Public Debt

and its' Sustainability: Perspective for a

INTRODUCTION

Orissa, despite being a land with rich natural
and human resources with 4.74% of India's total
land mass and 3.5% of the total population of
the country, has remained one of the poorest
states in the country to-day. Nearly 48.06% of its
population still lives below the poverty line
against the all India average of 35.9%. The
growth rate of Gross State Domestic Product
(GSDP) of Orissaisnotremarkable in spite ofthe
heavy borrowing. The GSDP at constant prices
(93-94) of Orissa has increased from Rs.
18,536.66 crore in 93-94 to Rs. 33,042.10 crore in
2005-06, registering an annual compound
growth rate of 4.93% (The economic survey of
Orissa 2006-07). The per-capita GSDP of Orissa
by the end of 2005-06 was Rs. 13,744 as against
the all India average of Rs. 60151 (by measuring
GSDP at constant prices, 99-00 as the base year)
with the per-capita gap atRs. 6990.

The total outstanding debt as on 31.3.2006 is of
the order of Rs. 36456.46 crore (Orissa Budget at
aGlance 2007-08, published by the Department
of Finance, Govt. of Orissa). In terms of Debt to
GSDP ratio too, the state Govt. of Orissa had
registered an annual growth rate of 16% over the
period 1990-91 to 2005-06. This critical debt
ridden condition of the state is due to the slow,
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secular deterioration in the fiscal health of the
state. The deterioration in the state's fiscal
health has started from the year 1990-91. The
revenue surplus state of the 80s has gradually
been converted into a revenue deficit state by
the end of the 2000. Towards the late 90s, the
fiscal situation of the state Govt. of Orissa had
become very critical leading to debt to GSDP
ratio of 68%. Not only the debt but also the debt
servicing in terms of interest payment had
increased. The interest paymentas a proportion
oftotal revenue receiptwas also very high at 40%
during 1990-91 to 2005-06.

As the state government had to borrow
continuously to cover the fiscal imbalances,
there is a legitimate concern over the
sustainability of its public debt. As per the
recommendations of The 12th Finance
Commission, the state govt. can approach the
market directly for the 70% of the loan
component of Central Assistance of the State
Plan. The sustainability of the additional
borrowing has become a critical issue in the
present context because, ifthe financial market
will perceive the debt stock of any Govt. as un-
sustainable then the further lending to the Govt.
will be difficult.
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BJECTIVES OF THE STUDY

At the backdrop of the above mentioned
problem the objectives of the present study
have been outlined.

¢  Tostudy the dimensions of the fiscal
imbalances ofthe state Govt. of Orissa.
¢ To assess the fiscal sustainability of the state Govt. of
Orissa, by assessing the solvency and sustainability of
public debt.
¢ To suggest some remedial measures for policy
prescription.

ESEARCH METHODOLOGY

For developing this study, the data has been

obtained through the secondary source i.e.

from the govt. documents and documents

published by R.B.I .Solvency and sustainability

criteria are developed from Domar's model.
For the growth rate of GSDP and the outstanding public debt,
the semilogmodel ofeconometrics isapplied.

INDINGS OF THE STUDY

Findings of the study are presented in five
sections.

SECTION- 1

Relative Position of Orissa vis -a- vis other Major General
Category States.

India, ahome to more than one billion people, is a federation
of 28 states and 7 Union territories. The growth and
development of the Indian economy depends upon the fiscal
performance of the constituent states and the union
territories. The gradual deterioration in the fiscal performance
of the states had put a negative impact on the growth of the
Indian economy. The fiscal crisis which started around 1985-
86 among the states, aggravated further during the postreform
period. The R.B.I report for the year 2002 points out that GFD
as a % of NSDP had increased in almost all states. The states'
own revenue as a proportion of their aggregate expenditure
had gone down from 43.5% to 41.5% between1990-91to 2000-
01. Interest payment showed a sharp rise from 13% of
RR(revenue receipt) in 1990-91 to 22.7% in 2001-02. The debt
to GDP ratio, which had declined during the 1990s till 1996-97,
started rising again continuously. The primary deficit of the
states had deteriorated from 1.8%0f GDPin the year 1990-91 to
2.4% by 1990-2000. In other words, until 2001, almost all
indicators suggested worsening of the fiscal situation in all
major states [RBI 2002]. This chapter has attempted to
measure the states (General category) as per their fiscal
performance. An effort has been put to assess the relative
position of the state “Orissa" vis-a-vis other major general
category states.

For the interstate comparison different fiscal parameters are
taken into the consideration such as the ratio of Revenue
deficit and Fiscal Deficit to their respective GSDPs to find out
the relative position of Orissa in comparison to other major
general category states, and in both the categories, the

situation of Orissa is found to be very grave. The trend analysis
is done by taking the time series data from the year 1993-94 to
2004-05.
To probe into such high unfavorable fiscal stance, the other
fiscal parameters were also studied, such as

¢ OwnTaxRevenue asapercentage of GSDP

¢ Revenue Expenditure asapercentage of GSDP

¢ Capital Expenditure as apercentage of GSDP.

¢ Interest Payment as a percentage of Total Revenue
Receipt.
Pension as apercentage of GSDP
¢ Outstanding debtasapercentage of GSDP.

*

The trend analysis is done by taking three averages over three
different time periods; for (1993-96), (1997-2000) and (2001 -
2004). In all the categories the situation of state govt of Orissa
was found to be worse than most ofthe other general category
states.

Only in the capital expenditure category the state govt. of
Orissa was found to have shown some improvements during
the year 2001- 02 to 2004-05 in comparison to other states.

Inthe category ofrevenue expenditure as a % of GSDP the state
govt. of Orissawas found to be with the highest ratio; it is even
more than those of BiharandWest Bengal.

In the category of pension as a percentage of GSDP the state
govt of Orissa has shown an increasing trend during the late
90s and onwards, mainly because of the revision of the pay
scale of the state govt. employees according to the Central
Govt. paymentstructure asper the VihPay Commission.

In the category of IP/TRR, Orissa is found to be a state with a
very highratio other than U.P, Rajasthan, andWest Bengal.

In all the above said fiscal indicators, the situation of Orissa
was found to be worse than most ofthe general category states.
To measure the impact of this critical situation, debtto GSDP
ratio was also taken and the comparison was made between
two average periods; for 1993-96 and for 2000-2003. During the
period 2000-2003, it was found out that Orissa was the state
with the highest debt to GSDP ratio with 68.63%, an increase of
27.47%overthese two average periods.

From the above analysis, the fiscal crisis that is faced by the
govtof Orissais clearly revealed. In this chapter an attempt has
also been made to find out the relative position of State Govt of
Orissa vis-a-vis other 14 major general category states by
applying an index. The index is known as “Composite Fiscal
Performance Index" developed by Archana Dholakia. This
indexismade up ofthe followingindices:

DeficitIndex (DI) : It consists ofthe following three indicators.
¢ GFD/TEX (Gross Fiscal Deficit/Total Expenditure)
¢ R.D/F.D (Revenue Deficit/Fiscal Deficit)
¢ C.O/F.D (Capital Outlay/Fiscal Deficit)

Own Revenue Effort Index(OREI) : It is constructed out of the
two indicators

¢ OTR/REX (Own Tax Revenue/ Revenue
Expenditure)
¢ oNtR/REX (Own Non Tax Revenue/Revenue

Expenditure)

DIAS TECHNOLOGY REVIEW = VOL. 7 NO.2 m OCTOBER 2010 - MARCH 2011 49



PUBLIC DEBT AND ITS' SUSTAINABILITY: PERSPECTIVE FOR A BACKWARD STATE IN INDIA-A CASE STUDY OF ORISSA

Expenditure and Debt Repayment Index (EDRI): It is
constructed out ofthe followingthree indicators.
¢ NDRE/RR (Non Developmental Revenue
Expenditure asaproportion ofrevenue receipt)

¢ IP/RR (Interest Payment as a proportion of
Revenue Receipt)
¢ DR/CFT ( Debt Repayment as a proportion of

central fiscal transfer)

Al these indicators are calculated by applying the following
formula:

required to be found out. For this, the different definitions
which are followed by the three apex bodies such as R.B.l, CAG
and Govt. of Orissawere scrutinized and itis found that there is
a difference in the R.B.l actual and R.B.I textual. After studying
the three different definitions, the GFD definition has been
outlined as below.

GFD = R.D + C.O + N.L- NDCR

GFD = Gross Fiscal Deficit

R.D =Revenue Deficit.

C.O =Capital Outlay.
N.L =Net Lending.

Indicators Best-Value Wrost-Value Formula
F.DITEX V= (VA1) w (WHX) (W-v)*100 ggp‘i:t'z I_RNeg:i[:?tem
R.D./F.D. V=(V-1) w (w-x) (w-v)*100 '
C.O/F.D V= (V+1) W (x-w) (v-w)*100 In the budget
NDRE/RR V=(V-1) W (W-x) (w-v)*100 document, the items
IP/REX V= (V'+l) w (W-x) (w-v)*100 which are recorded in
DR/CFT V= (V'+1) w (x-w) (v-w)*100 the Miscellaneous
OTR/REX V= (V'+1) w (x-W) (v-w)*100 Capital Receipt are
ONTR/REX V= (V'+1) W (x-w) (v-w)*100 usually the non debt

V=the bestvalue

V' =the actual bestvalue.

W =worstvalue

X=the actual value ofan indicator for a given state.

To aid this calculation, the best values are adjusted by one
unit point.

By applying this index, the states were ranked for the years
2001-02 to 2004-05, and itis found thatthe rank of Orissais last
but one in comparison to other 14 major general category
states, which made it imperative to study the sustainability of
the fiscal situation of Government of Orissa.

SECTION -11
Public Debt and Gross Fiscal Deficit - ATheoretical Analysis

In this section introduction of the working area has been
made. As the working area is the sustainability of public debt,
proper understanding ofthe concept ofdebt (public debt) and
the proper definition of public debt is a pre-requisite for the
required analysis.

As sustainability is usually examined by comparing the growth
rate of income and average rate of interest on debt, proper
measurement of debt plays a very important role. In this
chapter proper definition ofdebt has been outlined according
to the definition of Gross Fiscal Deficit.

Usually there are two ways to finance the GFD of a
government; either through monetization (creation of
liquidity) or through the additional borrowing. In case of a
state govt., it does not have access to the seigneorage. So, the
scope for monetization is very much limited or virtually nil.
Hence, the additional public borrowing of a state has got a
close linkwith the Gross Fiscal Deficit.

So for the correct definition of the outstanding liability, not
only the proper definition of GFD is required, but also the
different methods by which the GFD of a state is financed is

capital receipts,
Accordingly the
definition of GFD canbe rewritten as follows:

GFD=R.D+C.O+N.L-MCR

After scrutinisation ofthe above three definitions it was found
out that, there is a difference in the R.B.l actual and R.B.I
textual. Because, in the calculation of GFD, RBI usually does
not consider the value of MCR, as, usually, in most ofthe years
MCRvalue is zero. Butthe proper definition of GFD cannot be
found out by neglecting the MCR. However, it was found out
that the State Govt of Orissa follows the right definition, and
accordingly, once again the GFD of the State Govt. of Orissa is
computed for 16years; from the year 1990-91 to 2005-06.

As a state govt. mainly borrows to finance the GFD, the strong
link between GFD and the debt of a state is explained by the
help ofthe following analytics.

D+l =Dt+AD tl
AD tt=Debt finance deficit of the year D t1
D t1=D t+DFDt1

As, GFD 4= DFD i1+ MFD 1
=> DFDt4 = GFDt4- MFDt4
=> Dtd = Dt+ (GFD - MFD) M

The increase in debt in the time period t+1 i,e
AD ti= GFDt- MFDtd

From the above analytics it is concluded that, the correct
definition of debt can be found out by analyzing the different
componentsthroughwhich GFDisfinanced. In orderto have a
comparable definition as per the international standard the
different definitions of international bodies such as IMF, IASC
(International Accounting Standard Committee) were also
studied simultaneously. To make the definition comparable
across the countries, different definitions which are followed
by different countries such as U.S.A, Canada, United Kingdom
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and Australiawere also studied.

By studying all these definitions it was understood that the
concept of public debt or the liability need proper definition
for avoiding confusion and erroneous use. The concept should
be accordingto the analytical framework for its effective use in
policy making. The mostimportantuse ofdebt or liability isto
access the sustainability of it. In this study, sustainability is
tested according to Domar's equation. According to Domar's
equation, sustainability of debt is studied by comparing the
growth rate of GSDP with the rate of interest. The absolute
amount ofinterest does not vary irrespective of the total value
ofthe debt but the rate of interest depends upon the absolute
value ofthe debt. So, abroader definition ofdebt is expected to
yield a smaller interest rate. Hence, a definitional mistake
might change the result ofthe sustainability ofpublic debt.

By scrutinizing all the definitions provided by the different
bodies, in this study, it is finally concluded that all those items
which are accumulated due to the govt. operation in the past
and which are extinguished by the govt. operation in future
should be included in the calculation of debt. The direct
financial obligations which are serviced through the interest
paymentshould also be included .

From the above conclusion, the new definition of debt was
found outas per the following equation:
Outstanding Liability =MFD +DFD

=Internal Borrowing +loans from the centre+ Small savings +
depositand advances
+ contingency fund +WMAand OD from R.B.1

In this study it was found out that the definition of debtwhich
is followed by the Govt. of Orissa is not proper as it does not
take into account many items from the above. So, by using the
above said definition, the outstanding liability of the Govt. of
Orissawas calculated once again for the 16years; from the year
1990-91 to 2005-06.

SECTION -111
Analytics of Debt Sustainability

This section attempts to assess the fiscal health of the State
Govt. of Orissa by taking different indicators. As the study is
developed to assess the sustainability of public debt, the
indicators required according to sustainability perspective are
specially chosen. Those indicators are as follows:

a) Debt/GSDP (Debtto GSDP ratio)

b) F.D/GSDP (Fiscal Deficitto GSDP ratio)

c) P.D/GSDP (Primary Deficitto GSDP ratio)

d) IP/TRR (Interestpaymentto Total Revenue
Receipt)

e) RE/tE (Revenue Expenditure to Total
Expenditure)

f) RE/RR (Revenue Expenditure to Revenue Receipt)

g0 RD/FD (Revenue Deficitto Fiscal Deficit)

Debt to GSDP ratio

Asperthe FRBMA, the targeted Debtto GSDP ratio was fixed at
28%. It is found out that the ratio for Orissa throughout the

study period is always more than 40% and it has reached to a
height of 62.7%during the year 2005-2006, showing the critical
condition ofthe state

GFD/GSDPratio

For this study the GSDP data of CSO has been taken. CSO

provides two time series data based on two different base

years. One is from the year 93-94 up to the year 2004-05( 93-94

as the base year). Another is from the year 1999-00 to 2006-07

(99-00 as the base year). To maintain the consistency of the

data, all these ratios are taken from the year 1993-94 to 2004-

05. FRBMAhas targeted to reduce this ratio up to 3% butitwas
foundthatin case of Orissaitwasvery high ataround 6%.

P.D/GSDP ratio

In this category Orissa has shown some improvement. The
ratio value went on increasing from1.16% during the year 93-
94 t0 6.48% by the end ofthe year 1999-2000. But from the year
2000- 01 onwards itwent on decreasing and itwas converted to
a primary surplus state by the end of the year 2004-05. Orissa
has shownthe rightkind ofimprovementonly in this category.

R.D/GSDP ratio

In this category, the situation of Orissa is as bad as other
indicators. This ratio has been showing a continuously
increasing trend up to the year 2001-02. During the year 2001-
02, this ratio was quite high with 6.75%, however, it has been
reduced to 2.6% and 3.7%during 02-03 and 04-05 respectively
due to various expenditure rationalization and revenue
augmentation measures implemented by the state govt. since
1999-2000.

IP/TRR

The ratio had continuously increased from the year 1990-91 to
2005-06 from 16.8% to 29.27%. As per the requirement of the
FRBMA, it should have been at 15% of the TRR (total revenue
receipt) ofthe state. This increasing amount ofthe interest has
put pressure on the revenue expenditure of the state, and in
turn has further widened the revenue deficit leading to more
borrowing.

RE/TE

This indicator has been taken to measure the pressure of
revenue expenditure on total expenditure. As revenue
expenditure represents the unproductive expenditure of the
state, ifthe major portion ofthe expenditure ofthe state will go
towards this unproductive expenditure, then it will hamper
the growth ofthe economy and subsequently the debtburden
will be unsustainable. And in this categoryitwas found that the
situation of Orissaisvery critical overthese 16years as the ratio
isvery high ataround 70% to 80%.

RE/TRR

This ratio has been taken to know what proportion of TRR
(Total revenue receipt) of the state t goes towards revenue
expenditure. Itwas found thatrevenue expenditure ofthe state
ismore than the TRR ofthe state and is almost 120% over these
16 years which shows that revenue expenditure only is more
than 100% ofthe TRR. That means, the state govt. has to borrow
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to coverthe maintenance expenditure ofthe state.

All these above indicators had shown that the ratios are
unfavorable for the state govt. of Orissa leading the state govt.
into adebtridden condition.

SECTION -1V
Solvency and Sustainability of Public Debt

This section focuses on the solvency and sustainability of the
debt of State Govt. of Orissa. Solvency and sustainability are
closely related as an unsustainable time path of debt will
ultimately threaten the solvency of the state. So, solvency and
sustainability are required to be studied together. These
criteriahave been derived from the famous Domar's equation.

The public debt of the govt. will be sustainable provided that
the borrowed fund is invested for the developmental purposes
and the growth thereby generated helps in further growth of
the GSDP Then only, the govt. can generate sufficient liquid
assetto meetthe current obligation. This sustainability will be
achieved only when the rate of interest “r" is less than “g", the
growth rate of GSDP.

SISO s ®

Solvency of the public debt will be there provided that , the
growth rate of the public debt will be less than equal to the rate
of interest . As solvency is a term related to the ability of the
state to discharge its obligation in the long term, if the public
debt will grow at a higher rate than that of the rate of interest,
then it will be difficult on the part of the state to discharge its
obligation in the long run. So, for the solvency of the public
debtthe following criteria should be fulfilled.

‘the growth rate of the debt (k) should be less than equal to
the rate of interest (r)"

Ifwe combine the equqtion (1) and equation(2) we can getthe
solvency and sustainability criteria of the public debt as
follows:

The above said equation is derived in this study from the
Domar's equation.

Forthe calculation of “g" and the “k"i.e. the annual growth rate
of GSDP and Debt respectively, the econometrics semi log
model has been adopted. To maintain the consistency of the
data of GSDP, the GSDP data from the year 93-94 to 2004-05
have been taken for the study. Accordingly, it was found out
that overthese 12years

‘9" =9.94%

“K"* = 16%

“r" =10.44%

From the above findings it is clear that
k>r>g

The major finding of the present study over these 12 years is
that the public debt of Orissa was neither solvent nor

sustainable.
SECTION -V

Deficit, Debt and Economic Growth - Problems and
Prospects

In this section an attempthas been made to explore the causes
of such debtridden condition of the State Govt. of Orissa. The
major causes are as follows:

¢ The frequent visit of natural calamities has forced the
state to resort to debt and has made the debt more and
more debtprone.

¢ The disproportionately high employment by the state
has made the salary and pension bill unsustainable for
the state.

. Salary, pension and interest bill has made the
committed expenditure of the state unsustainable as it
has exceeded the Total Revenue ofthe State.

¢ Asperthe recommendation ofthe 12hFC, the state govt.
had to approach the market for the 70% of the loan
component of the central govt. But in this study it was
found out that the average rate of interest on GOI loan
was 12.35% and on open market loan was 14%. So,
increasing dependence on open market loan had made
the state more debtridden.

¢ The unfavorable approach by the different Finance
Commissions, in particularly by the 11th Finance
Commission, has made the state more and more
dependent on the R.B.l. in terms of W&MA and OD
which ismore costly.

In this section, along with exploring the causes of the debt
ridden condition of the Govt. of Orissa, an attempt has been
made to suggest some remedial measures for policy
prescription. The following are some of the remedial
measures.
¢ The state has to improve both own tax and non-tax
revenue buoyancy.
¢ The state has to take care of unproductive revenue
expenditure by the implementation of differentrevenue
rationalization programme.
¢ Restructuring of the high cost debt.

Some of the institutional reforms are also suggested in this
study, such as putting comprehensive cap on the state
borrowing, bringing reforms in negotiated loan from financial
institutions, and also in cash management, by which the
dependence on W&MA and OD from R.B.l. can be
systematized and interestburden can be reduced.

As per the FRBM Act, the state govt. of Orissa is required to
achieve the targets ofreducing F.Dto GSDP level to 3%, Debtto
GSDP ratio to 28%, Interest Payment to TRR ratio to 15% and
R.D to GSDP ratio to 0% for getting some debt reliefand other
central govt. incentives. The present task before the govt. is to
maintain the present rate of economic growth with the
achievement of the desired ratios. Otherwise, the additional
funding through borrowing by the state govt. will be reduced.

By looking into the trend of the interest rate on open market
loan, in the era ofreducing rate ofinterest on market loan, itis
further suggested to restructure the loan of the GoO (Govt. of
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Orissa) and to convert it into more and more market loan. Orissa state govt., the above- said fiscal as well as institutional
When a state govt. will be dependent on the market for loan, reforms are to be undertaken by the State Govt. of Orissa on an
marketwill study the sustainability ofthe fiscal situation ofthe urgentbasis.
govt. In this respect, to increase the creditworthiness of the eee
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