CHAPTER IV

REASSESSMENT OF THE FORECAST OF THE CENTRAL GOVERNMENT

4.1 According to our terms of reference, we have to adopt a
normative approach in assessingihe receipts and axpendituraon
ravenus account of the Centre and in doing so, keep in view its
spacial raquirements such as defence, sacurity, debt setvicing
and other committed expenditure or liabilities. In making our
recommandalions we are required to keep in view the objective of
not only balancing the revenue receipts and expenditure but also
generating surpluses for capital investment.

4.2 Wa had requested the Ministry of Finance 1o furnish the
forecast of receipts and expenditure of the Centre under the
revenue account for 1990-95. The forecast sent to us assumed
1989-90 rates of taxation, tariffs, prices, emoluments and an
increase of 6 percent in GDP during 1990-95. As we thought
that it would be appropriate to reassess tha revenua receipts and
expenditure at current rates and prices we sought from the
Ministry a revised forecast assuming 6 per cent annual growth in
GDP and 5 per cent rise in prices. Based on the revised forecast,
we also held discussions with the officials of the Ministry of
Finance.

4.3 The forecast raceived from the Ministry of Finance is
summarised below:

{Rs. Crote)

|. Ravenue Recelpts 1989-90(BE) 1990-95
1. Tax Revenues 50875 337344
2. Non-tax Revenues 15831 84044
3. Total Revenue Receipis 66706 421388
. Non-Plan Revenue Expendlture

1. Interest Payments 17000 151255
2. Major Subsidies 7472 53433
3_ Other non-Plan Expenditure 23070 165306
4._ Total non-Plan Expanditure 47542 374994

4.4 The details of the forecast contain some very disturbing
features. After excluding Railways, Postal and Telecommuni-
cation Services, the non-Plan revenue expenditure in 1989-90
(BE) is about 71 per cent of the total revenue receipts. As perthe
forecast, in 1994-95, the expenditura will rise to nearly 97 per cent
of total revenue receipts. The percentage of expenditure other
than major subsidies and interest payments goes up from about
35 percent of revenua receipts in 1989-90 to nearly 40 parcentin
1994-95. Major subsidies which account tor about 11 per cent in
1989-90 will be naarly 15 per cent of all revenue receipts by 1994-
95. But the biggast increase is in interest payments. From the
level of Rs. 17,000 crore in 1989-90, it will increase to nearly Rs.
42,200 crore in 1994-95. That will be 42 per cent of all revenue
raceipts in 1994-95 against 25 per cent in 1989-90. By 1994-95
interest payments will be about 125 per cent of the total proceeds
from Unicn Excise Duties. In 1989-90, it is 75 per cent of excise
revenue. As a result of this increasing imbalance between
revenus raceipts and nen-Plan revenue expenditure as per the
foracast, the Central Government will have to borrow not only for
- meeting its own Plan revenue expenditure and Plan grants to
States but also for giving statutory grants to States under Article
275 of the Constitution. In fact, according to the forecast, total
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non-Plan revenua surplus available in 1994-95 will be less than
the States' share of the mandatorily shareable Income Tax
receipts at current levels.

45 We have also attempted a preliminary exercise to
assass the likely overall revenua daficit of tha Centre based onthe
foracast and assuming the Finance Commission transfers to
States, Plan grants and Centra! Plan on revenue account broadly
at current levels. The revenue deficit for each of tha years from
1990-91 to 1994-95 amerges as foliows:

(As. Crora}
1989-90(BE) 1990-91 1991-52 1992-93 1983.54 1894-95
(-)7.012  (-)14,500 (-)17,700 (-)21,700 (-)27,600 (-)33.900

4.6 1t is obvious that with this order of revenue deficit in the
Central Budget, the entire system of budgeting and financidl
management of the Central Government would face a crisis
situation during the Eighth Pian period. lis equally clearthat such
a trend is totally inconsistent with the objective of baiancing the
revenue account of the Central Government. In our discussions
with the officials of the Ministry of Finance wa raised this basic
issue, Their response, broadily stated, was that the projections
were based on existing rates of taxation, current levels of
expanditure commitments and assuming continuation of the
currant policy positions. They agreed that the non-Plan surplus
should be significantly positive and added that the Centre had
already taken certain measures in this direction. The budget of
1989-90 reflected lower ravenus deficit as well as lower growth
rates of consumption expenditure of the Central Government.
They also stated that any guidelines the Commission might
outline would be helpful to them in improving the position
furthar,

4.7 It is against this background that we have reassessed
the Centre's forecast. We are of the definite view that the forecast
supplies vivid and unassailable justification to the contention that
a determined effort is essential which cannot brook any delay
whatsoever. Whila we do not.want to set too oplimistic goals in
revenue collaction or expenditure control, in revising the forecast
wa do assume on the part of the Central Government a
reasonable degree of effort involving somae not-too-soft options. I
this were not to ba done, the Commission could well terminate its
labours without analysing the forecast at all and conclude that
Contral Governmant finances have moved beyond the possibility
of corrective action, Such a conclusion is certainly not warranted.
It is clear that the Central Government is keen to start a process of
stabilisation of the budget, particularly the revenue account, as is
evident from the budget estimates of 1989-90. As pointed outby
the officials of the Ministry of Finance during the discussions, the
trend of increasing revenua deficits has been reversed. We urge
that this effort should continue and in our reassessment of the
Centre’s forecast we propose to indicate the dimensions of
improvement reasonably attainable.

4.8 The objective criteria constituting our approach in
assessing the Centre's ravenue receipts and non-Plan revenue
expenditure are the following:



®
an

The Centra should set an example to the States;

The Centra should
performance;

improve on its own past

{iif) The price rise assumad (5 per cent) should be fully

captured in tax buoyancy;

The real growth rate of GDP assumed (& per cent)
should be reflacted fully in the tax yield;

The Centre should move towards the objective of
eliminating revenue deficit. The tax revenue yield
should reflact some further increase resulling from
better efficiency in taxation policy and administration;

General items of non-tax revenue receipts should, at
least partly, reflect ganeral price rise which increases
the cost of services renderad,

{iv}

W)

{vi}

{(vil) Increasein non-Plan revenue expenditure consequent
on general prica rise should be marginally below the

rate of price rise;

(vilii) The real increase (over and above thae effect of price
risa) in non-Plan expenditure shouid be less than the
rate of growth in GDP. This would imply an ovaerall
nominal rate of increase (real increase plus price rise
effact) of non-Plan revenue expenditure of around 9 per
cent per annum; and

(Ix} Within that level of overali rate of increase, the higher
growth needs of interest payments and other
unavoidable expenditure should be accommodated by
downward adjustment of rates of increase in other items
of non-Plan revenue expenditure.

Our re-assessment of the forecast presented by the Ministry
of Finance has bean made applying these criteria and adjusting
their effect in respect of each major item kaeping alsu in view the
other relevant factors germane to the issues.

Tax Revenue

49 Therevised forecastofthe Ministry of Finance assumes
different growth rates for the Central taxes: 10.5 per cent and 10
per cent for Income Tax and Corporation Tax, raspectively, (after
adjusting for surcharges levied in 1989-90), 8.3 per cent {or
Union Excise Duties, 12 per cent for Customs Duties and 4.8 per
cant for othar taxes. The overall growth rate of tax revenues as
given in the forecast is roughly 10 per cant. As against this, the
long-tarm trend growth rates for the period 1974-75 to 1989-
90(BE) are 10.19 per cent for Income Tax, 12.88 per cent for
Corporation Tax, 13.38 per cent for Union Excise Duties and
20.42 per cent for Customs Duties. The ovarall growth rate of tax
revenues comes to 14.64 per cent. However, we are notadopting
those rates in our projections as the price rise and rate of growth of
GDP assumed by us ara different from those observed during the
past. Inourreassessment, the overall growth rate of tax ravenue
works out 1o 12.8 per cent per annum for the period 1990-91 to
1994-95. The total tax revenue receipts for the five - year pericd
estimated by us aggregate to Rs. 3,70,014 crore, as against the
estimate of Rs. 3,37,344 crore supplied by the Ministry of
Finance.

4.10 The gross receipts of income Tax and Corporation Tax
have been assessed at Rs. 28,508 crore and Rs. 33,836 crore,
respectively, as compared 1o Rs. 27,359 crore and Rs. 30,181
crore in the foracast. Our reassessment of the Excise Duty
collection is Rs. 1,61,526 crore against a forecast of
Rs.1,45,103 crora. The amounts transferred 1o the States from
income Tax and Union Excise Duties depend upon realised
coliections from thase taxes. lf these taxes are projected at high
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rates, which might not ba realised, it would adversely affect the
revenue deficit States. Wa have kept this in view in our
reassessment of these two taxes. The reassessed figure of
Customs Duties comes to Rs. 1,36,674 crore against the forecast
of Rs. 1,27,221 crore.

Non-Tax Revenue

4.11 Non-tax revenues mainly comptise receipts from
interast on loans advanced bythe Central Government, dividends
and profits from the public seclor enterprises, fees and other
receipts on account of services rendered by the government and
its agencies and other transactions of a commaercial nature.

4.12 The Ministry of Finance has estimated the interest
receipts at Rs. 52,457 crore whareas our reassessment is Rs.
57.214crore. This is after providing for a 7.5 percent rate of return
on the loans outstanding with the non-financial public sector
enterprises as against 7 per cent adopted in our first report. Our
projection of interast receipts is based on an annual growth rate of
12 per cent over the 1989-90 budget estimates. As the cost of
borrowing is going up, there should be corresponding
improvement in interest receipts.

4.13 Dividends from public sector.undsrtakings have been
projected by assuming a normative rate of return of 6 percenton
investments inthose undertakings. The outstanding investments
during the forecast period have been projected at a rate of 5 par
cent perannum. Dividends from other investments are assumed
to increase at 5 per cent over 1988-90{BE). On this basis, we
reassessed dividend receipts at Rs. 13,257 crore as compared 1o
Rs. 7,626 crore in the forecast. The budget estimate of dividends
for 1989-90 shows that the government is aware of the need for
and the possibility of increasing its receipts underthis head. We
urge that this trend may be maintained and improved upon.
Government budget should receive as dividends or contribution a
reasonable share of public sector profits, a major part of which is
the result of either the government policy of administered prices or
the near manopoly status of these public sector enterprises. lfthat
is ensured, dividend receipts as assessed by us can be
substantially realised even starting from the current level of profit
earned by public sector enterprises.

4.14 Other non-tax receipls have been projecied by
assuming an annualgrowth rate of 6 per centappliedto  1989-90
(BE) of Rs. 4,354 crore.

4.15 In all, the estimate of Rs. 84,044 crore of total non-tax
receipts given in the forecast by the Ministry of Finance has been
reassessed at Rs. 96,488 crore.

4,16 On this basis the total revenue receipts of the Central
Governmant during the period 1990-95 have been reassessed by
us at Rs. 4,66,502 crora. This is against the estimate of Rs.
4,21,388 crore given in the foracast of the Ministry of Finance,

Revenue Expenditure

4.17 Tha forecast of the Ministry of Finance assumes a
growth rate of non-Plan revenue expenditure of 18.41 per centior
1990-91 ovar 1989-90. Growth rates ranging from 13.79 per cent
to 15.71 par cent have bsen assumed for the rest of the years.
This is against the long-term growth rale of 17.04 per cent
cbserved during the period 1974-75 to 1989-90, If the revenue
account of the Central budget is ever to be balanced at &il, the real
effort should come by way of effective control of non-Plan
expenditure. Wae feel that, in this context, at least during the
transitional period of reversing the trend of increasing revenue
deficits, the Ministry of Finance should effectively resist the
increasing demands for items like staff sanctions, subsidies, and
housekeeping expenses. The fact that this can be done is evident



in the budget estimates of 1989-90. The ovarall growth in non-
Plan revenue expenditure in 1989-S0(BE) over 1988-89(RE) is
only 10.56 per cent. Our reassessment of non-Plan revenue
expenditure for 1990-95 gives a 9.75 per cent growth rate
{(assuming a price rise of 5 per cent) which implies only a
reasonable acceleration of the process of correction attempted in
the 1989-90 budget estimates. The growth rates adopted by usin
respect of major items of revenue expenditure may be viewed in
this background.

4.18 The Central Government’s forecast of non-Plan
revenue expenditure on defence was based on annual growth
rates ranging from 10.17 per cent to 10.22 per cent. We have
made our projections on a uniform annual step-up of 10 per cent
over 1989-90(BE).

4,19 The Ministry of Finance has placed the estimate of
interest payments at Rs. 1,51,255 crore. This is an item of
expanditure for which we consider that stringent norms should be
applied if a dent is fo be made in the Centre’s revenue deficit. K an
annual step-up of 10 per cent is allowed over the 1989-90 budget
estimates of total capital expenditure adjusted for recovery of
loans (the approximate borrowing requirements), with the rate of
interest of 10 per cent per annum going up by 0.25 per cent
annually, the total interest outgo on the additional borrowing
requirements during the pariod 1990-85 works out to Rs. 32,400
crore. If interest outgo on account of annual revenue deficits
estimated by us during the forecast period and on the outstanding
interest-bearing liabilties at the end of 1989-90 is added, the
burden of total interest payments in five years comes 1o Rs.
1,22,500 crore. After reassessment we have provided anamount
of Rs. 1,23,880 crore lowards interest payments assuming an
annual growth rate of 12 per centon the base level estimate of Rs.
19,500 crore in 1990-91 [the 1989-80 (BE) stands at Rs. 17,000
crore]. Wae are confident that the provision made by us is
adequate to meet the normal budgetary support to the Central
Plan, besides ensuring reasonable levels of disbursementof Plan
loans to States. We will ravert 1o this aspect later in the report.

4,20 The Ministry of Finance has placed the total estimate of
expbnditura on subsidies on food, fertilisers and exports at Rs.
58,433 crore. The Ministry's forecast doas not indicate the details
of expenditure on other subsidies. The Ministry's estimates forthe
major subsidies are based on different growth ratas; 4.55 per cent
to 6.39 per cent for food, 4.10 per cent to 27.44 per cent for
fertilisers and 25 par cent for exports. We are quite conscious that
the expenditure on subsidies is an important componant of
Central Government’s non-Plan revenue expenditure and we
have tobe careful in making the provisions under this head. White
the legitimate expenditure needs under this head must be met,
one has 10 be careful thatthe tendency to overspend is contained.
This is essential to cunail the revenue deficit. In this background
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we have applied a uniform annual growth rate of 8 per cent in
calculating tha amount of subsidies for 1990-95. We are of the
opinion that the expenditure on subsidies should be contained
within the overall ceiling growth rate of 8 per cent.

4.21 Asthe subsidy commitment onfertilizers is growing fast,
we feet that the retention pricing scheme as well as its working
should be subjected 1o a ciuse scrutiny. As they rely substantially
on subsidies from the general taxpayers, the fertiliser companies
have a responsibility to manage their operations andfinances with
optimum efficiency and economy. We wonder whether the
government is abla to ensure that no part of the subsidy goes to
finance extravagance and inefficiency. To ensure this, it is
necassary that the retention price should be based more on
norms rather than the present combination of norms and actuals,
particularly when certain tems constituting the retention price are
outside governmental control. Another area for review is the cost
ofinputs, such as gas, high speed diesel cil. Thare does not seem
to be justification for adding to the fertilizer subsidies and
generating increased surpluses for certain public sector units
which have tha benefit of administered prices substantially above
B8CONOMIC prices.

4.22 We have provided for an annuaigrowth rate of 7 percent
for other non-Plan revenue expenditure. The total non-Plan
axpenditure including this item but excluding interest and major
subsidies has beon reassessed by us at Rs. 1,46,013 crore as
against Rs. 1,65,306 crore in the forecast. In our projections we
have not included provision for assistance on account of natural
calamities to the States [Rs. 200 crore in 1989-90 (BE)] as we are
dealing with this issue separately. We have not provided for
committed expanditure on Plan schemes as explained earliar
in Chapter Il

4,23 Onthe basis ofthe foregoing assessment, the total non-
Plan revenus expenditure of the Central Government during
1990-95 reassessed by us is placed at Rs. 3,17,231 crore. Thisis
against Rs. 3,74,994 crore in the forecast of the Union
Govarnment. Thus we are allowing non-Plan revenus
expenditure atthe level of about 85 par cent of what the Ministry of
Finance has indicated in its forecast. On the side of revenue
receipts our assessment raises the Ministry’s estimate by only
10.7 per cent. We have deliberately moderated our
reassessment of the Centre's forecast. This is because we know
that the initial stages of correcting a trend that has been in vogue
for a long time will be extremely difficult and we do not want to set
1oo high atarget for that effort. We, therefore, expect that the
Central Government would be able to achieve the reasonable
target of Rs. 1,49,271 crore of non-Plan pre-devolution revenua
surpius for the Eighth Plan period. A summary of our
reassesment of the Central Government's forecast is given in
Annexure IV.1.



