
Chapter 3

The baseline scenario and its implications

3.1 PROCESS FOR MEDIUM TERM PLAN-
NING AND PROJECTIONS

The medium term fiscal planning process
undertaken in this reporthasbeenorganised
as two sets of projections: a ‘baseline
scenario’anda ‘reformsscenario’.

To discussthescaleof new policy initiatives
that are required for attaining the FRBM
targets, the first step is the ‘baseline
scenario’.This consistsof a portrayalof the
outcomesthatarelikely to comeaboutunder
conventional policiesandtrends.

Theestimateof therevenuedeficitin 2008-09
in the baselinescenariois a key foundation
for thinking aboutwhat new efforts needto
bemadeto overcomethis gap. Towardsthis
end,weseekto makeprojectionsfrom 2005-
06 till 2008-09,for all major componentsof
revenuereceiptsandrevenueexpenditures,so
asto obtainanestimateof therevenuedeficit
in 2008-09underthebaselinescenario.

This magnitudeguidesthe questfor policy
proposalsonrevenueandexpenditure,which
couldremove this gap. Projectionsaremade
till 2008-09aboutthe impactof thesepolicy
proposals.Theseprojectionsaretermedthe
‘reformsscenario’.

It should be emphasisedthat in any effort

of medium-termfiscal planning and policy
formulation, there are significant innate
uncertaintiesaboutfuture events,and about
the numerical consequencesof alternative
policy scenarios. Ex post, it will always
be the casethat reality divergesfrom these
baselineestimates.At the sametime, there
is a need to form a ‘best judgment’ in
fully articulatednumerical terms, in order
to envision the future and make sound
decisions.

In this report, thesehave beendone using
a combinationof empiricalmodels,and the
judgmentsof the committee. There will,
innately, be many differencesof opinion
about the details of theseprojections. At
the sametime, there will also be a certain
cancellingoutof errors.

3.2 INTERPRETATION OF THE BASELINE

SCENARIO

The baselinescenarioreflectsthe outcomes
that will obtain under ‘businessas usual’,
wherethefour yearsfrom 2005-06till 2008-
09 are similar to recent years in terms of
progressonpolicy andadministration.

The baseline scenario does not seek to
portraytheconsequencesof ‘doing nothing’,
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of freezingon policiesandadministrationas
of 2004-05. It capturesthe expectedimpact
of continuing to make progresson policies
and administration at the rate that has
prevailedin recentyears. Roughlyspeaking,
such baselineprojectionsfor the next five
yearsshouldbeinterpretedasthepredictions
for outcomesthatwould obtainif thepaceof
reformsto policiesandadministration in the
next five years was the sameas that which
cameaboutin thelast fiveyears.

This interpretationof the baselinescenario
applieson both revenuesand expenditures.
In bothcases,theprojectionsfor thebaseline
scenario assumeconditions, and rates of
change, comparable to those that have
prevailedin recentyears.

As befits any medium-termfiscal planning
effort, aseriesof assumptionsarerequiredin
pinningdown thebaselinescenario.They are
documentedin detail in this chapter.

3.3 ASSUMPTION ABOUT NOMINAL GDP
GROWTH

One assumption that has a considerable
impact on fiscal planning is that about
nominalGDP growth. To theextent thatwe
focusonfiscalconsolidationexpressedasper
cent of GDP, errors in forecastingnominal
GDP do tendto cancelout. However, there
areotherchannelsthroughwhichthenominal
GDPassumptiondoesaffect theaccuracy of
projections.

Figure 3.1 shows the historical experience
with nominal GDP growth, and the GDP
deflator, from 1980 onwards. In the recent
six years,the averagenominalGDP growth
hasbeen10.4%.

Table 3.1 BaselineGDPatmarketprices
(Rs.crore)

Year GDP Growth (%)
2003-04 27,72,194
2004-05 31,04,857 12.00
2005-06 34,77,440 12.00
2006-07 38,86,039 11.75
2007-08 43,32,934 11.50
2008-09 48,20,389 11.25

Underthe baselinescenario,which assumes
that important fiscal reforms do not take
place,it is expectedthat the revenuedeficits
would belargeenoughto yield a continually
increasingDebt/GDPratio. This is expected
to have a deleteriouseffect upon growth in
the medium term, through higher interest
rates,crowdingoutof investment,poorcredit
rating,andlackof investorconfidence.These
would adverselyaffect GDPgrowth. Hence,
thebaselinescenarioenvisagesa taperingoff
of GDP growth from currentratesof 12 per
centper year to a rateof 11.25per centper
yearby 2008-09.

Table 3.1 shows the numerical values for
projectednominal GDP obtainedunderthis
assumption. This shows that in 2004-05,
eachpercentagepointof GDPcorrespondsto
aboutRs.31,000crore. This is expectedto
grow to aboutRs.48,000crorein 2008-09.

3.4 BASELINE EXPENDITURE PROJEC-
TIONS

Planexpenditureis projectedto grow at the
five-yearhistoricalgrowth rate,of 12.82%.

Defenseexpenditureis projectedto grow at
thefive-yearhistoricalgrowth rate,of 8.73%.

Interestpaymentexpendituresare projected
basedon the existing stock of debt, and an
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Figure 3.1 NominalGDPgrowth, andGDPdeflator

1985 1990 1995 2000

0
5

10
15

20

G
ro

w
th

 (
pe

rc
en

t)

10.41

4.40Nominal GDP growth
GDP deflator
Recent average

assumptionthat the secondarymarket yield
curvewill stayatexistinglevels.Theexisting
weightedaverageinterestrate works out to
8.25%per annum. This is projectedto drop
as old securitiesmature,and new securities
areissuedatthelowerinterestrateswhichare
now prevalent.

Projectionsfor subsidiesreflect the existing
statusof policy decisionsaboutthe removal
of subsidies. The food subsidyis expected
to grow at−5% perannum,thanksto better
inventory managementand lower interest
rates. The fertiliser subsidyis expectedto
grow at therateof 5%peryear.

Other non-plan expenditure is expectedto
grow at therateof 6%peryear.

3.5 BASELINE REVENUE PROJECTIONS

In eachaspectof taxation,we needestimates
of future tax buoyancies,i.e. the percentage
changein tax revenuesper unit percentage

changein the taxbase. For example,if we
think of manufacturingGDP asthe taxbase
of excisecollections,thenabuoyancy of 0.75
would imply that a 10% growth in nominal
manufacturing GDP is expectedto yield a
7.5%growth in excisecollections.

Thesebuoyancy estimatesarecritical to the
baselinescenario.Empiricalanalysis,which
providesthebasisfor therevenueprojections
in thebaselinecase,is presentedin Appendix
A.

Tax projectionshave beenworkedout based
on historical trendsof tax collections. The
projectionsfocus on the trend of growth in
tax collections. There are always year-to-
year fluctuations,owing to randomfactors,
which take actual outcomes away from
trends.

In thecaseof personalandcorporateincome
tax, future tax projectionsassumethat the
recentexperiencewith taxbuoyancieswill be
repeatedin thenext four years.
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Excise revenuesare usefully classifiedinto
two components:Petroleum-Oil-Lubricants
(POL) andnon-POL.In the caseof POL, it
is assumedthattheratio of exciseon POL to
GDP will stayconstant inthe future. In the
caseof non-POL,it is assumedthattherecent
experiencewith tax buoyancy of roughly0.5
will berepeatedin thenext four years.

In the caseof customsduties,it is assumed
thatwhile GDPwill grow at 12%nominalper
annum,customscollectionswill only grow
by 6% perannum.This is expectedto come
aboutthrougha combinationof (a) reduction
in tariffs with (b) growth in the import/GDP
ratio. Underthis framework, customstariffs
will drop to 15% of grosstax collectionby
2008-09.

In the case of non-tax revenues, interest
receipts are assumedto decline due to
prepayment under the State Debt Swap
scheme,pre-paymentby CentralPSUsand
continuationof existing interestrates. It is
assumedthat dividendsand profits paid by
RBI andpublic sectorcorporationswill drop
by 5%peryear.

Other non-tax receipts, including user
charges, are projectedto grow at the GDP
rate; i.e. they are expected to have a
buoyancy of 1.

It is assumedthatdevolutionto states,of total
grosstax collections,will take place using
proportionsthatprevail today.

Table 3.2 summarises the baseline tax
projections (in levels) and Table 3.3 re-
expressesthesevaluesaspercentof GDP.

Theprojectionsimply considerablebuoyancy
(1.87)of direct tax. This is expectedto yield
agrowth in theTax/GDPratio from 3.73%in
2003-04to 5.76%in 2008-09.

Thepictureon indirecttaxesis moresombre.
Servicetax is projectedto have abuoyancy
of 1 after2004-05,andthusstayat 0.44%of
GDP. The phasingout of protectionism,and
amovetowardsASEAN tariff levels,will lead
to a drop in customsfrom 1.78%of GDP in
2003-04to 1.41%of GDP in 2008-09. The
poor buoyancy of non-POLexcise in recent
years is expectedto give a drop in excise
collectionsfrom 3.33%of GDPin 2003-04to
2.92%in 2008-09.Theseaddupto a drop in
indirect tax collectionsfrom 5.47%of GDP
in 2003-04to 4.77%in 2008-09.

3.5.1 Non-tax revenue

Non-tax revenue forms an important con-
stituentof revenuereceiptsof theUnionGov-
ernment. In the decadeof nineties,non-tax
revenueconstitutedbetween24.1percentto
29.3percentof total revenuereceiptsof the
Union Government. The principal compo-
nentsof non-taxrevenueareinterestreceipts,
dividendsandprofits, receiptsfrom telecom
sectorandrangeof userchargesleviedby the
Government.The interestreceiptsaccrueto
the Union Governmentfrom loans and ad-
vancesmade to State and Union Territory
Governments,public sectorcompanies,rail-
waysandothers.Dividendsprimarily accrue
to Governmentfrom payoutsmadeby pub-
lic sectorcompaniesandbanksanddividends
from RBI.

Table 3.4 shows the evolution of the
componentsof non-taxrevenuefrom 1990-
91 to 2004-05.Interestreceiptshave steadily
fallen in importancefrom 73 per cent to 52
per centover this period. Dividendreceipts
have shown a significantincrease,owing to
the issueof guidelineson dividend payout,
and now contribute over one-fifth of non-
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Table 3.2 Baselinetaxprojections(Rs.crore)

This tableshows taxprojections,underthebaselinescenario,expressedin crorerupees.

2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 Growth Buoyancy
(RE) (BE) 0405-0809

Direct taxes 103,400 137,000 154,258 188,283 229,066 277,667 21.84 1.87
Incometax 40,269 50,009 58,458 69,842 83,299 99,000 19.71 1.68
Corporationtax 62,986 86,846 95,800 118,441 145,767 178,667 23.19 1.98

Indirecttaxes 151,523 175,823 178,298 193,764 210,988 229,743 8.68 0.74
Excise 92,379 107,699 107,897 117,791 128,733 140,691 8.78 0.75
Customs 49,350 53,500 55,281 59,039 63,288 67,843 6.57 0.56
Servicetax 8,300 14,000 15,120 16,934 18,967 21,244 20.68 1.77

Grosstaxcollection 254,923 312,823 332,556 382,047 440,054 507,410 14.76 1.26

Educationcess 0 4,910 5,599 6,432 7,408 8,542
Total grosstaxes 254,923 317,733 338,155 388,479 447,463 515,952 15.03 1.28
GDPatmarketprices 27,72,194 31,04,857 34,77,440 38,86,039 43,32,934 48,20,389 11.70

Table 3.3 Baselinetaxprojections:Percentto GDP

This tableshows taxprojectionsunderthebaselinescenario,whereall valuesareexpressedaspercentto GDP.

(Percentto GDP)
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09

(RE) (BE)
Direct taxes 3.73 4.41 4.44 4.85 5.29 5.76
Incometax 1.45 1.61 1.68 1.80 1.92 2.05
Corporationtax 2.27 2.80 2.75 3.05 3.36 3.71

Indirecttaxes 5.47 5.66 5.13 4.99 4.87 4.77
Excise 3.33 3.47 3.10 3.03 2.97 2.92
Customs 1.78 1.72 1.59 1.52 1.46 1.41
Servicetax 0.30 0.45 0.43 0.44 0.44 0.44

Grosstaxcollection 9.20 10.08 9.56 9.83 10.16 10.53

Educationcess 0.16 0.16 0.17 0.17 0.18
Total grosstaxes 9.20 10.23 9.72 10.00 10.33 10.70

Table 3.4 Evolutionof sourcesof non-taxrevenue
(Figuresin Rs.crore;percentagesin brackets)

1990-91 1995-96 2000-01 2004-05
InterestReceipts 8,730 18,419 32,811 36,950

(73) (65) (59) (49)
Dividends 774 3,248 13,575 18,875

(6) (12) (24) (25)
TelecomReceipts 5 1,362 1,614 6,327

(0) (5) (3) (8)
Others 2,467 5,162 7,947 13,264

(21) (18) (14) (18)
Total 11,976 28,191 55,947 75,416
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tax revenue. Insofar astelecomreceiptsare
concerned,they have shown a sharpincrease
fromanominalamountof Rs.5crorein 1990-
91 to Rs.6,044crore in 2004-05. These
are primarily derived from revenuesharing
arrangementswith telecomserviceproviders.

Over the next few years, interest receipts
are expectedto be sluggishin view of the
softeninginterestrateregime. This aspectis
reinforcedby theStatesDebtSwapandpre-
paymentof Centralloans.Dividendreceipts
are also expectedto decline in view of the
reduction in ownership by Governmentof
public sector companies. In the case of
user charges, realignmentof thesecharges
to cover costmay leadto additionalnon-tax
receipts,but thebenefiton thisaccountis not
expectedto beconsiderable.

3.6 PROJECTIONS ABOUT CAPITAL RE-
CEIPTS

Projectionsaboutcapitalreceiptsarerequired
in order to make projectionsabout future
interestpayments,whichareafunctionof the
futureevolutionof thedebtstock.

Non-debtcapitalreceiptsconsistprimarily of
repaymentof loansto theUnionGovernment
and receiptsfrom disinvestment. Recovery
of loans is projectedto decline each year
keepingin view the prepaymentof loansby
StateGovernmentsandPSUs.Disinvestment
receiptshave beenassumedto be stableat
thevaluechosenfor 2004-05BE,of Rs.4,000
croreperyear.

3.7 BASELINE PROJECTIONS AND THEIR

INTERPRETATION

Usingtheseassumptions,thebaselineprojec-
tions areshown in Table3.5 (in levels) and
Table3.6 (percentto GDP).1 The main fea-
turesof thesebaselineestimatesmaybesum-
marisedasfollows.

The baselineprojectionsenvisagea steady
improvementin net taxrevenues,from 6.77%
to GDP (2003-04RE) to 7.91%of GDP in
the last year. At the sametime, non-tax
revenuesare projectedto drop to 1.51% of
GDP. Puttingthesetogether, revenuereceipts
are projected to drop from 9.49% to GDP
(2003-04RE) to 9.42% of GDP in the last
year.

Non-plan expenditure is expected to drop
sharply, from 11.04% of GDP (2003-04
RE) to 8.84%of GDP in the terminal year.
This reflectsa combinationof lower interest
payments,a smallerexpenditureon defence
(as per cent of GDP) and smallersubsidies
(aspercentof GDP).

The baseline assumptionsare about envis-
aging ‘businessas usual’, and hencethey
do not envisage reformsin planexpenditure,
which is anticipatedto marginally increase
from 4.69percentof GDPin 2004-05to 4.89
percentof GDPby theendof theperiod.

Expressedin termsof revenueversus capital
expenditures,capitalexpenditureis expected
to be roughly stable,going from 2.34% of
GDP (2003-04RE) to 2.65%of GDP in the
terminalyear.

Figure 3.2 shows deficit projectionsunder

1The provisional actuals for 2002-03 and the
revised estimatesfor 2003-04 exclude transactions
relating to repaymentto NSSFunderthe Debt Swap
Scheme.



3.7 Baseline projections and their interpretation 33

Table 3.5 Fiscalprojectionsunderbaselinescenario(Rs.crore)

This tableshowsfiscalprojectionsunderthebaselinescenario,expressedin crorerupees.

(Rs.crore)
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09

(RE) (BE)
GDP 27,72,194 31,04,857 34,77,440 38,86,03943,32,934 48,20,389
Grosstax revenue 254,923 317,733 338,155 388,479 447,463 515,952

Revenuereceipts 263,027 309,322 323,538 360,480 404,021 454,202
Tax revenue,netto centre 187,539 233,906 248,990 286,659 330,787 381,418
Non-taxrevenue 75,488 75,416 74,548 73,821 73,234 72,784

Capitalreceipts 164,626 168,507 189,891 199,719 203,130 207,909
Recoveriesof loans 18,023 27,100 13,395 12,725 12,089 12,089
Otherreceipts 14,500 4,000 4,000 4,000 4,000 4,000
Borrowingsandotherliabili ties 132,103 137,407 172,496 182,994 187,041 191,420

Total receipts 427,653 477,829 513,430 560,198 607,151 662,111

Non-planexpenditure 306,146 332,239 349,175 374,886 398,082 426,239
Interest,debtservicing 124,555 129,500 143,970 158,659 173,427 188,393
Defence 60,300 77,000 71,762 78,027 84,839 92,245
Subsidies 44,707 43,516 44,497 43,924 39,883 39,672
Grants,loansto States,UTs 15,850 19,576 21,181 22,450 23,797 25,225
Othernon-planexpenditure 60,734 62,647 67,765 71,827 76,136 80,704

Planexpenditure 121,507 145,590 164,255 185,312 209,069 235,872

Total expenditure 427,653 477,829 513,430 560,198 607,151 662,111

Revenueexpenditure 362,887 385,493 414,214 451,945 489,825 534,164
Capitalexpenditure 64,766 92,335 99,214 108,252 117,325 127,945

RevenueDeficit 99,860 76,171 90,676 91,466 85,804 79,963
FiscalDeficit 132,103 137,407 172,496 182,994 187,041 191,820

thebaselinescenario.Thedeficit projections
under these baseline assumptionsare: a
revenue deficit of 1.66% of GDP in the
terminal year, and a 3.98% gross fiscal
deficit. Accomplishing the goals of the
FRBM hence involves finding ways to
eliminate this projected revenue deficit of
1.66%of GDP in 2008-09. In addition, the
fiscaldeficit needsto bebroughtbelow 3 per
centof GDP.

Table 3.6 also shows that from 2005-06
till 2008-09,the annualimprovementin the
revenuedeficit fail to achieve the minimum
requirementof 0.5 per cent per year. In

addition,in 2005-06,thedeclinein thefiscal
deficit is likely to beinferior whencompared
with the minimum requirementof 0.3 per
cent per year. This issue ishighlighted in
Figure3.3.

The strategy for fiscalconsolidation,required
in order to achieve the FRBM targets,will
needto emerge with policy proposalswhich
improveuponthesebaselineprojections,and
addressthesefour deficienciesof thebaseline
scenario: (a) Achieving the requirementof
no revenuedeficit by 2008-09,(b) Achieving
a fiscal deficit of below 3 per cent of GDP
by 2008-09,(c) Improving therevenuedeficit
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Figure 3.2 Deficit projectionsunderbaselinescenario

Thegraphshows projectionsfor the revenuedeficit andthefiscaldeficit underthebaselinescenario.TheFRBM
Act requirestheeliminationof the revenuedeficit by 2008-09,andtheFRBM Rulesrequirethat thefiscaldeficit
shouldbebelow 3 percentof GDPby 2008-09.Both theserequirementsareviolatedunder baselineprojections.
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Figure 3.3 Improvementsin deficitsunderbaselinescenario

TheFRBM Rulesrequirethat the revenuedeficit shouldbe reducedby 0.5 percentagepointsevery year, andthat
thefiscaldeficit shouldbereducedby 0.3 percentagepointsevery year. Thegraph shows one-yearchangesin the
two measuresof thedeficit underthebaselineprojections.Severalof theseprojectedone-yearimprovements fail to
achieve thegoalssetby theFRBM Rules.
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Table 3.6 Fiscalprojectionsunderbaselinescenario(Per centto GDP)

This tableshows the full setof fiscal projectionsunderthe baselinescenario,expressedasper centof GDP. This
suggeststhatunderprevailingtrends,therevenuedeficitwill dropto 1.54percentof GDPin 2008-09,andthefiscal
deficitwill dropto 3.82percent of GDP.
The valuesin the tablewhich areinconsistentwith the FRBM Act or with the FRBM Rulesareshown in italics.
The goal of this report is to identify theseinconsistenciesand proposepolicy directionsthrough which these
inconsistenciescanbeaddressed.

(Percentto GDP)
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09

(RE) (BE)
Grosstax revenue 9.20 10.23 9.72 10.00 10.33 10.70

Revenuereceipts 9.49 9.96 9.36 9.31 9.32 9.42
Tax revenue,netto centre 6.77 7.53 7.20 7.41 7.55 7.91
Non-taxrevenue 2.72 2.43 2.16 1.91 1.53 1.51

Capitalreceipts 5.94 5.43 5.46 5.14 4.38 4.31
Recoveriesof loans 0.65 0.87 0.39 0.33 0.28 0.25
Otherreceipts 0.52 0.13 0.12 0.10 0.09 0.08
Borrowingsandotherliab. 4.77 4.43 4.96 4.71 3.80 3.98

Total receipts 15.43 15.39 14.76 14.42 13.46 13.74

Non-planexpenditure 11.04 10.70 10.04 9.65 8.98 8.84
Interest,debtservicing 4.49 4.17 4.14 4.08 3.82 3.91
Defence 2.18 2.48 2.06 2.01 1.96 1.91
Subsidies 1.61 1.40 1.28 1.13 0.92 0.82
Grants,loansto States,UTs 0.57 0.63 0.61 0.58 0.55 0.52
Othernon-planexp. 2.19 2.02 1.95 1.85 1.76 1.67

Planexpenditure 4.38 4.69 4.72 4.77 4.47 4.89

Total expenditure 15.43 15.39 14.76 14.42 13.46 13.74

Revenueexpenditure 13.09 12.42 11.91 11.63 11.20 11.02
Capitalexpenditure 2.34 2.97 2.85 2.79 2.26 2.65

RevenueDeficit 3.60 2.45 2.61 2.35 1.98 1.66
Change 0.80 -1.15 0.16 -0.26 -0.37 -0.32

FiscalDeficit 4.77 4.43 4.96 4.71 4.32 3.98
Change -1.15 -0.34 0.53 -0.25 -0.39 -0.34

by atleast0.5 per cent every year and (d)
Improving thefiscaldeficit by atleast0.3 per
centeveryear.

A striking featureof the baselinescenario
is that revenuereceiptsare expectedto be
lower in 2008-09ascomparedwith 2004-05,
owing to poorgrowth in indirecttaxeswhich
(in turn) stemsfrom the expecteddecline
in customsdutiesandthe poor buoyancy of

excisecollectionswhichhasbeenhistorically
observed. Hence, the reduction in the
revenue deficit that is observed in the
baselinescenarioflows from anevensharper
reductionin revenue expenditures:166 per
centof theoverall fiscalcorrectionfallsupon
a reductionin revenueexpendituresto GDP.
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