 0.7 3.2 49.0 25.9 41.0
1996-97 4.9 2.7 7.6 2.4 1.2 3.6 49.0 444 474
1997-98 5.9 2.9 8.8 3.1 11 4.2 525 37.9 47.7
1998-99 6.4 4.2 10.6 3.8 2.5 6.3 59.4 59.5 59.4
1999-2000 5.6 4.6 10.2 3.8 2.9 6.7 67.9 63.0 65.7
2000-01(RE)* 55 4.4 9.9 4.0 2.4 6.4 72.7 54.5 64.6

* Note: RE: (Revised Estimates)
Source: Based on RBI statistics

Structural adjustment program and fiscal consolidation initiated in 1991 were essentially
at the Center only and as such the deficit indicators of the States remained rather unaffected as
can be seen from columns 3 and 6 of Table 11.3. While the GFD of the States remained more or
less stable at around 2.5 to 3.0 percent of GDP for the better part of the Nineties, there was a
quantum jump during the last three years. This spurt was essentially on account of the additional
revenue outgo on account of the salary revision and the accompanying arrears payment. This is
also reflected in the steep increase in the revenue deficits of the States during the last few years
as reflected in column 6 of the Table.

One can, perhaps, argue with some justification that public borrowing as such is not bad,
provided the borrowed funds are invested in building up assets which will generate incomes to
service the debts or at least generate economic growth which will boost the revenue earnings of
the government to service the debt. However, if a sizeable share of the borrowings are used up
in meeting the current revenue gap of the government, it is a matter of serious concern. Indeed,
this has been precisely happening in India, both at the level of the Center and the States since the
mid-eighties. This is amply evident from the trend shown by the figures in column 8, 9 and 10
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of Table I11.3. Column 8 indicates that RD as a share of GFD increased from around 25 percent
in 1985-86 to over 72 percent in 2000-01. This implies that while 15 years ago 25 out of 100
rupees borrowed were used up in meeting the current revenue gap, now over 72 out of 100
rupees of such borrowings are used up in meeting the revenue gap. In the case of the States the
deterioration is even more tragic. In 1986-87, there was no RD implying that the entire
borrowing was available for capital expenditure. The fiscal situation of the States steadily and
decidedly worsened over the past 14 years and now more than half of the borrowings of the
States is used up in meeting the current revenue gap. Since 1998-99, the combined revenue gap
of the Center and States is 60 percent or more of the GFD.

Alarming Deterioration of State Finances in Recent Years

During the 1990s the overall fiscal position of the States had been improving, though
modestly, till 1996-97. The situation, however, went out of control since 1997-98. The
outstanding debt of all States together more than doubled from Rs.243000 crore in March 1997
to about Rs.500000 crore in March 2001. State Debt:GDP ratio, which was over 19 percent in
the early 1990s came down to under 18 percent by 1996-97, but shot up to over 23 percent in
four years by 2000-01.(Table 11.4).

Table 11.4: A Few Key Indicators of State Finances

Average Interest Interest+ Tariff

Year Debt interest payments Pension Pension recovery
1990-91 19.47 9.20 1.53 0.63 17.47

1991-92 19.37 9.92 1.68 0.57 17.59

1992-93 19.04 10.46 1.77 0.59 17.61 82.2
1993-94 18.63 11.11 1.84 0.59 18.52 78.3
1994-95 18.27 12.13 1.92 0.61 20.57 78.3
1995-96 18.72 11.89 1.86 0.66 21.50 77.4
1996-97 17.88 11.56 1.88 0.72 23.07 76.7
1997-98 18.53 12.37 1.98 0.76 23.77 75.2
1998-99 19.36 12.76 2.03 0.92 28.30 70.7
1999-2000 21.57 13.31 2.35 1.15 36.63 70.2
2000-01 22.77 12.97 2.48 1.09 36.61 69.8

Notes: Debt: Debt of States as a percentage of GDP

Average interest: Average interest cost of debt to States

Interest payments: Interest payment of States as a percentage of GDP

Pension: Pension payments of States as a percentage of GDP

Interest+ Pension: Interest payments + pension payments of States as a percentage of revenue receipts
Tariff Recovery: Recovery through tariff as a percentage of cost — State electricity Bards (combined)
Source: Based on RBI statistics

Average interest cost of State borrowings, which was 9.2 percent in 1990-91, steadily
increased through the 1990s to reach 13.3 percent in 1999-2000, but decreased somewhat
subsequently. The combined effect of growth in debt stock and rise in the cost of borrowing has
been a crushing growth in interest burden. The interest liability of all States, together, increased
more than six-fold during the last decade from less than Rs.9000 crore to more than Rs.54000
crore. Indeed, the incremental interest burden in the last year of the decade was more than the
absolute interest burden at the beginning of the decade. (Table 11.4).
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The outstanding debt and the associated interest burden discussed above are the direct
liabilities of the States. Besides, the contingent liabilities on account of State guarantees to
borrowings by the parastatals have also been mounting of late. According to Reserve Bank of
India, such liabilities have already crossed Rs.125,000 crore by March, 2001 and are still
growing at a fast rate. Servicing of a major share of such debts devolve on the State exchequer.

Several factors have contributed to this alarming development. The main reasons have
been the inability of the States to contain the growth in revenue expenditure and at the same time
their reluctance to raise additional revenues. Interest payments and salary and pension liabilities
have registered unprecedented growth. Interest burden as a percentage of revenue receipts has
gone up from 13 to over 22 in the last decade. This was the combined effect of increase in the
debt burden and increase in the cost of funds. (Table 11.4).

The salary burden, which as a share of revenue receipts, had been going down till 1996-
97 has shot up since 1997-98. The salary bill of the States has more than doubled in three years
since then. This was the result of the hefty pay hike by the States in the wake of Central
Government pay revision based on Fifth Pay Commission’s recommendations. The combined
salary bill of all States had crossed Rs.100,000 crore in 1999-2000 which worked out to over 5
percent of GDP. Besides the emoluments of their own employees, the State governments
provide grants in aid for salaries of teachers of all aided educational institutions and employees
of local bodies as also other assisted organizations which would work out to not less than another
2 percent of GDP.

Pension liabilities have been the fastest growing item of revenue expenditure in the States
in recent years. As a result of the very generous pension benefits, which accompanied the pay
revision, the pension outgo doubled in just two years from Rs.11600 crore in 1997-98 to over
Rs.22600 crore in 1999-2000. Pension payments are likely to continue to grow faster than the
salary bill in the coming years in view of the fact that life expectancy will be increasing and the
number of pensioners will be growing at a faster rate than the number of employees; a fall out of
the steep increase in the number of employees in government and government aided institutions
in the seventies. (Table 11.4).

Interest payment and pension liability are committed expenditure, which are the legacy of
the past. These two have been the fastest growing components of revenue expenditure in the
recent past. They preempt more than a third of revenue receipts of the States now. Indeed, their
combined share, as a percentage of revenue receipts, more than doubled during the last decade
(Table 11.4). While the principal components of revenue expenditure went on escalating rapidly,
the growth of revenue receipts has been sluggish. The principal items of revenue receipts are
States own tax revenues and non-tax revenues, share in Central taxes and Central grants on plan
and non-plan account.

States’ own tax revenues, as a share of GDP remained stagnant at around 5.4 percent
during the nineties unlike in the previous decades when Tax:GDP ratio had been steadily moving
upward though slowly. Factors mainly responsible for the slow growth have been the tax
incentives offered by the States to attract industries to their respective territories and the general
economic recession, especially the slow down in industrial growth since 1997-98.
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Non-tax revenues of the States as a share of GDP have been steadily coming down. User
charges for non-merit goods and services are not sufficient even to cover more than a small
fraction of the operation and maintenance costs. This is one area where ‘competitive populism’
has taken a heavy toll of public revenue. Power sector is the classic example of this phenomenon
(Table 11.4).

A recent study (Budgetary Subsidies in India by National Institute of Public Finance and
Policy, October 2001 commissioned by the Planning Commission) indicates the heavy burden of
budgetary subsidies on the State finances. According to this, budgetary subsidies of the State
governments amounted to 8.8 percent of the GDP and about 96 percent of their revenue receipts.
After adjustment for salary arrears paid in 1998-99, the subsidies are estimated at 8.38 percent of
GDP for that year. Relative to the GDP, aggregate budgetary subsidies of the State governments
have fallen in 1998-99 as compared to the earlier available estimates for 1994-95. The recovery
rate also has fallen. This can only be explained in terms of a fall in expenditure on social and
economic services relating to GDP.

Agriculture and Irrigation sectors account for the largest share of State subsidies,
followed by elementary education, energy, secondary education and medical and public health.
Per capita subsidies generally show a regressive pattern; the higher the per capita income of a
State, the higher are the per capita subsidies.

The share of Central tax revenues devolving to the States during the second half of the
nineties fell significantly short of the projections of the Tenth Finance Commission (TFC)
reflecting the decline in Tax:GDP ratio of the Center since 1997-98. Plan grants to the States as
a proportion of GDP has been falling for the same reason. Non-plan gap grants recommended by
the TFC tapered off to zero by 1999-2000. This was based on the assumption that revenues of
the States would steadily improve during the TFC’s award period through improvement in
States” own revenues and increased Central transfers. In the event, not only overall revenues of
the States did not improve but in fact deteriorated sharply. And this happened during a period
when revenue expenditures had been soaring. The States reacted to the emerging situation by
borrowing recklessly to fill the revenue gap rather than making efforts to contain expenditure or
to augment revenues.

PART 2

The overall picture as depicted in Part 1 does not reveal the vast inter-State variation in
fiscal situation. There is hardly any State government which has not experienced fiscal
deterioration since 1997-98. The situation, however, varies substantially across the States.
While a few States have taken steps to correct the fiscal crisis, some are facing a near fiscal
collapse. Others fall in between. An attempt is made in the following paragraphs to briefly
analyzes the Statewise position.

The interest liabilities of the States have grown phenomenally over the last decade from

about Rs.8500 crore in 1990-91 to about Rs.58,000 crore in 2001-02. The growth in the recent
few years has been particularly high which is a reflection of the heavy borrowings resorted to by
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the State governments in the wake of salary revision for their employees. Table I1.5 gives the
Statewise picture.

Table 11.5: State’s Interest Payments

State 1990-91 1994-95 1997-98 1998-99 1999-2000 2000-01(RE) 2001-02(BE)
Andhra Pradesh 589 1256 2153 2644 3101 3915 5067
Arunachal Pradesh 16 35 60 71 80 124 N.A
Assam 262 589 639 521 956 996 1288
Bihar 683 1595 2062 2412 2867 2374 2736
Goa 30 69 118 144 178 213 262
Gujarat 539 1191 1884 2262 2808 3498 4100
Haryana 242 487 820 997 1357 1531 1790
Himachal Pradesh 110 223 372 498 597 892 N.A
Jammu & Kashmir 180 629 815 665 845 862 1001
Karnataka 436 871 1394 1617 2012 2417 2849
Kerala 341 820 1286 1446 1952 2108 N.A
Madhya Pradesh 513 1094 1660 1835 2139 2404 2459
Maharashtra 881 1760 2904 3673 4884 5585 6415
Manipur 32 52 79 91 132 159 N.A
Meghalaya 18 45 61 69 96 131 157
Mizoram 32 30 66 74 94 105 121
Nagaland 31 67 113 135 152 194 225
Orissa 365 787 1292 1485 1238 2318 3020
Punjab 332 1244 1849 2317 2637 2445 2813
Rajasthan 499 1036 1897 2243 2825 3378 3980
Sikkim 10 26 41 52 68 83 83
Tamil Nadu 456 1090 1763 2122 2711 3000 3300
Tripura 38 76 120 141 185 219 233
Uttar Pradesh 1299 3089 4689 5517 6553 8402 9309
West Bengal 627 1327 2410 2950 4169 5575 6739

Total 8561 19488 30547 35981 44636 52928 57947

Source: RBI and State budgets 2001-02

It is evident that the growth of interest liability has not been uniform across the States
over the last decade. Major States like Andhra Pradesh, Karnataka, Maharashtra and West
Bengal which experienced restrained growth in interest liability during 1990-91 to 1994-95
period experienced accelerated growth during the last four years. In contrast, States like Bihar,
Kerala, Punjab and Tamil Nadu, which experienced significantly higher than all-State average
growth rates in interest liability, experienced moderated growth rate in such liability during the
last four years. It has to be mentioned in this context that a few States like Maharashtra, Gujarat
and Karnataka have heavy outstanding guaranteed loans, the interest liability of substantial part
of which directly devolve on to the State budgets.

Like interest payment, pension liability is another major committed expenditure of the
State governments. Indeed, after salary and interest, pension is the third largest expenditure item
in the State budgets. Also, pension outgo was the fastest growing component of the State
government expenditure during the last few years. This is mainly on account of the adoption of
the Fifth Pay Commission recommendations for the Central government employees by the State
governments which involved generous improvement in pension payments to retired employees
and their families.

Table 11.6 presents the State-wise pension liabilities for the past decade. There was more
than six-fold increase in pension liability between 1990-91 and 1990-2000. Indeed, pension
liability almost doubled in just two years between 1997-98 and 1999-2000. Of course, this was
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the period when pension increase took place as a result of the revisions based on Fifth Pay
Commission and the inflated figures included some arrear payments also. That is why in the
subsequent years the pension liability came down somewhat.

Table 11.6: Pension Liabilities of State Governments

State 1990-91 1994-95 1997-98 1998-99  1999-2000 2000-01(RE) 2001-02(BE)
Andhra Pradesh 330 746 1139 1373 1657 2056 2198
Arunachal Pradesh 4 8 17 32 37 42 N.A
Assam 49 162 248 303 518 463 577
Bihar 187 320 756 1024 1241 1646 1781
Goa 8 15 30 63 71 N.A N.A
Gujarat 204 381 762 1237 1411 N.A N.A
Haryana 190 138 258 531 587 542 596
Himachal Pradesh 48 83 165 222 445 N.A N.A
Jammu & Kashmir 41 55 162 374 413 496 565
Karnataka 277 470 809 972 1540 1569 1811
Kerala 335 565 913 1154 1528 N.A N.A
Madhya Pradesh 169 385 753 1143 1314 N.A N.A
Maharashtra 327 489 919 953 1993 N.A N.A
Manipur 9 26 54 54 60 N.A N.A
Meghalaya 6 14 22 35 40 55 69
Mizoram 4 8 16 17 25 33 106
Nagaland 7 29 34 40 59 75 N.A
Orissa 75 165 317 475 688 835 999
Punjab 130 218 434 719 1140 1100 1150
Rajasthan 238 300 596 879 1409 1731 1784
Sikkim 1 3 6 15 16 20 21
Tamil Nadu 364 636 1287 1691 2688 2975 N.A
Tripura 18 31 58 69 111 136 N.A
Uttar Pradesh 382 476 1054 1776 2061 2031 2039
West Bengal 189 401 791 1012 1589 1639 1688

Total 3592 6124 11600 16163 22641 17444 15384

Source: RBI and State budgets: 2001-02

Salary revision was not the only cause for the steep increase in pension liability. Several
States, over the last few years, have been taking over the responsibility of unfounded pension for
the employees in the government-aided institutions. Another noteworthy aspect is that the
pension burden in relation to the size of the State budget varies a lot across the States. Thus, for
example, while pension accounts for about 10 percent of the revenue expenditure for all States
taken together, it is as much as 15 percent in Kerala and Tamil Nadu. While Kerala’s case can
be explained in terms of early retirement (indeed, Kerala is the only State where retirement is
still at age 55 while elsewhere it is 58 or 60) and longer life expectancy, the explanation for the
heavy pension burden of Tamil Nadu lies in larger coverage of institutional employees. In any
case, this is an area which is ripe for serious studies.

Salary is the single most important component of State government expenditure. Since
most of the employee-intensive activities like primary and secondary education, basic health
services, law and order and provision of other civic amenities are in the domain of the State
governments, it is natural that the State governments have large pay rolls. Since employment
opportunities in the private sector have been growing at a much slower rate then the rate of
growth of labor force, especially that of the educated labor force, there have been continuous
pressure on government employment. As a result, often State governments employ more people
than genuinely required. Government employment has two added attractions viz., there is job
security and the pay is good compared to the average income in the economy. As a result, there
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IS continuous pressure on government jobs, especially in States where the private sector is
sluggish.

Since the available data on Statewise salaries are a little confusing in view of mixing
direct salary and grants-in-aid for salary to aided institutions, we are not in a position to present
State-wise salary details. Table 11.7 presents the combined salary, pension and interest figures as
a percentage of revenue receipts for eight selected States. On the average, salary accounts for
roughly 60 percent of the combined figure. The highlights of the table are the following: Firstly,
the combined share of the three expenditure items have been remaining more or less steady till
1997-98 for all the given States. However, there was a steep rise in the subsequent two years on
account of revision of pay and pensions. In a few cases, this burden exceeded even the revenue
receipts. The peak was reached in 1998-99 or 1999-2000 depending on the disbursal of arrears.

Table 11.7: Salary, Pension and Interest
as Percentage of Total Revenue Receipts of Selected States

Andhra
Year Kerala Rajasthan West Bengal Orissa Pradesh Tamil Nadu Karnataka
1990-91 96.40 48.42 93.90 60.89 60.20 62.51 52.10
1991-92 77.34 52.13 80.01 68.00 59.12 53.09 47.38
1992-93 70.32 54.58 78.12 65.01 58.68 58.51 48.99
1993-94 76.19 55.59 82.72 67.40 57.97 59.77 49.07
1994-95 76.70 57.54 78.65 69.08 66.04 58.92 51.10
1995-96 71.38 56.35 84.24 74.31 64.20 59.54 47.97
1996-97 72.80 68.17 90.43 79.23 64.65 62.55 49.98
1997-98 70.28 70.33 95.12 71.36 59.47 64.70 54.03
1998-99 81.34 91.96 117.82 117.67 67.25 80.82 57.98
1999-2000 104.05 94.77 152.71 97.43 69.16 85.39 63.04
2000-01(RE) 92.57 82.95 107.61 96.13 69.38 78.36 58.75
2001-02(BE) 85.83 87.89 105.46 91.02 69.46 N.A 57.48

Source: State Budgets

The system of cash management of the Indian States is a fairly complex one. Reserve
Bank of India (RBI) is the banker to the States. When the State governments exhaust their cash
balances, they borrow from RBI up to a limit. This is known as Ways and Means Advances
(WMA). The WMA limits are fixed in proportion of the annual reserve expenditure of the States
and these are periodically revised upwards. The number of days on which such limits are
crossed are characterized as the days in which the State is in overdraft. The seriousness of the
current fiscal situation of the States is brought out in Table 11.8. If a State is in overdraft
continuously for more than 12 working days, the RBI automatically stops payments.

The number of days in which the States have been in overdraft, monthwise, for last
financial year, truly indicates the seriousness of the fiscal crisis. It is not just a cash flow
problem. Problem is almost perennial for several States. When a State is in overdraft, hardly any
payments take place. This implies that State treasuries become virtually non-functional during
the days of overdraft. In the case of States like Assam, Kerala, Manipur, Orissa and Uttar
Pradesh, such days accounted for more than half the year. Indeed, the data in this table vividly
depicts the current fiscal crisis of the States more than any other evidences.
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Table 11.8: Number of Days per Month States Were in Overdraft During 2000-01

Apr-  May- Jun- Jul- Aug- Sep- Oct- Nov- Dec- Jan- Feb- Mar- Total
State 00 00 00 00 00 00 00 00 00 01 01 01 2000-01
Andhra 9 - - 13 12 13 13 14 20 19 17 17 147
Pradesh
Arunachal - - -
Pradesh
Assam 15 27 22 24 23 18 29 23 26 27 23 26 283
Bihar 7 - - - - - 14 12 9 15 4 20 81
Goa 4 - - 1 3 2 - - - - - - 10
Gujarat 1 - 2 7 9 - 12 3 - - 34
Haryana 17 3 - 1 12 12 13 18 - - 3 14 93
Himachal 13 - 8 13 - - - 11 5 13 4 15 82
Pradesh
Jammu & - - -
Kashmir
Karnataka - - - - - - - - - - - - -
Kerala 11 14 12 14 20 21 18 19 15 13 21 26 204
Madhya - - - 2 - - 7 6 - 16 - 16 47
Pradesh
Mabharashtra 8 - 4 - - - - - - 2 8 15 37
Manipur 2 28 26 31 15 8 24 22 28 27 28 24 263
Meghalaya - - - - - - - - - - - - -
Mizoram 10 17 - - - - 5 32
Nagaland 11 13 10 11 1 - - - - - - 5 51
Orissa 1 6 11 14 13 10 26 24 28 25 14 22 194
Punjab 10 - - 8 - 25 2 1 16 20 - 23 105
Rajasthan 12 22 11 5 16 11 20 16 5 10 128
Sikkim - - - - - - - - - - -
Tamil Nadu 13 2 4 5 1 14 20 12 5 76
Tripura - - - - - - - - - - - - -
Uttar Pradesh 15 23 22 19 22 20 21 5 13 23 7 19 209
West Bengal 8 11 - 18 5 6 1 21 27 25 12 134

Source: Compiled from Monthly Summary of the Department of Expenditure, Ministry of Finance, Government of India. The
original data come from RBI.

Table 11.9 gives the comparable statistics of Uttar Pradesh, Karnataka and Jharkhand
along with that of all India. While data relating to Uttar Pradesh, Karnataka and all-India are
from various original sources, only few data relating to Jharkhand were available in such original
sources as this is a new State which came into existence just a year ago (on November 14, 2000
to be precise). Other figures for Jharkhand have been estimated using the data available for

Bihar with appropriate assumptions.
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Table 11.9: Comparative Statistics of India, Uttar Pradesh, Karnataka and Jharkhand

Particulars India  Uttar Pradesh Karnataka  Jharkhand
Population (Millions) 1027.0 166.1 52.7 26.9
Share of population (percentage) 100 16.2 5.1 2.6
Rank in terms of population - 1 9 13
Annual growth rate of population (percentage) 19 2.3 1.6 2.1
Population density (per sg. km) 324 689 275 338
Density rank - 9 20 16
Sex ratio (female per 1000 male) 933 898 964 941
Literacy rate (persons) (percentage) 65.4 57.4 67.0 54.1
Literacy rate male (percentage) 75.9 70.2 76.3 67.9
Literacy rate female (percentage) 54.2 43.0 575 394
Ranking of States by literacy rate - 31 22.0 33
Crude birth rate 26.5 324 22.0 311
Crude death rate 8.8 11.0 7.4 9.5
Infant mortality rate 735 929 55.7 66.5
Maternal mortality 408 707 195 452
Number of districts 593 70 27 18
Per capita income (in Rs) 14750 9261 15889 8292
Annual growth of per capita income in real terms 45 2.0 5.8 3.00
State’s own tax revenue as percentage of GSDP - 4.6 7.9 6.5
GFD as percentage of GSDP - 6.8 3.5 1.2
Plan expenditure as percentage of GSDP - 3.9 4.8 2.2
Capital outlay as percentage of GSDP - 1.2 1.7 0.8
Revenue deficit as percentage of GFD - 74.8 39.1 Nil
State’s own tax revenue as percentage of GFD - 68.0 223.1 250.0
Female life expectancy 63.4 61.1 65.4 62.1

Note: GSDP: Gross State Domestic Product
GFD: Gross Fiscal Deficit
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ANNEX 111
Contributors to Fiscal Deficit

A. Pension

In India, government-sponsored retirement income support programs take three general
forms: insurance programs; voluntary savings that are encouraged through favorable tax
treatment; and direct government transfers to the elderly poor. Table I11.1 below summarizes the
major schemes, statutory coverage, financing sources and eligibility conditions. Since the
principle concern of this assessment is the fiscal condition of the states, this report focuses on the
fiscal pressures resulting from state sponsored pension schemes. As Table I11.1 shows, Civil
Service Pensions and State Level Social Assistance are financed by state budgets.

State spending for civil service pensions has risen dramatically in the last few years. In
some states the ratio of pension expenditures to gross state domestic product (GDSP) has more
than tripled. In the largest state, Uttar Pradesh, for example, this ratio rose from 0.4 to 1.2
percent between 1990 and 2000. In Rajasthan, the ratio rose from 0.8 to 2.3 percent over the
same period.

There are three trends that contribute to the growth of state expenditure on pension
schemes during this period: the growth in the number of pensioners (civil and family
pensioners); indexation of civil pensions for inflation (i.e., Dearness Allowances); and upward
revision of pensions on account of states adopting the recommendations of the Fifth Pay
Commission.

The Government of Tamil Nadu has issued an analysis of the relative contribution of
these three factors to the growth in aggregate pension expenditures between 1987-88 and 1999-
00. During this period, aggregate pension expenditure in the State of Tamil Nadu increased from
Rs. 198 crores to 1,852 crores or, in other words, an annual compound growth rate of
approximately 25 percent. Based on a simple decomposition of the sources of growth in
aggregate pension expenditures in Tamil Nadu, they reach the following conclusions:

1. The increase in the number of pensioners accounts for about 25 to 30 percent of the
incremental change in the aggregate pension expenditure.

2. The impact of increase in basic pension, including Dearness Allowances (?), account
for the remaining two-thirds of the incremental change in aggregate pension
expenditure.

3. The recent revision in pensions on account of Pay Commission recommendations
accounts for an additional expenditure of Rs. 415 crores per annum.
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Table 111.1: Government-Sponsored Schemes for Retirement Income Security in India
Program Legal Coverage Effective Coverage  Financing

Compulsory Schemes

Employees in firms Employer and

Emp!oyees with more than 20 About 5.8 percent of employee
Provident Fund the labor force o
employees contributions
Employees’ Pension About 5.4 percent of Employer,
Same as above government
Fund the labor force -
contributions
Civil Service Civil servants at About 3.5 percent of State or central
. state and federal
Pension Scheme level the labor force government budgets
Civil Servants at
Government . Employee
i state and federal Most civil servants N
Provident Fund level contributions

Certain occupations
and employees in
Jammu and Kashmir

Employer and
employee
contributions

Special Provident
Fund

About 0.5 percent of
the labor force

Voluntary, Tax Preferred Schemes

Public Provident All individuals About 0.8 percent of

Fund the labor force Contributions

Superannuation

Plans All employees About 0.2 percent of Contributions

the labor force

About 0.2 percent of Purchases of

Personal Pensions All individuals annuity-like
the labor force
products
Social Assistance
State Level Social Varies by state Varies by state State budgets

Assistance
About 15-20 percent

of population over Central budgets
age 65

National Old Age Destitute persons
Pension Scheme over age 65
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Box I11.1: A Brief Description of State Civil Service Pension Schemes

All state civil servants, including employees of public sector enterprises, are covered
by a non-contributory; defined benefit scheme that uses a final salary-based formula in
calculating a pension. The defined benefit formula is calculated as follows: an accrual rate of
slightly more than 1.5 percent per year of service is multiplied by the wage of the civil servant
during his final ten months before retirement. This applies for the case of a full pension,
which requires a minimum of 20 years of service. Partial pensions can be paid upon
completion of ten years of service and the maximum number of years taken into account is 33
years. Finally, post-retirement adjustments are automatically made for price changes based on
consumer price indices and increased further on a periodic basis after the recommendations of
each decennial Pay Commission.

The compensation system of civil servants, including the determination of pension
levels, is somewhat opaque. A schedule of civil servants salary ranges by grade does exist,
but a significant part of the wage bill is paid in the form of dearness allowance based on a
formula intended to compensate workers for price changes every six months. In addition,
there are other allowances (e.g., housing and travel) that are based on other criteria. The
importance of these allowances in the compensation package depends on how recently the
decennial Pay Commission has revised the salary structure. From the perspective of pension
calculations, this means that the defined benefit formula applies to only a fraction of the
actual remuneration of a typical civil servant.

The process of determining the initial pension level is further complicated by the fact
that part of the pension can be “commuted,” in other words, taken as a lump sum upon
retirement. The Fifth Pay Commission increased the portion that could be commuted from 33
to 40 percent. Most pensioners appear to take full advantage of the commutation option. The
normal retirement age was 55 until 1962 when the Second Pay Commission raised it to 58.
The third and fourth Pay Commissions recommended maintaining this age limit. After 35
years, it was finally increased to 60 in 1998.

While increases in aggregate pension expenditures due to the growth in the number of
pensioners reflects hiring decisions taken many years ago, growth due to Dearness Allowances
and adoption of the Pay Commission recommendations are more immediate and elective on the
part of the state. Apparently states adopted policies, such as applying the salary revisions
recommended by the Fifth Pay Commission to state employees, without analyzing the budget
implications of these decisions. Tellingly in this regard, there is a dearth of analysis of the budget
impact of state pension policies. In fact, many states lack the necessary data on current state
employees and pensioners to undertake meaningful studies of the budget implications of their
future pension liabilities. More specifically, the States of Jharkand, Karnataka and Uttar Pradesh
lack essential information on the determinants of future pension liabilities, such as the age,
marital status, number and age of dependent children, pay grade and time in station of current
state employees.
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The absence of such data also makes the state pension schemes vulnerable to fraudulent
claims. For example, officials in Uttar Pradesh do not have a system in place to prevent
individuals from making double or triple claims or fraudulently claiming pension payments on
behalf of deceased persons. While officials in Jharkand are confident that their system is not
subject to widespread abuse of this type, they are relying on informal community policing to
prevent such abuses. These officials acknowledge that community policing will be less effective
if, as expected, urban population increases in the state.

Outlays on pensions are likely to continue to grow rapidly at the state level because
employment has more than doubled over the previous 30 years, leveling off only recently. Future
growth in the pension bill will reflect this “bulge” of employment. Preliminary evidence from
individual states suggests that the bulge will begin to decline in the next five years.
Unfortunately, as previously noted, available information is inadequate and reliable projections
are not available. Furthermore, these calculations do not account for the pension liabilities of
public sector enterprises. Given the low rate of cost recovery by such enterprises, this could be a
source of further pressure on state budgets.

In India, civil servants do not explicitly contribute to the pension scheme and no fund is
accumulated. In other words, the system operates on a pay-as-you-go basis. But, transforming
state civil service pension schemes into contributory plans may not relieve the pressure on state
finances from civil service pension expenditure. In fact, unless the reforms are carefully designed
and their budget implications fully examined, pension reform could put added pressure on state
finances.

There are three ways that state governments could transform the current pay-as-you-go
scheme into a contributory one. First, they could create a separate fund for employer
contributions equivalent to pension expenditures for each year. This accounting device would
make it appear as if the scheme is balanced, however, employer contributions would appear as an
outlay in the general budget. Once the special pension fund and the general budget are
consolidated, the revenue would net to zero. Unless the government contribution is financed by a
tax increase or a reduction in other expenditures, the state deficit would be unaffected.

Second, a state could require current state employees to make mandatory contributions to
the pension fund equivalent to pension expenditures for each year. Again, to the extent that states
increase civil service wages to finance employee contributions to the fund, the consolidated
budget deficit will be unaffected. In other words, for purposes of the consolidated deficit it does
not matter if there is a contribution or not. The only difference between a contributory scheme
and a non-contributory scheme arises when the wage does not already reflect an implicit
contribution. The question that then arises is whether states have the political will to resist
demands by public employees and their union representatives to finance the contribution with a
tax increase. Governments in India do not have a very good record in this regard.

Finally, a state may require current employees to contribute to a fund that is invested in
public or private debt or securities. Such pension schemes offer two advantages over pay-as-you-
go schemes. Depending on the average rate of return on such investments, this type of
contributory scheme may offer higher benefits to retirees than the current pay-as-you-go scheme.
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In addition, an invested fund may increase net private savings, which would lead to an increase
in investment and, thereby, foster economic growth. In the short to medium term, however, an
invested fund will not relieve the pressure on state budgets from financing current pensions
liabilities.

There may be many sound reasons for states to convert the current pay-as-you-go civil
service pension scheme into a contributory scheme. Unless it is financed with a tax increase or
expenditure reduction, however, pension reform will not relieve pressure on state finances from
this source. The purpose of this brief critique of potential pension reforms is not meant to argue
for or against reform, but rather to demonstrate that successful reform will require careful
analysis of the state budget implications.

As previously noted, forecasting future civil service pension liabilities requires detailed
employee profiles, including their age, pay grade and length of service. To forecast liabilities
arising from family benefits requires additional information on the age of the spouse as well as
the number and age of dependent children of each employee. With this information in hand and
by making assumptions on important parameters, such as the rate of inflation, rates of disability
and mortality, and take-up rate of lump-sum distributions, it would be a simple matter to
simulate the budget implications of future pension liabilities under a variety of reform scenarios.

While the states that we visited have basic information on their employees, specifically
name and pay grade, they lack the necessary detail on the age, length of service, number and age
of dependents of their employees to undertake meaningful simulations of the budget implications
of alternative pension reforms. USAID may like to consider helping one or two states to develop
a human resources database with the requisite employee profiles to undertake such simulations.
In addition, USAID could provide technical assistance in the development of a pension
simulation model and training in the maintenance, operation and improvement of such a model.
The pension model could be developed, maintained and operated within the government, say the
Ministry of Finance, or in a local university or think-tank. In addition, the human resources
database could also be used for other important government purposes, including forecasting the
wage bill, which is another source of budget pressure.
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Table 111.2: Pension Liabilities of State Governments

(Rs. Crores)

Percent

90-91 91-92 92-93 93-94 94-95 95-96 96-97 97-98 98-99 99-00 00-01 01-02 change
Andra Pradesh 330 411 444 510 746 893 1,004 1,139 1,373 1,657 2,056 2,198  502%
Arunachal Pradesh 4 4 6 7 8 10 12 17 32 37 42 - 925%
Assam 49 82 34 134 162 180 214 248 303 518 463 577 1057%
Bihar 187 224 243 260 320 556 702 756 1,024 1,241 1,646 1,781 664%
Goa 8 9 11 13 15 20 24 30 63 71 - - 888%
Gujarat 204 233 261 298 381 458 609 762 1,237 1,411 - - 692%
Haryana 190 90 107 120 138 166 244 258 531 587 542 596  309%
Himachal Pradesh 48 52 62 77 83 103 127 165 222 445 - - 927%
Jammu & Kashmir 41 44 47 50 55 68 105 162 374 413 496 565 1007%
Karnataka 277 297 349 410 470 559 716 809 972 1,540 1,569 1,811  556%
Kerala 335 339 372 465 565 717 754 913 1,154 1,538 - - 459%
Madhya Pradesh 169 217 255 330 385 528 682 753 1,143 1,314 - - T778%
Maharashtra 327 322 368 433 489 604 790 919 953 1,993 - - 609%
Manipur 9 25 18 21 26 32 47 54 54 60 - - 667%
Maghalaya 6 7 9 12 14 16 21 22 35 40 55 69 667%
Mizoram 4 4 5 7 8 10 15 16 17 25 33 106  625%
Nagaland 7 10 9 30 29 30 32 34 40 59 75 - 843%
Orissa 75 95 122 146 165 194 253 317 475 688 835 999 917%
Punjab 130 143 157 191 218 280 348 434 719 1,140 1,100 1,150 877%
Rajasthan 238 180 206 260 300 374 490 596 879 1,409 1,731 1,784  592%
Sikkim 1 2 2 3 3 4 5 6 15 16 20 21 1600%
Tamil Nadu 364 401 472 540 636 787 1,070 1,287 1,691 2,688 2,975 - 738%
Tripura 18 20 22 29 31 36 45 58 69 111 136 - 617%
Uttar Pradesh 382 293 474 426 476 723 894 1,054 1,776 2,061 2,031 2,039  540%
West Bengal 189 218 253 338 401 466 625 791 1,012 1,589 1,639 1,688 841%
Total 3,592 3,722 4,308 5,110 6,124 7,814 9,828 11,600 16,163 22,651 17,444 15,384 631%
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B. Public Sector Enterprise Reform/Infrastructure

According to World Bank (WB) estimates for 1999-00, there are 1,000 public sector
enterprises (PSE) at the state level. Though a number of PSEs have been privatized, the progress
has been slow. The WB estimates that the lack of PSE reform costs the Indian economy 2
percent growth in Gross Domestic Product (GDP) per annum.

Table 111.3 below provides a brief overview of the three states. Karnataka and Uttar
Pradesh have 78 and 47 PSEs, respectively. As a newly formed state, Jharkand does not have
any PSEs, rather the enterprises that could be considered PSEs fall under various state ministry
categories.

Table 111.3: Overview of Public Sector Enterprises

State Number of Number of Aggregate Privatization
PSE Employees Net Loss Strategy
Jharkand na na na Coﬂcept gnder
discussion
Karnataka 78 162,000 Rs. 110 crores Strategy Approved
Uttar Pradesh 45 148,500 Rs. 45 crores Strategy Approved

Source: GoUP, GoK, World Bank 2001.

The Largest PSE: The Power Sector

The power sector is the largest public sector enterprise in terms of number of employees,
revenue generation and state subsidy. Many state officials recognize that power sector reform is
an important element of any strategy to restore stability to state finances. The following section
provides a brief overview of the power sector in India, with a focus on Jharkand (Bihar),
Karnataka and Uttar Pradesh (UP).

Chart 111.2 below illustrates the energy consumption per capita of these three states
relative to the India-wide average. While Karnataka ranks significantly higher than the India
average, Bihar and UP rank lower than the India average per capita consumption of electricity.
In 1999, per capita consumption of electricity in India was 360 KwH. In Bihar, Karnataka and
UP, per capital energy consumption was 152 KwH, 350 KwH and 195 KwH, respectively.

! In the absence of any effective power sector data for the State of Jharkand, the time series attributed to the State of
Bihar was used. Note that the newly formed State of Jharkand is the result of the bifurcation of Bihar.
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Chart 111.2
India and Selected States Per Capita Energy Consumption
(1991-1999)
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Chart 111.3 below portrays the cost structures of the power sector for these three states
relative to the Indian-wide average. The cost structure of the power sector has been growing
rapidly. The Bihar State Electricity Board’s (SEB) cost structure is substantially greater than the
national average and that of Karnataka and UP. A brief review of these three states shows that
Karnataka has accelerated its privatization and electric power modernization program, while

Bihar and UP lag substantially behind the Karnataka’s reform pace.

Chart 1.3
Indian and Selected State SEB Cost Structure
(1990-2000)

(Paise/Kwh of sale)
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Chart 111.4 illustrates the India-wide average tariff structure as well as the tariff structure
of these three states. Bihar’s (Jharkand) power tariff has flattened out over the past three years at
200 paise per KwH. Karnataka, which is a reform state, has substantially increased its power
tariff over the past two years; whereas, UP, which is a slow reform state, has only recently

increased power tariffs.
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Chart 1.4
Indian and Selected State Average Tariff For Sale of Energy
(1990-2000)
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By mapping the average tariff against the various State’s cost structures, it should not be
surprising that the average revenue realized by power utilities per unit of power sold, has been
substantially less than the unit cost. The utilities have financed the excess of expenditure over
income through a combination of subventions including: subsidies from the various state
governments; issuing bonds and debentures (largely with government guarantees); and
withholding payments to various suppliers, particularly the national railroad and coal companies.
Over the past few years, withholding payments to various suppliers has been the dominant, and
growing, means of financing the power sector. The continuing deficits have forced the various
SEBs to reduce their expenditure on the maintenance of assets, and prevented additional
expenditure on capital improvements.

A quick review of the outstanding liabilities of the SEBs shows that Bihar and UP rank
number one and two with respect to outstanding debt of the power sector. Bihar’s estimated
outstanding liabilities stand at 5,475 crores. UP’s estimated outstanding state power liabilities
approach 4,257 crores. More pointedly stated, Bihar and UP account for over one-third of the
total debt related to electric power for all the states of India. Clearly, reforming the state electric
power sector should translate into an immediate and perhaps sustainable positive impact on state
finances.

A Brief Snapshot by State

The following section presents a brief overview of the policies that UP, Karnatka and
Jharkand currently are pursuing with respect to improving public enterprise reform and
infrastructure development.’

2 According to the Urban Policy and Action Plan for Kerala, urban areas (including Ranchi, Bangalore, Luchnow
etc.) account for 30 percent of Indian population and 60 percent of the Gross Domestic Product. Urban areas
however receive only 15 percent of the plan allocation. This puts severe stress on the development of urban
municipal services.
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Uttar Pradesh

The public enterprise sector in Uttar Pradesh (including electric power) consists of 45
enterprises employing more than 223,000 people. More than two-thirds of public sector
enterprise employees are employed in the three largest PSEs (power, water, transport). The State
Power Corporation and the State Road Corporation, with more than 88,000 and 50,000 persons
employed, respectively, are the largest PSEs. The substantial level of public sector enterprise
employment is one of the contributing factors behind Uttar Pradesh’s poor economic
performance.

In 2000, UP public sector enterprises have a combined negative net worth totaling an
estimated Rs10.2 billion. According to a recent World Bank analysis, several enterprises
continue in operation for the sole purpose of providing employment, or on the basis of work for
UP state Government Departments on an exclusive basis (?). No resources are being spent on
additional maintenance or capital investments for these enterprises. This has lead to a general
deterioration of equipment and technological obsolescence of many PSEs.

The main areas of State fiscal drain resulting from Uttar Pradesh PSEs are: 1) direct
subsidies (as in the case of enterprises that are closed and have no operations, yet continue to
employ workers); 2) costs associated with contracts being awarded to PSESs on a non-competitive
(exclusive) basis; and, 3) credits to PSEs that are insolvent and have no ability to repay these
credits.

GoUP

The primary objective of the GoUP’s PSE reform program, as elaborated in its Public
Enterprise Reform and Privatization policy paper, is to increase efficiency in the use of public
resources and reduce the managerial and financial burden on the government through
divestment, privatization or closure of enterprises that compete with the private sector or are
fundamentally commercial in nature.

UP’s public enterprise reform and privatization policy started in FY2000 and is expected
to continue over the next 5 years. GoUP’s privatization and reform policies rely on a divestment
commission (DC) that has been established to prepare recommendations on the method of
divestment or closure. In addition, a working committee has been created to implement the
Cabinet’s decisions on divestment and closure of enterprises. The PSE policy paper also
provides guidelines for an open and transparent divestiture/closure of PSEs including detailed
procedures for voluntary retirement programs and environmental issues.

As part of Phase | of the enterprise reform process, the GoUP identified a list of six
public enterprises (involving 20 production units), accounting for about 19,000 employees, and
shut them down. Apparently, the primary criteria for including these six enterprises in the first
phase of the reform program are that they either were already shutdown or were about to shut
down. The UP government has also imposed a ban on new credits to PSEs from the budget with
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the exception being power and Voluntary Retirement Schemes (VRS) payments. In addition, in
each of the following three years, about eight PSEs (per annum) will be divested or closed.

Preliminary estimates of the costs and savings by World Bank and GoUP officials
indicate that the closure of six state enterprises in the first half of 2001 cost the GoUP about Rs
2.2 billion in voluntary retirement scheme (VRS) payments. The net direct savings from not
having to fund future losses for these Phase | firms is estimated at Rs 0.6 billion per annum.

UP — The Power Sector

In March 1998, GoUP Finance Department issued a White Paper highlighting the gloomy
state of economic affairs (fiscal stress, high levels of state indebtedness, and deteriorating
economic conditions). The White Paper led to the adoption of power sector reforms. The
State’s Cabinet enacted a new electric power policy in 1999.

The power policy reform led to the unbundling of the UP State Electricity Board (SEB)
into three separate entities: UP Thermal Generation Corporation; UP Hydro Generation; and UP
Power Corporation Ltd (for transmission and distribution). With respect to the power sector,
GoUP has passed numerous reform bills, and a State Energy Regulator Commission (SERC) was
constituted. In July 2000 the SERC issued a tariff increase. Clearly, GoUP officials actively
recognize that power sector reform is a sine qua non of restoring fiscal stability to the State.

The World Bank has committed a loan of U.S.$150 for reform and restructuring of the
state power sector. A preliminary review of the status of this loan and the restructuring program
by WB officials indicate that there has been some headway in energy company corporate
restructuring and financial management systems improvements. The GoUP has put out for
tender, on three separate occasions, the distribution company in Kanpur. Notwithstanding, there
were no private sector bidders for the distribution company. The relatively high level of
indebtedness and liabilities accumulated by the power sector due to years of financial
mismanagement ensure that there will most likely be substantial costs incurred in privatizing the
enterprises.

Subsidies and Cost Recovery

GoUP cost recovery levels for social and economic services including power, water, and
sanitation are dismally low. There is additional scope for increasing user charges in various
services provided by GoUP. As shown in Table I11.4, below, the aggregate recovery level of
social and economic services is estimated at 4 percent. Total aggregate subsidies amount to Rs.
17,800 crores, or 10 percent of GSDP (and, 66 percent of revenue expenditure). The highest
share is in the education sector among social services. In economic services, agriculture,
irrigation and flood control, energy and transport are the main services responsible for the bulk
of unrecovered costs.
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Table I11.4: Estimates of Unrecovered Costs 1998-1999

Costas a
Unrecovered Cost as percentage
Unrecovered  Recovery Revenue Percentage of fiscal
Cost Cost Rate Expenditure of GSDP deficit
———————— (Rs crore)------ (percentage)
Social Services 8,598 8,413 2.15 32.3 4.9 50.6
Economic Services 9,229 8,700 5.73 334 5.1 52.3
Total 17,827 17,113 4.00 65.6 9.9 102.9

Source: National Institute of Public Finance and Policy. Uttar Pradesh: Study of State Finances, p. 21.

A breakdown of the total estimated subsidies indicate that nearly 49 percent of GoUP
subsidies are in social services and 51 percent are in economic services. The recovery rate in
social services in 2.15 percent, whereas in economic services the recovery rate was 5.73 percent.
A cursory review of the relative share of services on the economic side indicates that agriculture,
irrigation and transport services account for 16, 15 and 6 percent of GoUP subsidies,
respectively.

On the social side, the highest claims on subsidies stem from the education sector (60
percent). Secondary education, university and higher and technical education offer some hope for
increasing cost recoveries. These account for 13 percent of the total social sector subsidies.
Medical and public health account for about 5 percent of the subsidies of which 4 percent are for
medical services. Nearly 18 percent of the subsidies on the social side and nearly 40 percent of
the subsidies on the economic side constitute areas where there is significant scope for increasing
cost recovery rates.’

Karnataka — PSE Overview

According to World Bank estimates (June 2001), Karnataka has 78 public sector
enterprises with a total of about 162,000 employees. Five PSEs are utilities (power and
transport). Of the remaining PSEs, 32 are manufacturing (10 non-operational) and 23 are service
and marketing enterprises. Excluding the public utilities (power, water) the sector has a net loss
of Rs. 110 crores.”

The reduction of the fiscal burden on account of PSEs is expected to assist the state in
improving its fiscal position. As a result, the Government of Karnataka recently approved a
policy paper on “State Public Sector Reforms and Privatization.” The basic principal of
Karnataka policy paper is that the state is expected to withdraw from all commercial activities
through privatization or closure.

Phase | of the program is expected to undertake the privatization of ten enterprises by
March 2002. With the completion of Phase I, it is expected that some of Karnataka’s other

® The GoUP health sector is already taking steps toward greater cost recovery. The sector has increased user charges
by 50 percent at various facilities. People living below the poverty line are, however, to be exempted from paying
enhanced user charges.

* World Bank. 2001. India: Karnataka Restructuring Project. The World Bank. PREM — South Asia Region.
Washington, D.C. Page 3.
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major loss-making public sector enterprises be privatized (or closed). GoK is planning to
privatize 10 public sector enterprises per annum. It is expected that only the enterprises that
provide predominately promotional and social services will remain in government hands beyond
2005.

Karnataka Power Sector Reforms

As in UP, power sector reforms are critical to Karnataka’s growth and to the success of
State fiscal reform. Serious power shortages, unreliability, and losses and thefts (estimated at 40
percent) have made the power sector the leading infrastructure constraint for the state.
Increasingly, high-tension industrial consumers have started to leave the utility’s grid. More
than 80 percent of all industries located in the state have back-up power systems.

According to the most recent GoK budget estimates, Karnataka’s power sector deficit is
increasing rapidly and poses the most serious threat to fiscal sustainability. The Power sector
deficit has doubled from 1 percent of GSDP in 1990, to more than 2.1 percent of GSDP in 2001.
Total losses in the power sector are principally due to high theft and losses and a heavy subsidy
to agriculture estimated at Rs 18 billion.> In addition, increased reliance on thermal generation,
industrial customer withdrawal from the power grid, higher fuel costs, and a tariff that has
remained unchanged (1998 to January 2001) have combined to dramatically increase the state
power sector’s operating deficit.

As a result, reforming the power sector has become on important part of GoK’s state
fiscal reform efforts. The primary objective of the power sector reforms is for the GoK to
withdraw from the power sector as an operator and lender of last resort. The first phase of the
reforms begun in 1999 is complete. These reforms include: 1) Karnataka Electricity Reform Act
(1999); 2) power sector reform policy (2000)(unbundling of generation, transmission and
distribution companies); 3) establishing the Karnataka Electricity Regulatory Commission
(KERC) (1998) which regulates the power sector and establishes tariffs; and, 4) approving a
Financial Restructuring Plan (FRP) for the power sector.

The Financial Restructuring Plan (FRP) for the power sector has important implications
for GoK’s objective of restoring fiscal health and stability to state finances. The FRP sets out a
path for reducing the sector’s deficit from 2.1 percent of GSDP in 2001 to 0.8 percent of GSDP
in 2005. The reduction of the state power sector’s deficit by 1.3 percent of GSDP over the next
four years is expected to greatly assist in compressing the state’s fiscal deficit from 7.2 percent
of GSDP in 2001 to 3 percent of GSDP in 2005.

The measures to be undertaken in the FRP include: 1) A reduction in losses and theft
from 40 percent to 28 percent over the next 5 years; 2) an improvement in collection efficiency
so that accounts receivables fall from 95 days to 85 days; 3) universal metering; 4) and annual
tariff increases from the KERC such that the average tariff approaches cost recovery.

® State Finance officials estimated that over the 1998/99 period the GoK paid Rs 915 crores to the Karnataka
Electricity Board by way of explicit subsidy alone.
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Karnataka — Other Infrastructure

The following section represents a brief overview of GoK’s road and water supply/
sanitation infrastructure.

Road / Transport Sector

Karnataka state financial records indicate that over 1998/1999 periods losses from the
Karnataka State Road Transport Corporation amounted to Rs 54.6 crores. This loss was in
addition to a state government subsidy of Rs 41.2 crores. Clearly, the state’s road and power
sectors continue to be a major drain on the state’s finances.

Inadequate road infrastructure and deterioration have adversely affected economic
growth beyond the Greater Bangalore area. The GoK intends to increase its spending on roads
and bridges with increased reliance on the private sector for construction, maintenance and
financing.

In March 2001, the GoK approved an institutional strengthening action plan. The core
premise underlying this institutional strengthening action plan is to transform the Karnataka
Public Works Department from a traditional public-sector roads department to a performance-
based, demand driven road agency. Some of the changes outlined in this action plan include: 1)
separation of the roads and buildings functions into two separate departments (Highways and
Buildings); 2) improvements to financial management, computer, and audit functions; and, 3)
expanded private sector participation in the road sector by outsourcing of public works and
increased private sector financing.

In the case of the GoK’s transport sector, significant reductions in subsidies are envisaged
over the medium term. These improvements in transport cost recovery will be achieved by
rationalizing transport pricing policy and improving productivity. The Medium Term Fiscal Plan
for Karnataka (2000-01 to 2004-05) calls for a stepped up pricing policy, improving transport
cost recovery from concessional pass holders from 6 percent to 15 percent by 2005. The GoK
has already permitted the Road Transport Corporation(s) to modify tariffs automatically based on
the change in the costs of inputs (fuel, salary, etc).

Water Supply / Sanitation

The GoK is rapidly moving forward in improving its water supply and sanitation
facilities. At present, only 72 percent of households have access to safe drinking water. Only 24
percent have access to toilet facilities. The GoK has recognized that these low levels of local
community access to water and sanitation represent a significant health problem. Both urban and
rural water supply suffers from chronic inefficiencies, unreliable service quality, limited
coverage and low-cost recovery.
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The GoK is attempting to implement some private sector solutions to water and
sanitation. In the urban areas, the GoK has produced a policy paper on Urban Water and
Sanitation that will serve as a basis for urban water reforms — including the introduction of
private sector water management.

In the rural sector, the GoK is enacting community-based policies as outlined in the
GoKs Rural Water Supply and Sanitation Policy (2000-2005). Recent rural water policy reforms
make the local community water district responsible for water delivery and for improving cost
recovery. Each local community’s Water Supply and Sanitation Committee is expected to pay
100 percent of rural water/sanitation operation and maintenance expenditures and 15 percent of
capital costs.

Jharkand

Jharkand is a newly created State with no public sector enterprises — except for electric
power. In effect, all of industries, corporate firms, or PSEs that one would associate with in UP
or Karnataka, are in essence extensions of ministerial departments. With respect to infrastructure
development, several ministerial departments oversee infrastructure development including, but
not limited to rural and municipal development.

The Deteriorating State of Infrastructure

According to the Development Commissioner, the State’s infrastructure is so poor that 60
percent of the villages are not covered by water/sewerage/roads. With respect to electrification
of the 32,000 villages that exist in the State, 26,000 do not receive electricity at all. Even for the
estimated 5,000 to 6,000 villages that do receive electricity, it is often sporadic.

Irrigation, or lack of irrigation, is the pre-eminent infrastructure related issue. There has
been little or no capital investment in irrigation systems (or rehabilitation) over the past few
years. Th