Case Study            Time required:- 30 minutes

Let us discuss a typical case of “The Jammu and Kashmir Fiscal Responsibility an  Budget Management  (FRBM) Act, 2006” and Audit findings  with regard to its implementation:-

(A)  Requirements of the Act:-
Section 9 of the FRBM Act imposed the following obligations on the State Government for the period 2006-07 to 2009-10:
(a) The revenue surplus was to be maintained and steps were to be initiated for progressive strengthening of the surplus.
(b) The pre-devolution non-plan revenue deficit was to be progressively reduced to at most 20 per cent of GSDP by 2009-10 and to maintain the level thereafter, with minimum annual reduction by one per cent of GSDP beginning from 2006-07. (The pre-devolution non-plan revenue deficit of the State was 24.73 per cent of GSDP in 2005-06.)
(c) The fiscal deficit was to be progressively reduced to at most three per cent of GSDP by 2009-10 with minimum annual reduction by 0.5 per cent of GSDP beginning from 2006-07. (The fiscal deficit of the State was 9.96 per cent of GSDP in 2005-06.)
(d) The ‘outstanding total liabilities’ were to be progressively reduced to at most 55 per cent of GSDP by 2009-10 with minimum annual reduction by five per cent of GSDP beginning from 2006-07. (The ‘outstanding total liabilities’ of the State, as defined in the Act, for the base year 2005-06 are not readily available due to accounts of Public Sector Undertakings being in arrears. Government’s outstanding liabilities as per Government Accounts were 63.31 per cent of GSDP in 2005-06. As per 13th Finance Commission's Report, the State’s Outstanding Debt Relative to GSDP was 63.27 per cent of GSDP).
(e) The annual incremental risk weighted guarantees in any financial year were to be limited to 75 per cent of the total revenue receipts in the previous financial year or to 7.5 per cent of GSDP of the previous financial year, whichever is lower.
The Act also contemplated that the Government may setup an agency independent of the Government to review periodically the compliance of the provisions of the Act, and table such reviews in each House of the State Legislature.
The FRBM Rules prescribed (January 2008) the fiscal indicators to be monitored, the formats of the Macro Economic Framework Statement (MEFS)/ Medium Term Fiscal Policy Statement (MTFPS)/ Fiscal Policy Strategy Statement (FPSS) to be annually presented along with the Budget to the State Legislature and several statements disclosing fiscal information to the Legislature. The Disclosure 
Requirements under the Act/ Rules were implemented from the Budget for the year 2008-09. The FRBM Act has been amended to reset/ relax the debt/ deficit reduction targets as per 12th and 13th Finance Commission’s accepted recommendations as detailed below:
· On 17th December, 2008, the FRBM Act was amended to provide for reducing pre-devolution non-plan revenue deficit, Fiscal Deficit and outstanding total liabilities to at most 20 per cent, three per cent and 55 per cent respectively by March 2009 instead of March 2010 as in the original Act.
· An amendment to the Act on 20 April 2010 raised the target fiscal deficit for 2009-10 from three per cent of GSDP to four per cent of GSDP. Since the year 2009-10 was already over, the reset target was not implementable.
· An amendment to the Act on 9th April 2011, reset the annual Fiscal Deficit targets for the five years’ period 2010-11 to 2014-15 to be 5.3 per cent, 4.7 per cent, 4.2 per cent, 3.6 per cent and 3.0 per cent of GSDP. Since the year 2010-11 was already over, the reset target was not implementable.
· On 25 August 2011, an amendment in the FRBM Act through an Ordinance reset the annual targets for outstanding debt as percentage of GSDP to 56.1 per cent, 55.1 per cent, 53.6 per cent, 51.6 per cent and 49.3 per cent during the five years period from 2010-11 to 2014-15, as recommended by the 13th Finance Commission. (Since the year 2010-11 was already over, the reset target was not implementable).




Typical Findings on Implementation of the FRBM Act and        Rules

Any State government can meet the targets for reduction/elimination of fiscal deficit, revenue deficit, total liabilities etc., if the Central government chooses to provide sufficient grants-in-aid or debt relief, especially outside the scope of the award of a Finance Commission. A truer measure of a State’s fiscal prudence or fiscal responsibility is the State’s own deficit, which measures the resource gap between the State’s expenditure and the non-debt receipts within the control of the State, assuming that old financial liabilities continue to be refinanced out of fresh borrowings. These non-debt resources depend upon State’s own fiscal policies. The State has shown improvement by reducing dependence on transfer of resources from the Central government from 67 per cent in 2006-07 to 60 per cent in 2014-15. This, of course, does not take into account the resources transferred by the Union Ministries directly to implementing agencies, bye-passing the State government accounts.
· [bookmark: _GoBack]The State has continued to be revenue surplus upto 2013-14 but only due to high levels of grants from the Central government.  However, the revenue surplus has witnessed a sharp decline from `1100 crore (2012-13) to `70 crore (2013-14) and could not maintain it during the year 2014-15 resulting in revenue deficit of `390 crore.  The State’s own deficit has been consistently high and steadily rising with expenditure growth far outpacing revenue mobilisation. 
· The original target of reducing the fiscal deficit to three per cent of the GSDP by the end of 2009-10 was missed by a very wide margin as the actual fiscal deficit shot up to 9.1 per cent in that year. An amendment in the FRBM Act in April 2010 raising the 2009-10 target to four per cent was of no avail. The State had to cap the fiscal deficit at 4.7 per cent of GSDP in 2011-12 and 4.2 per cent of GSDP in 2012-13 and 3.6 per cent in 2013-14 but the fiscal deficit actually was 5.6, 5.4 and 5.2 per cent respectively.  The year 2014-15 ended with a fiscal deficit of 6.4 per cent of GSDP which continued to be significantly higher than the target of 3 per cent.
· The FRBM rules specified only the annual targets for   (a) revenue deficit as percentage of total revenue receipts (b) fiscal deficit as percentage of GSDP and (c) total outstanding liabilities as percentage of GSDP. These rule omitted to define annual targets for “pre-devolution non plan revenue deficit” which was to be reduced to 20 percent of GSDP by 2009-10.  In fact, this fiscal parameter is not even being mentioned in the budget documents presented to the State legislature. Obviously this parameter did not receive Government’s attention because fiscal concessions/ incentives are attached to its compliance.
· The FRBM Act defines ‘total liabilities’ to mean the “liabilities under the Consolidated Fund of the State and the Public Account of the State and includes borrowings by the Public Sector Undertakings (PSUs) and the Special Purpose Vehicles (SPVs) and other equivalent instruments including guarantees where the principal and/or interest are to be serviced out of the budget.” It was this wider aggregate that was targeted to be capped to 55.1 per cent of GSDP. However, the State government continues to include only the financial liabilities of the government forming part of the government accounts. The liabilities of PSUs/ SPVs have been excluded. This compliance was made difficult by the fact that the accounts of several PSUs are heavily in arrears and therefore their liabilities could not be ascertained. These do not include the liabilities on account of funds held by government officers in bank accounts outside the government accounts, which should have in normal course been credited to the Public Accounts of the State. The Finance Department is not monitoring these cash balances held outside the government accounts though operated by government officers. The unfunded liabilities on account of pensions and other retirement benefits are also excluded, though these were also required to be included as per the FRBM Act. Thus, substantive provisions of the FRBM Act regarding computation of ‘total liabilities’ have not been complied so far.
· The ‘committed liabilities’ disclosed in the FRBM statements presented to the Legislature do     not include such liabilities as (a) liability of undisbursed arrears of pay and pension revision (b) liability of counterpart matching funds under various Centrally Sponsored Schemes/ Programmes. The debt/ deficit reduction targets were thus missed despite postponement of such expenditures.
· The annual targets for Fiscal Deficit, Total Liabilities etc. were recommended by the 12th and 13th Finance Commissions on certain assumptions and forecast about GSDP. Even after the GSDP data was revised, these targets were not correspondingly revised. After these were revised with 2004-05 as the base year, the GSDP for 2007-08 shot up to ` 35620 crore. Thus, the targets set with reference to GSDP series with 1999-2000 as base year with a new GSDP series giving significantly higher numbers should have been revised downwards. However, this was not done. Thus, the debt/ deficit reduction targets (as per cent of GSDP) under the FRBM Act stand diluted due to increase in GSDP on change in methodology of its calculation, beyond the contemplation of the Thirteenth Finance Commission. Thus, the assessment of fiscal consolidation efforts carried out by the government and the process of evaluating compliance to the FRBM Act in the Budget documents should distinguish between the denominator effect (increase in GSDP) and the numerator effect (reduction in government’s debt and deficit in absolute amount).
· FRBM Act contemplate that the Government may set up an agency independent of the Government to review periodically the compliance of the provisions of the act, and table such reviews in each house of the State Legislature. However, no such independent review has been carried out so far.
· The FRBM Act required that in the Medium Term Fiscal Policy Statement to be presented with the Budget to the Legislature, the government shall set forth the fiscal management objectives of the Government and three year rolling targets for the prescribed fiscal indicators with clear enunciation of the underlying assumptions. The Statement was also to include the various assumptions behind the fiscal indicators and assessment of sustainability relating to (i) the balance between Revenue receipts and Revenue expenditure (ii) the use of Capital receipts including borrowings for generating productive assets and (iii) the estimated yearly pension liabilities worked out on actuarial basis for the next ten years. The Act provided that in case it was not possible to calculate the pension liabilities on actuarial basis during the period of first three years after the enforcement of the Act, Government may, during that period, estimate the pension liabilities by forecasts on the basis of trend growth rates. However, these provisions of the FRBM Act were not given adequate attention and in fact in the Medium Term Fiscal Policy Statements actually presented to the Legislature, the provisions of the Rules were repeated.
· Under the FRBM Act, the Government has committed to disclose the summery of assets in the Budget documents.  The statements presented with the budget depict book value of assets including land.  These numbers could not be independently verified by the audit in absence of audit of the subsidiary records to see the basis of evaluation and completeness.
· Notwithstanding the above deviations, the State has made good use of the opportunities presented by increased economic activities to substantially increased tax revenues.  There has been record mobilization of commercial taxes and the States own revenues have shown very high growth.  However, areas of concern remain, States own deficit continues to remain high mainly on account of high increase in expenditure and commitments on establishment related expenditure and serious shortfalls in bridging the resource gap in the power sector. 

