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Chapter 1

Introduction

1.1  The Fourteenth Finance Commission (FC-XIV) was constituted by the President under
Acrticle 280 of the Constitution on 2 January 2013 to make recommendations for the period 2015-
20. Dr. Y. V. Reddy was appointed the Chairman of the Commission. Ms. Sushama Nath, Dr. M.
Govinda Rao and Dr. Sudipto Mundle were appointed full time Members. Prof. Abhijit Sen was
appointed as a part-time Member. Shri Ajay Narayan Jha was appointed as Secretary to the
Commission (Annex 1.1).

Terms of Reference
1.2 The Terms of Reference (ToR) of the Commission mandated the following:
“4. The Commission shall make recommendations as to the following matters:

(i) the distribution between the Union and the States of the net proceeds of taxes
which are to be, or may be, divided between them under Chapter I, Part XI1 of
the Constitution and the allocation between the States of the respective shares
of such proceeds;

(it) the principles which should govern the grants-in-aid of the revenues of the
States out of the Consolidated Fund of India and the sums to be paid to the
States which are in need of assistance by way of grants-in-aid of their revenues
under article 275 of the Constitution for purposes other than those specified in
the provisos to clause (1) of that article; and

(iii) the measures needed to augment the Consolidated Fund of a State to supplement
the resources of the Panchayat and Municipalities in the State on the basis of
the recommendations made by the Finance Commission of the State.

5. The Commission shall review the state of the finances, deficit and debt levels of the
Union and the States, keeping in view, in particular, the fiscal consolidation roadmap
recommended by the Thirteenth Finance Commission, and suggest measures for
maintaining a stable and sustainable fiscal environment consistent with equitable growth
including suggestions to amend the Fiscal Responsibility and Budget Management Acts
currently in force and while doing so, the Commission may consider the effect of the
receipts and expenditure in the form of grants for creation of capital assets on the deficits;
and the Commission shall also consider and recommend incentives and disincentives for
States for observing the obligations laid down in the Fiscal Responsibility and Budget
Management Acts.
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6. In making its recommendations, the Commission shall have regard, among other
considerations, to:

(i)

(i)

(iii)

(iv)

(V)

(vi)

(vii)

(viii)

(ix)

(x)

(xi)

the resources of the Central Government, for five years commencing on 1 April
2015, on the basis of levels of taxation and non-tax revenues likely to be reached
during 2014-15;

the demands on the resources of the Central Government, in particular, on
account of the expenditure on civil administration, defence, internal and border
security, debt-servicing and other committed expenditure and liabilities;

the resources of the State Governments and the demands on such resources
under different heads, including the impact of debt levels on resource availability
in debt stressed states, for the five years commencing on 1 April 2015, on the
basis of levels of taxation and non-tax revenues likely to be reached during
2014-15;

the objective of not only balancing the receipts and expenditure on revenue
account of all the States and the Union, but also generating surpluses for capital
investment;

the taxation efforts of the Central Government and each State Government and
the potential for additional resource mobilisation to improve the tax-Gross
Domestic Product ratio in the case of the Union and tax-Gross State Domestic
Product ratio in the case of the States;

the level of subsidies that are required, having regard to the need for sustainable
and inclusive growth, and equitable sharing of subsidies between the Central
Government and State Governments;

the expenditure on the non-salary component of maintenance and upkeep of
capital assets and the non-wage related maintenance expenditure on plan
schemes to be completed by 31 March, 2015 and the norms on the basis of
which specific amounts are recommended for the maintenance of the capital
assets and the manner of monitoring such expenditure;

the need for insulating the pricing of public utility services like drinking water,
irrigation, power and public transport from policy fluctuations through statutory
provisions;

the need for making the public sector enterprises competitive and market
oriented; listing and disinvestment; and the relinquishing of non-priority
enterprises;

the need to balance management of ecology, environment and climate change
consistent with sustainable economic development; and

the impact of the proposed Goods and Services Tax on the finances of Centre
and States and the mechanism for compensation in case of any revenue loss.
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7. In making its recommendations on various matters, the Commission shall generally
take the base of population figures as of 1971 in all cases where population is a factor for
determination of devolution of taxes and duties and grants-in-aid; however, the
Commission may also take into account the demographic changes that have taken place
subsequent to 1971.

8. The Commission may review the present Public Expenditure Management systems in
place including the budgeting and accounting standards and practices; the existing system
of classification of receipts and expenditure; linking outlays to outputs and outcomes;
best practices within the country and internationally, and make appropriate
recommendations thereon.

9. The Commission may review the present arrangements as regards financing of Disaster
Management with reference to the funds constituted under the Disaster Management Act,
2005 (53 of 2005), and make appropriate recommendations thereon.

10. The Commission shall indicate the basis on which it has arrived at its findings and
make available the State-wise estimates of receipts and expenditure.”

1.3 The following additional item was added to the ToR of the Commission vide President’s
Order published under S.O. No. 1424(E) dated 2 June 2014 (Annex 1.2):

“Para5 A. The Commission shall also take into account the resources available to the
successor or reorganised States on reorganisation of the State of Andhra Pradesh in
accordance with the Andhra Pradesh Reorganisation Act, 2014 (6 of 2014) and the Ministry
of Home Affairs notification number S.0. 655 (E) dated 4 March, 2014 and make
recommendations, for successor or reorganised States, on the matters under reference in
this notification”.

1.4 The Commission was originally asked to make its report, covering a period of five years
commencing on 1 April 2015, available by 31 October 2014. The Commission had completed all
its State visits and consultations with all stakeholders, including most of Departments/Ministries
of the Government of India by June 2014 and the process of finalisation of its recommendations
had reached an advanced stage. The bifurcation of Andhra Pradesh and the additional ToR required
the Commission to examine again various comparable estimates for financial projections.
Subsequently, in view of the additional ToR notified, the President through his order, published
under S.0O. No. 2806(E) dated 31 October 2014, extended the tenure of the Commission to 31
December 2014 (Annex 1.3).

Administrative Arrangements

1.5  This Commission was confronted with several administrative difficulties in its initial
stages, as had previous Commissions. Through the efforts of a small nucleus office, two temporary
office spaces were arranged at Hotel Janpath and Jawahar VWapar Bhavan, New Delhi, to enable
the Commission to initiate its preliminary tasks from 1 February 2013 when the Chairman and
Members assumed office. The regular office at Chatrapati Shivaji Bhavan, Qutab Institutional
Area, New Delhi was made operational within 100 days due to the diligence and hard work put in
by the small number of staff available in the early period.
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1.6 The process of appointing suitable staff was a time-consuming process. The entire system
of recruitment through deputation required several levels of clearances. Most of the officers and
staff joined by May 2013, when we moved out of temporary premises. In some instances, even
after requisite permissions by the Ministry of Finance and other relevant agencies, officials were
not released by the lending departments and ministries. The Government of India, however,
allowed us to take qualified and suitable persons on contract to meet our requirements. We also
got approval to restructure the composition of the staff by inducting more officers at the level of
Director through a matching surrender of lower posts. We could, in the process, obtain the services
of some very competent, qualified and industrious staff. The list of sanctioned posts and the
officers and staff are in Annex 1.4 and 1.5 respectively.

1.7 In regard to the administrative arrangements, it was the experience of several previous
Commissions that considerable time is lost in getting suitable office space and obtaining the
services of willing and suitable staff. Our experience also was similar. The ToR of Finance
Commissions in recent times have been very expansive. In particular, some of the ToR of this
Commission were new, requiring considerable fresh thinking and original work. Further, the
mandate gives a Finance Commission about twenty-four months, on an average, to submit its
report. In our case, the time available was initially only twenty-two months. Though our
Commission could initiate its work early enough, it would be an advantage for everybody in the
future if the few initial months are not lost in putting together an office and requisite staff. As the
due date for constituting a new Finance Commission, as prescribed in the Constitution, is
generally known well in advance, we would urge the Union Government to effectively resolve
the location of office space and recruitment of staff well before the notification constituting
the next Finance Commission. In our view, this could be achieved by suitably delegating
and empowering the advance cell with the requisite mandate and relaxing the deputation
rules for willing and suitable staff to join. Since the advance cell is usually headed by a very
senior officer, the actions taken by it may be reviewed on an ex-post basis by the Finance
Commission when appointed, rather than on ex-ante basis, as is being done at present. In
this regard, Article 280 (4) of the Constitution, read with the Finance Commission
(Miscellaneous Provisions) Act 1951 (Act No 33 of 1951), provides, in our view, adequate
scope for the Union Government to reform the arrangements.

Major Activities

1.8 The Commission was delegated the powers of a Department of the Union Government
(Annex 1.6). It held its first meeting on 1 February 2013, after the Chairman and three Members
had assumed charge. The fourth Member assumed office on 2 February 2013. The Rules of
Procedure of the Commission (Annex 1.7) were approved in the first meeting so that it could
commence its work. During the remaining part of its tenure, the Commission held 117 meetings
on the dates indicated in Annex 1.8. The list of meetings excludes the meetings held with the
State Government representatives at state capitals during the visits by the Commission and with
the Accountants General of the States at New Delhi. A committee comprising of Members,
Secretary and senior officers was set in place to guide work on the key issues before the
Commission. It met regularly and initiated action on subjects requiring special study, identified
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outside experts to carry out the research and regularly reviewed the progress of studies
commissioned and in-house research work done by the staff. The inputs of the Committee were
further reviewed at the level of the full Commission.

Collection of Information

1.9  The recommendations of Finance Commissions are based on economic and financial
data collected from the Union and State Governments. The data gathered is supplemented by
consultations with various stakeholders, experts, research studies commissioned and inputs
from the public. Accordingly, on 1 February 2013, a public notice (Annex 1.9) was issued in
all leading newspapers of India and on the website of the Commission, inviting views and
comments from all interested individuals, knowledgeable persons, organisations and other
sources on various issues related to the ToR of the Commission. The Chairman wrote to Union
Ministers, Chief Ministers of States, the Deputy Chairman of the Planning Commission,
Presidents of recognised national and state political parties, Governor of the Reserve Bank of
India (RBI) and the Comptroller and Auditor General of India (C&AG), seeking their views on
the ToR. The Secretary similarly wrote to all Chief Secretaries of the States and Secretaries in
the Union Government.

1.10 The Finance Commission, being a temporary body, has to start afresh the task of
collecting and compiling voluminous data on public finances from the Union and State
Government every time it is constituted. The legacy data and files of the previous Commission
do get transferred from the Finance Commission Cell in the Ministry of Finance. However, the
data which the previous Commission used is of a period at least five years earlier and requires
complete updating. All the State Governments and the concerned Ministries and Departments
of the Union Government were, accordingly, requested to submit their memoranda, data on
several items covering all items of revenues and expenditures, and topical notes on issues
impacting the finances.

1.11  Wedecided to conduct regional workshops with the nodal officers of the State Governments
in order to familiarise them with the data formats, statements and notes on specific topics required
from them and to sensitise them on the time-lines. Four such workshops were held between
February and April 2013 at Hyderabad, Ahmedabad, Kolkata and New Delhi. The feedback
received revealed that the benefits from these workshops far exceeded the original intent. The
workshops provided a very useful forum for exchange of ideas and experiences amongst State
officials. For our officers too, it was a first-hand exposure to the ways in which State Governments
approached the work of the Finance Commission and, in the process, several inconsistencies in
the data formats got rectified. The real benefit of the exercise was in timely receipt of information,
based on which visits to the States got facilitated. A list of participants of meetings with Nodal
Officers is in Annex 1.10.

Consultations

1.12  In keeping with earlier practice, we had extensive consultations with State Governments,
Ministries and Departments of the Union Government and other stakeholders and opinion makers.
In our discussions, we consciously adopted a principle of listening to and absorbing all points of
view. We sought clarifications and made enquiries with the sole purpose of better understanding
the contextual situation in the light of our ToR.
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1.13 Inorder to obtain preliminary inputs on the ToR, the practice of structured interactions of
the Commission with economists and economic administrators was widened to include experts
from a range of other social sciences, apart from key policy makers. We also decided to have
these regional consultations in a mix of premier institutions of higher learning in different
disciplines. The intention was to have exclusive sessions at these institutions involving the faculty
and students, to elicit fresh thinking and approach to the terms of reference. Five regional meetings
were organised between April and June 2013, with wide participation of such experts and policy
makers. These were held at the Indian Institute of Technology, Madras, Indian Institute of
Management, Kolkata, Tata Institute of Social Sciences, Mumbai, Indian Institute of Technology,
Guwahati and National Institute of Public Finance and Policy, New Delhi. Recognising the
uniqueness of the North-eastern States and the salient features of each of them, a separate session
was organised at Guwahati with retired administrators, Chairpersons of State Finance Commissions
and members of the North Eastern Council, in order to learn from their individual and shared
experiences. A list of the participants at these meetings is at Annexes 1.11 and 1.12. Needless to
add, these meetings were most useful in helping us to have a preliminary understanding of the
tasks before us.

1.14  Consultations with experts continued throughout our tenure. Selected experts and scholars
were invited to share their ideas and knowledge and provide suggestions on the ToR, particularly
those which were introduced for the first time. These interactions provided insights into the latest
research and perspectives on various critical subjects having a bearing on public finances. We
also had the benefit of receiving views on various issues relating to the ToR from a large number
of eminent personalities from various walks of life, who met the Chairman, Members and Secretary
of the Commission. The listis in Annex 1.13. The list of visitors who met the Chairman is placed
in Annex 1.14.

1.15 A meeting with Members of previous Finance Commissions was held on March 1 2013
at New Delhi. A list of participants is placed in Annex 1.15. We subsequently met Dr. Vijay
Kelkar, Chairman, Thirteenth Finance Commission, on 9 April 2013 and Dr. C. Rangarajan,
Chairman, Twelfth Finance Commission, on May 28, 2014. These meetings provided very useful
guidance to the Commission.

1.16 Before undertaking visits to the States, meetings were held with the respective Accountants
General of each of the twenty-nine States. The Accountants General provided us with objective
assessments of the strengths and weaknesses of the public finances of their respective States, in
particular their fiscal and financial health and efficiency in resource mobilisation and expenditure.
They also provided insights into the performance of various sectors, financial health of public
sector enterprises and the local bodies in these States. The schedule of meetings held is listed in
Annex 1.16.

1.17 We place on record our deep appreciation for the support and inputs provided by the
C&AG in facilitating our interaction with the Accountants General and for the detailed views on
the ToR of the Commission. Detailed discussions on various issues were also held with the
C&AG on 13 August, 2014.
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1.18 Prior to commencing our visits to the States, we had the benefit of meeting all the Finance
Secretaries of the States during the Conference of State Finance Secretaries organised by the RBI
on 23 May 2013. The Governor, RBI, very graciously provided us with this opportunity, enabling
us to get the preliminary views of the States on the ToR. The RBI also gave us very valuable
inputs on the debt position of the States, particularly contingent liabilities. It continued to provide
all material and data that we needed, even at short notice. We are thankful to the Governor for all
the cooperation and support extended.

1.19 A meeting with the Empowered Committee of the State Finance Ministers was held on
10 September 2014, to discuss the progress made in the introduction of goods and services
tax(GST). While many States were represented at the ministerial level, the Union Government
was represented by a senior officer of the Ministry of Finance. The meeting facilitated our
understanding of the collective view of the States on the GST, the specific concerns of individual
States and the views of the Government of India. A list of participants is at Annex 1.17.

1.20  We decided to organise a meeting with the Chairpersons and Members of the State Finance
Commissions (SFCs) to obtain their views on a wide range of issues. A consultative conference
was held with sitting Chairpersons of SFCs, wherever an SFC was in existence, and the immediate
past Chairpersons from the States where the SFCs had completed their term and were not in
position. Some Member Secretaries also participated, in the absence of the Chairperson. This
conference provided us with insight on the functioning of the SFCs, the general performance of
the local bodies in the States, their problems and issues that required our attention. We express
our gratitude to all the Chairpersons of present and past SFCs and all other participants who
participated and made the discussion fruitful. The list of participants is at Annex 1.18.

Consultations with the States

1.21 Consultations with the State Governments and other stakeholders in the States has been
an essential and enduring feature of work for all previous Finance Commissions. We covered all
twenty-nine States and held four meetings in each of them. The meeting with the Chief Minister,
Ministers and officers of the State Government was one of the highlights of the State visits.
Separate meetings were held with elected representatives of panchayats and municipalities,
representatives of trade and industry, and representatives of recognised national and state political
parties in the States. Anticipating the break in the schedule of State visits that was likely to arise
due to elections for the Lok Sabha and some State legislative assemblies, we planned, coordinated
and completed visits to twenty-five States between July 2013 and February 2014. We could not
visit three States due to unforeseen circumstances beyond our control and these visits got completed
in June 2014. This provided us adequate time to apply ourselves to addressing the issues raised
by the States and undertake the consolidated assessment of their resources and needs and still
meet the deadline of October 31 2014 for submission of our report to the President. However, on
account of the bifurcation of the State of Andhra Pradesh on 2 June 2014 and the consequential
delay in getting the projections of the two successor States, we could visit both the States separately
only in September 2014. The State Governments sent their memoranda and projections in advance
of the scheduled visits. The itinerary of the State visits is placed in Annex 1.19. A list of participants
who attended the discussions during these visits is placed in Annex 1.20. We extend our deep
appreciation and gratitude to the State Governments for making extensive arrangements to ensure
fruitful discussions and for the warm hospitality extended during our visits.
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Consultation with the Union Government

1.22 The meetings with the Ministries and Departments of the Union Government were
generally held between February and May 2014. Prior to the meetings, we had received comments
from most of them on the ToR of the Commission relevant to their functional domains. We met
the Finance Secretary and the Secretary, Planning Commission to get their preliminary views,
before commencing with our meetings with other Ministries and Departments.The Finance
Secretary met us on 8 September 2014 and presented the memorandum on behalf of the Union
Government and its projections for the award period. The list of participants is given in Annex
1.21. We are thankful to all Ministries and Departments in the Government of India, Planning
Commission and other agencies for extending cooperation and support.

1.23  We made a courtesy call on the Union Finance Minister on 20 June 2014. This provided
us with an opportunity to exchange views on several issues before us. Earlier, we also had a
meeting with the Deputy Chairman and Members of the Planning Commission on 23 April 2014.
Several aspects of the ToR were discussed, including financing arrangements for various Plan
Schemes. We acknowledge our gratitude for the valuable insights we got in these meetings.

Studies

1.24  In order to obtain an overview of State finances in the 2002-2012 decade from local
experts, we commissioned studies for every State, generally through universities and institutions
located in those States. Barring one State, we could obtain studies on the economy of all the
States. The reviews focussed on estimating the revenue capacities of the States, along with
measures taken by them for improving their tax-gross state domestic product (GSDP) ratios,
analysis of the States’ own non-tax revenues, review of their expenditure patterns and analysis of
their deficits and debt. These studies also gave us an understanding of the performance of the
States on several parameters, including fiscal consolidation efforts, potential for additional resource
mobilisation, performance of public sector enterprises, performance of the power sector and
other issues covered in the ToR. Further, these studies gave us inputs for a broad understanding
of the unique characteristics of individual States. A list of State studies is at Annex 1.22.

1.25 Three institutes were given a study each for developing a macro-econometric modelling
for a medium-term sustainable fiscal framework. We also took assistance from a legal firm to
study, from the legal and Constitutional perspective, the provisions for continuing the Union
Government’s control on state debt, approach to enhancing limits for taxes on professions and
the working of the Inter-State Council. For an international perspective on fiscal arrangements
for inter-governmental transfers in federal fiscal relations, we commissioned a study of five
emerging economies — Indonesia, Brazil, South Africa, China and Russia.

1.26  We also commissioned studies on select subjects which, in our view, required in-depth
research. The subjects covered aspects relating to assessing and measuring the conservation value
of forests, cost disabilities of hill states, sustainability of small savings schemes and the National
Savings Scheme Fund (NSSF), estimating the true fiscal capacity of States, and insulating public
utility pricing from policy fluctuations. We commissioned two specific studies on the health
sector. One analysed the approaches and cost of an essential health package for the country and
the other studied inter-State comparisons on health outcomes in order to develop a framework
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for resource devolution for the health sector. Two studies were commissioned on local
governments, one each on panchayats and municipalities. A very detailed study was done on
power sector operations across all States and their impact on state finances. The details of the
studies commissioned and the institutions involved are at Annex 1.23.

1.27 Itwas our constant endeavour throughout our tenure to promote in-house capabilities by
encouraging our officers to study key sectors not covered by any specific study that we
commissioned. We note, with appreciation, the efforts put in by the officers in presenting papers
of high quality and content on several subjects covered in the ToR. A list of the in-house studies
is at Annex 1.24. We recommend that along with the studies commissioned, the in-house studies
should also be placed on the website of the Finance Commission for public access, once our
report is tabled in Parliament.

Other Features

1.28 Consistent with the nomenclature used in the Constitution, we decided to use, as far as
possible, the term “Union’ instead of ‘Centre’ and ‘Union Government’ in place of the commonly
used ‘Central Government’. We have used the terms accordingly throughout the report. There are
a few exceptions, such as use of the term ‘Central loan’, an accounting phrase used for the loans
given by the Union Government to the States or ‘Central team’, a term used for the team of
officers deputed to the States by the Government of India to assess the extent of a natural disaster.
The term “Central Government’ has also been used whenever the ToRs are quoted, because of its
usage there or while extracting a statutory provision.

1.29 In our report, we have also desisted from mentioning the names of the States, except
where it became absolutely necessary, such as in the case of inter-state comparison of fiscal
performance or where any specific issue required the names to be mentioned. In the report, we
have attempted to faithfully reflect the views of the States on all important issues raised by them.
As the States gave their views on a host of related items in the context of the ToR, naming them
in each and every instance would have deflected attention from the issue to be considered. In our
view, the objective could be better achieved by taking the common concerns of a group of States
together. Accordingly, for the purpose of representing the views of the States, the reporting
terminology used is the following: all States (100 per cent), almost all (between 90 per cent and
100 per cent), overwhelming majority of the States (between 75 per cent and 90 per cent), majority
of the States (between 50 per cent and 75 per cent), half the States (50 per cent), nearly half of the
States (40 per cent to 50 per cent), some States (between 25 per cent and 40 per cent), a few
States (below 25 per cent).

1.30 Inmaking our assessments, we had the complete audited accounts for both the Union and
State Governments, based on the Finance Accounts prepared by the C&AG upto 2012-13. The
revised estimates for 2013-14 and the budget estimates for 2014-15 were also made available by
all the States. Some States also sent their pre-actuals for 2013-14. In addition, we received
voluminous data from the Union Government, State Governments and several agencies working
under them. This information formed the basis of our work and it would not have been possible
to accomplish the task in time without these. We acknowledge our gratitude to all concerned.
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1.31 We introduced an internship programme for providing exposure to postgraduate students
in economics, public finance, financial management and related disciplines on the working of
the Finance Commission. Some of the interns who volunteered to continue were given long term
assignment as Young Professionals. These young scholars performed competently and gave useful
assistance to the officers.

1.32  We inherited an excellent website from the FC-XIII. It was redesigned with the help of
the National Informatics Centre (NIC) to update the content and make it user friendly. The site
enabled the States and Ministries and Departments of the Union Government to upload the
information in any format. We are happy to note that over one million visitors have visited the
site till now. We expect that the NIC Unit in the Ministry of Finance will maintain this website till
the next Commission takes it over.
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Issues and Approach

2.1  The core mandate of the Finance Commission, as laid out in Article 280 of the Constitution,
is to make recommendations on “the distribution between the Union and the States of the net
proceeds of taxes which are to be, or may be, divided between them”, “the allocation between the
States of the respective shares of such proceeds” and “the principles which should govern the
grants-in-aid of the revenues of the States out of the Consolidated Fund of India”. The role of the
Finance Commission has widened after the 73" and 74" Constitutional amendments to recognise
the rural and urban local bodies as the third tier of government. Article 280 (3) (bb) and Article
280 (3) (c) of the Constitution mandate the Commission to recommend measures to augment
the Consolidated Fund of a State to supplement the resources of Panchayats and Municipalities

based on the recommendations of the respective State Finance Commissions (SFCs).

2.2 The remit of the Finance Commission, as laid out in its terms of reference (ToR), has
expanded over the years due to the Presidential order under Article 280 (2c) which provides for
the Commission to consider “any other matter referred to the Commission by the President in the
interests of sound finance”. In respect of the Fourteenth Finance Commission (FC-XI1V), these
include: assessment of the resources of the Centre and the States for the five-year award period;
taxation efforts and the potential of additional revenue mobilisation; demands on the resources
of the Central Government; the demands on the resources of States under different heads, including
the impact of debt levels on resource availability in debt-stressed states; the requirement of States
to meet the non-salary component of the maintenance expenditure on capital assets and Plan
schemes; the objective of not only balancing receipts and expenditure but also generating surpluses
for capital investment; the need for insulating the pricing of public utility services from policy
fluctuations through statutory provisions; and the need to make public sector enterprises
competitive and market-oriented with listing, disinvestment and relinquishing of non-priority
enterprises. The ToR also expects us to take into consideration the impact of the proposed
implementation of goods and services tax and the mechanism for compensation in case of revenue
loss; the level of subsidies that are required and an equitable sharing of these between the Union
Government and State Governments; and the need to manage ecology, environment and climate
change consistent with sustainable development.

2.3 The ToR requires us also to review the present public expenditure management systems,
including the budgeting and accounting standards and practices, the existing system of
classification of receipts and expenditure, linking outlays to outputs and outcomes and best
practices within the country and internationally. We are mandated also to review the deficit and
debt levels of the Union and States, keeping in view the fiscal consolidation roadmap recommended
by the FC-XI11 and recommend measures for ensuring a stable and sustainable fiscal environment,
including amendment of the Fiscal Responsibility and Budget Management Acts. Another mandate
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is to review the prevailing arrangements regarding disaster management with reference to the
funds constituted under the Disaster Management Act, 2005 and make appropriate
recommendations regarding these.

2.4 With the passage of the Andhra Pradesh Reorganisation Act, 2014, we were given an
additional ToR to consider the resources available to the successor or reorganised States of the
erstwhile undivided State and make recommendations for them on matters under our reference.
Though we were severely constrained in getting reliable information required to make our
recommendations for this purpose, we have completed this task by drawing upon data from all
relevant sources, including the Accountant General and the relevant State Governments.

Features of Terms of Reference

2.5  The core mandate of the Commission remains no different from that of the previous
Commissions — the distribution between the Union and the States of the net proceeds of taxes,
the principles which should govern the grants-in-aid of the revenues of the State out of the
Consolidated Fund of India and the measures needed to augment the Consolidated Funds of the
States to supplement the resources of the rural and urban local bodies in each State. However, a
reading of the ToR as a whole shows two striking aspects that have a bearing on this core task.
First, unlike the FC-XI1I, there is no specific mention of the treatment of gross budgetary support
(GBS) to Plan as a committed liability of the Union Government. The ToR also does not bind us
to look only at the non-Plan revenue expenditure of the States.\We, therefore, had the opportunity
to take a comprehensive view of the revenues and expenditures of the Union and the States. As a
result, it became possible to take a comprehensive view of all transfers from the Union to the
States. It also became possible to address more comprehensively the issue of generating surpluses
for capital investment at the levels of the Union and State Governments. Second, contrary to the
earlier requirement that the Commission shall generally take the base of population figures as of
1971, in all cases where population is a factor, our ToR indicates that we may also take into
account the demographic changes that have taken place since 1971, which are best captured by
the census figures of 2011.

2.6 We are required to review the finances of both the Union and the States with particular
reference to debt levels, keeping in view the fiscal consolidation roadmap recommended by the
FC-XIII. Inaddition, we are required, in a departure from the past, to make suggestions to amend
the Fiscal Responsibility and Budget Management (FRBM) Acts currently in force. Accordingly,
the Commission had to assess the working of the fiscal responsibility legislations and consider
making suggestions based on the experience gained.

2.7 Our ToR requires us to consider specifically the impact of debt levels on resource availability
in debt-stressed States during our award period. Consequently, we had to review the circumstances
under which States have ended up being debt stressed and explore mechanisms for resolving this
issue during the award period. In addition, given the magnitude and involuntary nature of the
borrowing from National Small Savings Fund (NSSF), a review of this became necessary.

2.8  The ToR also requires us to take into account the impact of the proposed goods and
service tax (GST) on the finances of the Centre and States and the mechanism for compensation
in case of revenue loss. However, the structure and operational details of GST are yet to be
finalised and, thus, we are not in a position to take into account the impact of the proposed tax.
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2.9  OurToR included, as in the past, financing of disaster management. However, our remit
has been limited to financing of disaster management with reference to funds already constituted
by law.

2.10 In a departure from the past, we are required to consider relinquishing of non-priority
public enterprises. For this, we had to take a comprehensive view of all the public enterprises
and consider prioritising them, with fiscal implications as the main focus. This task necessitated
an in-depth examination of the policies relating to Central public sector enterprises.

2.11  We had to address the issue of insulating the pricing of public utility services from policy
fluctuations through statutory provisions. However, we had to recognise the fact that the pricing
of these services is often governed by the regulatory framework under several statutes. The
issues relating to the level of subsidies that are required and equitable sharing of subsidies between
the Union Government and the State Governments were also referred to us. We have been asked
to review the present public expenditure management systems. In doing so, we noted several
recommendations made in this regard in the past and also the work under progress at the level of
the Union Government.

Our Approach

2.12  Our approach has been based on the fundamental principle that we should strictly adhere
to the ToR. At the same time, we recognise the importance of taking a comprehensive view of
federal fiscal relations. As a result, we have given priority in our work to the views and expectations
of the Union, States and local bodies on the relevant ToR. We took account of the recommendations
of the previous Finance Commissions as well. In this light, we reviewed the trends and existing
arrangements to the extent possible. This approach has helped us in identifying the issues of
concern to the main stakeholders.

2.13  Our primary objective has been to address the issues that arose out of our understanding
of the views of the stakeholders and the current situation as well as emerging challenges. In
doing so, we drew upon the relevant Constitutional provisions, debates in the Constituent Assembly
and the reports of various Commissions and the Committees that had addressed such issues in
the past. In this regard, we did not have an agenda that was independent of the views and issues
that were posed to us during our consultations. We have drawn upon theoretical contributions
and global experiences in understanding the problems and making proposals, though these
considerations have not been articulated in the report. Above all, we respect the importance of
continuity, even while being conscious of the need to change the nature of federal fiscal relations
consistent with emerging challenges and expectations.

2.14  We took note of the broader issues relating to the need for rebalancing the roles of Union
and State in economic management in general, and fiscal management in particular. The issues
raised by the States may be summarised as follows: First, there is greater focus by the States on
their own development models. Second, the States have acquired capabilities of designing their
strategies for development and have matured in terms of economic management, though there is
considerable diversity among them in this regard. Third, there is considerable variation in the
expectations of the people of different States about the level and nature of public services. Fourth,
some States argued for the need to give State Governments greater policy space vis-a-vis the
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Union Government, pointing out that apprehensions in the past that doing so would strengthen
fissiparous tendencies have proved unfounded. Fifth, States highlighted the emerging fiscal
implications for them arising from the Union Government’s policies relating to natural resources,
as for example forests and allocation of spectrum. Finally, in terms of the functioning of the
Finance Commission, the States have argued that, apart from the merits and demerits of the
Centrally sponsored schemes (CSS), the increase in their number as well as of Plan grants to
States reveals the excess fiscal space available to the Union Government.

2.15 In their presentations, various Ministries of the Union Government made a strong case
for making larger resources available to them to fulfil their respective obligations. They also
explained the rationale for nation-wide approaches to sectoral policies and the need for the Union
Government to provide guidance, incentives and disincentives to the States. They have also
indicated that there is an increasing awareness among Union Government Ministries about the
need to provide greater flexibility to the States in implementing CSS.

2.16  We were also made aware of the increasing international obligations that the Union
Government is entering into, the discharge of which require the cooperation of the States, making
a degree of centralisation inevitable. Further, the increasing economic integration with the global
economy requires the Union Government to be empowered to manage global shocks, assure
financial markets and to adopt counter-cyclical policies. We recognise that global opinion makers
and credit rating agencies give over-riding importance to the Union Government’s fiscal position
in their assessment of the national economy. We also recognise that the Union Government
should have adequate fiscal space to transfer resources to the States in regard to overlapping
functions and for political economy considerations.

2.17 The presentations by the local governments were essentially in terms of insistence on
untied grants. They felt constrained not only by the lack of resources, but also by the inadequate
administrative infrastructure, as well as by the lack of discretion available to them in providing
basic services. They argued that they are the most appropriate level of government for the provision
of most of the local-level public goods. They also pointed out the constraints on them in raising
local resources.

2.18 In brief, the balance between the public and private sectors, the government and the
public enterprises, the domestic and global economy, and the fiscal and non-fiscal elements of
the government have dramatically changed over the years, and this cannot but have a significant
impact on the Union-State fiscal relations. Several of these fundamental issues have been included
in our ToR, though they may not be covered by the narrow definition of Union-State fiscal relations.
These ToR relate to disinvestment, subsidies, regulatory policies, environmental concerns, etc.
Therefore, we have to take cognisance of the new realities of macro-economic management. We
have to place the fiscal situation and the relationship between the Union and the States in this
broader current context, in order to fulfil the mandate given to us.

Symmetry, Comprehensiveness and Trust

2.19 A distinctive feature of our ToR is that we are required to take a comprehensive and
symmetric view of Union-State fiscal relations in the current context. This point was also made
in the representations made by the Union and the State Governments. We have assessed the
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resources and needs of Union and State Governments in a symmetric manner. We did not make
a distinction between Plan and non-Plan, but we recognised the distinction between revenue and
capital expenditure. While detailed assessment was made only of the revenue account, the implicit
capital outlay has also been indicated in our assessment of Union and State finances. In addition,
the requirements of the Union and of individual States for additional borrowing have been carefully
worked out and indicated. We also recognise that the Union is in a position to enforce the fiscal
rules on the States, but there is no effective institutional arrangement to enforce fiscal responsibility
on the Union Government and make it incumbent on it to adhere to fiscal responsibility. We
considered the issue of fiscal environment and legislative changes, as required by our ToR, keeping
in view the relevant provisions in the Constitution. Finally, we have recognised the importance
of transfers from the Union to the States outside those based on the recommendations of the
Finance Commission.

2.20  We believe that the recommendations of Finance Commission should contribute to greater
trust between the three layers of government — Union, State and local —and promote cooperation
and competition. As a step in this direction, we have kept conditionality and tied grants to the
absolute minimum in our award. We have adopted transparent formulae in our award and avoided
categorisation of States, to the extent possible. We have, in the process, recognised and articulated
a legitimate role for the Union in effecting transfers to States and provided fiscal space for the
purpose.

2.21  We recognise that there is a case for transfers from the Union to the States for specific
sectors or areas, especially those with a high degree of externalities. Given the vast variation in
systems and institutions, the involvement of States in the design of such schemes is critical for
the desired outcomes. To this effect, we have proposed a new institutional arrangement embodying
the principles of cooperative federalism. This suggested institutional arrangement should also
serve as a platform for integrating economic and environmental concerns in decision making, in
view of their externalities.

2.22  \We have been particularly sensitive to the needs of local bodies and their role in providing
public services as required by their respective statutes. We have emphasised the predominant
role of States and, in particular, SFCs in empowering the local bodies. Our recommendations
seek to enhance the flow of resources in an assured, objective and untied manner. In our view,
the rewards that come from placing trust in local bodies far exceed the costs associated with
administering and complying with conditionalities. We have provided strong incentives, at the
margin, for performance in terms of maintaining audit and accounts. We have, however, suggested
certain areas in which the States can enable additional resource mobilisation by local bodies. In
brief, we have proceeded on the assumption that, though their scope and perspectives differ, all
three layers of government are equally endowed with wisdom, knowledge, integrity and
effectiveness appropriate for the tasks assigned to them in the Constitutional and legal framework.

Outlook for the Economy

2.23  We have analysed growth forecasts for the Indian economy prepared by different agencies.
While the Planning Commission had originally envisioned an annual real growth target of 9 per
cent for the Twelfth Five-Year Plan period (2012-17), this was revised downwards to 8 per cent,
taking cognisance of the structural weaknesses of the economy and decline in growth in recent
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years. The Union Government indicated in its memorandum to the Commission that it expects a
nominal annual gross domestic product (GDP) growth rate in the range of 13.4 per cent to 13.5
per cent in the period from 2014-15 (BE) to 2019-20. The Union Government has based its
forecast on the assumptions of a modest industrial revival, benign outlook on oil prices and
absence of pronounced destabilising shocks.

2.24  Given the inter-linkages between the Indian economy and the global economy, we have
also taken into consideration the economic outlooks released by various international agencies.
We find these in broad agreement on the point that the global economy is making a transition
towards a period of stable, but slower growth. According to the International Monetary Fund’s
(IMF) World Economic Outlook 2014, economic activity in developing and emerging economies
is projected to improve in 2014-15, but at a rate that is lower than previously estimated. While
the post-global financial crisis risks have receded, other downside risks have increased and new
challenges have emerged, as noted in the economic outlooks of various international agencies
like IMF, Organisation for Economic Cooperation and Development (OECD) and the World
Bank. Short-term risks include worsening of geo-political tensions and continuing volatility in
financial markets. Medium-term risks include a low potential growth in advanced economies
and a decline in potential growth of the emerging economies. However, these agencies have
predicted a benign outlook on global commaodities in the near to medium term.!

2.25 Inourview, global and domestic macroeconomic indicators signal an economic recovery
in the country. We believe that the softening of global commaodity prices, particularly oil prices,
would have a tangible effect on both the fiscal and current account deficits. The resultant easing
of inflation, coupled with the expectation of domestic policy changes to address structural
constraints, indicate a more optimistic macroeconomic outlook in our award period. Given the
available growth forecast and our assessment of the prevailing macroeconomic situation, we
have assumed a nominal GDP growth rate of 13.5 per cent during the award period.

Vertical Balance

2.26  Onthe revenue side, there has been stability in the relative shares of the Union and States,
after taking into account the Central transfers to States. However, the composition and character
of these transfers have changed over time. While the Finance Commission transfers through tax
devolution have remained the primary source of resource transfers to States, the share of these
transfers in aggregate transfers has declined, particularly in the last decade. The share of Plan
grants has increased, with an increase in the share of transfers for CSS primarily through the
implementing agencies, bypassing the State budgets till 2013-14. However, from 2014-15, the
transfers to implementing agencies are being routed through the State budgets.

2.27  We have noted the arguments advanced by the Union Government for adequate resources
to discharge functions listed in the Union list, such as defence, and also to continue to transfer
funds to States for area-specific and sector-specific projects. We recognised the plea of States for
larger devolution, in view of the public services they have to provide and the expectations of the
people. We have also noted the concern expressed by the States regarding the narrowing of their

This has been aided by the structural changes in the global energy supply chain with an increase in shale production
in the United States and an expected increase in non-OPEC oil production, which has also mitigated the geo-political
risks to crude prices to some extent.
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fiscal policy space, with the intervention of the Union Government in subjects in the State List on
account of the widening ambit (often conditional) of CSS. Additionally, we have examined the
submissions made by the States with respect to the size of the divisible pool on account of non-
inclusion of cess and surcharges whose share in the gross tax revenues of the Union Government
has been increasing in recent years. We have also taken note of the revenues foregone by the
Union Government due to large-scale tax exemptions and concessions and the corresponding
reduction in the divisible pool. This was also an issue that many States highlighted. Our approach
towards the vertical fiscal balance has taken account of these concerns of both the Union and the
States, keeping in view the respective responsibilities and expenditure commitments.

2.28 We have noted that aggregate transfers accounted for around 50 per cent of the gross
revenue receipts of the Union. Keeping in view the Union Government’s expenditure
responsibilities, and the need for fiscal adjustment at the Union level, we do not see the scope for
increasing the transfers beyond the current level. However, we believe that there is a need to
alter the existing composition of transfers by increasing the share of untied transfers. This should
provide enhanced fiscal flexibility to the States to meet their expenditure needs and make
expenditure decisions in line with their own priorities. While doing so, we have ensured appropriate
fiscal space to the Union to finance its own expenditure responsibilities and commitments,
including continued transfers to States.

Horizontal Balance

2.29  We did not make a distinction between special and general category states in determining
our norms and recommendations. We believe that while there are certain common factors that
impact cost disability and fiscal capacity of States, there exist circumstances that are unique to
individual States. Our endeavour has been to take a comprehensive view of these commonalities
and special characteristics of individual States while making our assessment and recommendations.
In our assessment of State resources, we have taken into account the disabilities arising from
constraints unique to each State to arrive at the expenditure requirements. In this regard, we have
observed that the North-eastern and hill States have several unique features that have a bearing
on their fiscal resources and expenditure needs, such as low level of economic activity, remoteness
and international borders. Our objective has been to fill the resource gaps of each State to the
extent possible through tax devolution. However, we have provided post-devolution revenue
deficit grants for States where devolution alone could not cover the assessed gap.

2.30 Many States, in their submissions, suggested that intra-state inequality should be factored
into the devolution formula or in determining grants, instead of only broad indicators such as
per-capita income being considered. In this context, some of these States also highlighted the
areas within the States as identified in Article 371 of the Constitution. We are of the view that
intra-state inequality is within the policy jurisdiction of the States and provisioning of adequate
resources through tax devolution should enable them to address intra-state inequalities in an
effective manner.

Tax Devolution

2.31 The devolution formulae as adopted over time have reduced the weight for fiscal need
indicators like population, increased the weight for measures of equity and have introduced some
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measure of fiscal efficiency. The criteria used by earlier Finance Commissions for inter-se
distribution of tax shares across States could be broadly grouped under the following heads: a)
factors reflecting needs, such as population and its composition or infrastructure distance, b)
revenue disability measures such as fiscal capacity distance and per-capita income distance from
the highest per-capita income or inverse of it, ¢) cost disability indicators, such as area and d)
fiscal efficiency indicators, such as tax effort and fiscal discipline. While the weight assigned to
population has declined considerably, weights assigned to income distance and efficiency factors
have increased.

2.32  One of the issues that we have considered in designing our tax devolution formula has
been the choice of the base year of population to best reflect the financial needs of the States. Our
ToR mandates us to take the population figures of 1971 when framing our recommendations,
but, at the same time, allows us to consider subsequent demographic changes.

2.33 Our ToR has mandated us to consider the need to balance management of ecology,
environment and climate change consistent with sustainable economic development. We recognise
that this is a wide area with several dimensions. We have approached it from the fiscal perspective,
in keeping with our primary mandate. The FC-XII1I had introduced a forward-looking incentive-
based grant rewarding the States with forest cover and linking it to the quality of forests in a
State. Forests and the externalities arising from them impact both the revenue capacities and the
expenditure needs of the States. We have noted that there is a need to address the concerns of
people living in forest areas and ensure a desirable level of services for them. At the same time,
it is necessary to compensate the decline in the revenues due to existing policy prescriptions. In
our view, forests, a global public good, should not be seen as a handicap but as a national resource
to be preserved and expanded to full potential, including afforestation in degraded forests or
forests with low density cover. Maintaining a green cover, and adding to it, would also enable the
nation to meet its international obligations on environment related measures. We recognise that
the States have to be enabled to contribute to this national endeavour and, therefore, we
are designing our approach to transfers accordingly.

Grants-in-Aid

2.34 The general principles that have underlined the Finance Commission grants were
articulated by the FC-I itself. These included determining the need of a State from its budget,
recognising efforts made by States to realise their potential revenue and equalising standards of
basic services across States. The FC-1 also argued that grants could be given to take care of any
special burden or obligations of national concern within the States’ sphere, as well for providing
any beneficent service of national interest to less advanced States. However, previous Finance
Commissions have predominantly adopted a gap-filling approach to determine the quantum of
grants to States to cover the deficit in the non-Plan revenue account.

2.35 We have primarily relied on tax devolution to cover the assessed revenue expenditure
needs of the States. It is only in the case of some States that we had to give revenue deficit grants
to cover their revenue expenditure requirements after assessing their post-devolution revenue
deficits derived from their projected fiscal capacities and needs.
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2.36  Our review of sector-specific grants from the Finance Commission in the past indicated
that the quantum of these grants as a proportion of actual State expenditure on a sector was quite
small. Further, actual grant utilisation was even lower than the allocation because of the non-
fulfilment of conditionalities. In our view, sector-specific grants, if found necessary, should be
carefully designed taking into account the variations in local conditions and institutional realities
across States. We have, therefore, desisted from recommending such grants.

2.37 In framing our recommendations for grants to local bodies, we have considered the
following factors - enhancement of grants, minimal conditionalities, strengthening the role of the
SFCs and placing trust in local bodies. We have studied and analysed the recommendations of
SFCs, and made these central to our approach in making recommendations.

2.38 In regard to grants for disaster management, we have adopted the procedure of the
FC-XII1I and used past expenditures on disaster relief to determine the State Disaster Response
Fund (SDRF) corpus. While making our recommendations,we have taken note of the additional
responsibility cast on States and their district administrations under the Disaster Management
Act. We have also taken note of the location-specific natural disasters not mentioned in the
notified list, which are unique to some States.

Fiscal Sustainability

2.39 In formulating our approach to fiscal sustainability, we have taken a consolidated view of
the debt and deficit of both the Union and States. Although we have adopted the basic framework
of the FC-XI1I relating to fiscal rules, we have considered the issue of flexibility in the rule for
higher borrowing limits for States. We have adopted a symmetric approach in the treatment of
the Union and States with regard to the compliance with fiscal rules. We have also assessed the
capital outlays of both the Union and State Governments implicit in our assessment and roadmap
for fiscal consolidation.

Continuity and Change

2.40 The approach we have followed represents continuity to a considerable extent and change
and rebalancing wherever found necessary. In our view, continuity is important to ensure stability
in the conduct of fiscal policy at both the Union and individual State levels. Therefore, we have
built on the approach adopted by the previous Finance Commissions. At the same time, we have
taken into account the changing realities in order to rebalance the fiscal system in a way that will
ensure fair distribution of resources and strengthen the federal fabric of the country.

2.41  Our approach to the overall division of resources between the Union and States clearly
represents continuation of the past. We have given primacy to tax devolution in the overall
scheme of transfers. The devolution formula contains elements of revenue and cost disabilities,
in keeping with approach of the past Commissions. Continuity is also seen in the approach to
recommending the contribution to the SDRF and grants to augment the Consolidated Funds of
the States to supplement the resources of local governments, based on the recommendations of
the SFCs. Like the past Commissions, we have recommended that both the Union and State
Governments should adopt fiscal deficit targets for calibrating sustainable fiscal policy.
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2.42 Prompted by the distinguishing features of our ToR and an assessment of the evolving
environment, we have made some changes in the approach and methodology wherever
necessary.We have recommended an institutional mechanism to oversee the implementation of
fiscal rules at the Union Government level. We have made a comprehensive assessment of the
revenue budgets of the Union and States without making a distinction between the Plan and
non-Plan. We have considered demographic changes, in addition to using the 1971 population in
our devolution formula. We have addressed the “need to balance the management of ecology,
environment and climate change consistent with sustainable development”. We have not
categorised States for the purpose of devolution. We have minimised the use of conditionalities
and incentives. We have also increased untied transfers. This reflects our trust in all tiers of
governments.
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Review of Union Finances

3.1  The terms of reference (ToR) of this Commission requires it to “review the state of the
finances, deficit and debt levels of the Union and the States, keeping in view, in particular the
fiscal consolidation roadmap recommended by the Thirteenth Finance Commission . . .”
(paragraph 5). Accordingly, we reviewed the major trends in Union finances with a focus on the
trends between 2004-05 and 2014-15. The period 2004-05 to 2007-08 was a phase of impressive
fiscal consolidation by the Union Government. High growth of the economy, tax reforms leading
to increases in revenue combined with fiscal prudence led to considerable improvement in the
finances of the Union Government until 2007-08, with the revenue and fiscal deficits declining
in line with targets set in the Fiscal Responsibility and Budget Management (FRBM) Act, 2003.
However, the period from 2008-09 is characterised by an expansionary fiscal policy and consequent
deterioration in the fiscal health of the Union Government.

3.2 Since 2009-10, the revenue and fiscal deficits of the Union as a ratio of gross domestic
product (GDP) increased to levels higher than targets in the fiscal adjustment path set by the FC-
XI11. While the tax-GDP ratio of the Union declined from the high level reached in 2007-08, the
revenue expenditure to GDP ratio continued to increase from 2008-09 even as the pressure to
contain deficits resulted in a decline in capital expenditure as a proportion to GDP. Thus, after the
global crisis in 2008-09, even as the growth rate remained high up to 2011-12, fiscal parameters
deteriorated. Since 2012-13, there has been a significant deceleration in economic growth as
well.

Fiscal Balance

3.3  We have analysed the three major fiscal indicators — fiscal deficit, revenue deficit and
primary deficit — and have compared their relative performance since 2007-08 with the targets
set under the FRBM Act and the revised roadmap of fiscal consolidation given by the FC-XIII.
The FRBM Act had laid down the target of bringing the fiscal deficit down to 3 per cent of GDP
and eliminating revenue deficit by 2008-09. Table 3.1 brings out the profile of different fiscal
indicators in respect of the Union Government and the performance vis-a-vis the targets set by
the FC-XIILI.
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Table 3.1: Profile of Fiscal Indicators of the Union Government

(per cent of GDP)

Year Fiscal Revenue Primary Effective Ratio of Revenue

Deficit Deficit Deficit Revenue Deficit to

Deficit Fiscal Deficit (%0)

2001-02 6.1 4.3 15 - 71.06

2004-05 4.0 25 -0.1 - 62.57

2007-08 2.5 1.1 -0.9 - 41.42

2008-09 6.0 4.5 2.6 - 75.24

2009-10 6.5 5.2 3.2 - 81.01
Performance on fiscal indicators Against *FC-XI11 targets

2010-11 4.8 5.7 3.2 3.2 1.8 21 67.52

2011-12 5.7 4.8 4.4 2.3 2.7 2.9 76.43

2012-13 4.8 4.2 3.6 1.2 1.8 25 74.31

2013-14 (RE) 4.6 3.0 3.3 0.0 1.3 2.0 70.59

2014-15(BE) 4.1 3.0 2.9 -0.5 0.8 1.6 71.23

*FC XIII Targets are shown in bold with no annual targets specified for the primary deficit.
Source: Basic data from Union budget documents (excluding bonds)

Fiscal Deficit

3.4  The fiscal deficit of the Union Government relative to GDP declined steadily from 6.1
per cent in 2001-02 to 4.5 per cent in 2003-04. The FRBM Act mandated reducing the fiscal
deficit to 3 per cent by 2008-09. The Union Government achieved this target in 2007-08, with
the fiscal deficit declining to 2.5 per cent of GDP. However, in 2008-09 the Union Government
undertook several fiscal expansionary measures such as revision of pay scales based on the
recommendations of the Sixth Pay Commission, waiver of farm loans and the expansion of the
Mahatma Gandhi National Rural Employment Guarantee Act (MGNREGA) to all districts from
the 200 districts it was originally slated to cover. In addition, oil prices escalated sharply, leading
to a rise in subsidy. As a consequence of all this as well as the global crisis, the fiscal deficit of
Union Government increased to 6 per cent in 2008-09 and 6.5 per cent in 2009-10.

3.5  Another consequence was that the total expenditure as a ratio of GDP increased by 1.5
percentage points from 14.3 per cent in 2007-08 to 15.8 per cent in 2009-10. At the same time,
the gross tax revenues declined by more than 2 percentage points from a peak of 11.9 per cent of
GDP in 2007-08 to 9.6 per cent in 2009-10.Though the fiscal deficit declined in 2010-11 to 4.8
per cent of GDP, this was mainly on account of additional revenue from the proceeds of the
auction of telecom spectrum.
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3.6 Most of the expansionary measures were irreversible. Further, rising expenditure on major
subsidies and stagnant tax-GDP ratios limited the return to the fiscal correction path laid down
by the FC-XIII. The fiscal deficit again increased sharply to 5.7 per cent of GDP in 2011-12. In
2012, the Union Government amended the FRBM Act and laid down a revised fiscal adjustment
path of achieving fiscal deficit of 3 per cent of GDP by 2016-17 and reducing revenue deficit to
below 2 per cent of GDP by 2014-15.

3.7  The growth rate of the economy, which was initially maintained after the global crisis
through the expansionary measures, registered a rapid decline after 2011-12. In the two consecutive
years of 2012-13 and 2013-14, the growth rates were 4.5 per cent and 4.7 per cent, respectively.
In this situation, the Union government severely compressed expenditures to achieve the budgeted
levels of fiscal deficit. The fiscal deficit was contained at 4.8 per cent in 2012-13 and 4.6 per cent
in 2013-14 largely by compressing Plan expenditure. In 2014-15 (budget estimates), the Union
Government proposes to bring down the fiscal deficit to 4.1 per cent of GDP.

Revenue Deficit

3.8 Therevenue deficit of the Union stood at 4.3 per cent of GDP in 2001-02 and was brought
down to 2.5 per cent of GDP in 2004-05 and 1.1 per cent of GDP in 2007-08. It then rose to 5.2
per cent in 2009-10 because of a substantial increase in revenue expenditures on subsidies, interest
payments and salaries and pensions. Plan transfers to the States and implementing agencies also
showed increases due to the expansion of existing schemes and launching of major new schemes.
The revenue deficit remained high at 3.3 per cent in 2013-14 (revised estimates) and is projected
to decline marginally to 2.9 per centin 2014-15 (BE). Thus, there was a slippage of 3.4 percentage
points over the FC-XIII fiscal correction path of a revenue surplus target of 0.5 per cent of GDP
in the terminal year.

3.9  The Union Government introduced the concept of effective revenue deficit through an
amendment to the FRBM Act in 2012. Effective revenue deficit makes a distinction between the
grants given to the States and implementing agencies for the creation of capital assets and grants
for meeting revenue expenditures. We have noted that the concept of effective revenue deficit is
not recognised in the standard government accounting process.

3.10 Theamended FRBM Act has revised the target of revenue deficit — it is now to be brought
below 2 per cent of GDP by 31 March 2015 against the original goal of eliminating it entirely.
However, it appears that even this revised target may not be met. The projected budget estimates
for 2014-15 has a revenue deficit of 2.9 per cent, indicating a clear revenue imbalance in Union
finances.

Primary Deficit

3.11 The primary deficit of the Union Government improved substantially between 2001-02
and 2007-08, moving from a deficit of 1.5 per cent of GDP in 2001-02 to a primary surplus of 0.9
per cent of GDP in 2007-08. However, like other deficit indicators, primary deficit of the Union
Government increased to 2.6 per cent of GDP in 2008-09 and 3.2 per cent of GDP in 2009-10. It
was kept under 2 per cent of GDP in the last two financial years and is projected at 0.8 per cent of
GDP in 2014-15 (BE).
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3.12 The ratio of revenue deficit to fiscal deficit broadly measures the extent of borrowings
used for revenue expenditure. Table 3.1 also brings out this imbalance and shows that the ratio
had improved from almost 71 per cent in 2001-02 to 41 per cent in 2007-08. However, this ratio
almost doubled within a span of two years to over 81 per cent in 2009-10 and has since remained
consistently above 70 per cent (with the exception of 2010-11), thereby reflecting the levels of
persistent structural imbalance in Union Government expenditures.

Sources of Fiscal Imbalance

3.13 Table 3.2 highlights the extent and sources of fiscal imbalance between 2007-08 and
2012-13. Between 2007-08 and 2012-13, the revenue receipts of the Union Government declined
by about 2.2 percentage points to GDP, while net tax revenue fell by almost 1.5 percentage
points. The non-debt capital receipts fluctuated due to slippages in achieving the projected
disinvestment targets. On the expenditure side, the total expenditure as a ratio of GDP has shown
a consistent decline since 2008-09. However, the decline was sharper in the case of capital
expenditures. Consequently, the ratio of revenue deficit to fiscal deficit has shown a steady increase.

Table 3.2: Fiscal Performance of the Union

(as percentage of GDP)
Sl.  Particulars 2001- 2004- 2007- 2008- 2009- 2010- 2011- 2012- Change 2013- 2014-
No. 02 05 08 09 10 11 12 13 in2012- 14 15
13over (RE) (BE)
2007-08
| Total Revenue 855 944 1087 9.60 884 1013 834 8.69 -2.17  9.06 9.24
Receipts (a+b)
a) Non Tax Revenue 288 250 205 172 179 281 135 136 -069 170 1.65
b)  Net Tax Revenue 567 693 881 7.87 705 732 699 7.34 -1.48 7.36 7.59
11 Revenue Expenditure 1280 11.85 11.92 1410 14.08 13.37 1272 12.30 0.38 12.33 12.18
Of which: Interest 456 392 343 341 329 301 303 310 -0.33 335 3.32
Payments
111 Capital Expenditure 258 350 237 160 174 201 176 165 -0.72 168 1.76
IV Total Expenditure 1538 1535 14.29 1570 15.82 15.38 1448 13.95 -0.34 14.01 13.94
(1=+1)
V Revenue Deficit 4.3 25 1.1 45 5.2 3.2 4.4 3.6 25 33 29
(-1
Vi Fiscal Deficit 6.1 4.0 2.5 6.0 6.5 4.8 5.7 4.8 2.3 4.6 4.1
VIl Non-debt Capital 085 2.05 088 012 051 045 041 040 -0.48 0.32 0.57
Receipts

Source: Union Budget for various years.
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Trends of Union Debt and Liabilities

3.14 Inthe fiscal consolidation path laid down by the FC-XI11, the target of combined debt
of Union and State Governments was set at 68 per cent of GDP, to be achieved by 2014-15.
It also recommended the reduction in the debt stock of the Union Government to 44.8 per
cent of GDP by 2014-15. At the end of March 2014, internal debt constituted 92.9 per cent of
outstanding debt of the Union Government and external debt accounted for 7.1 per cent. A
large part of the increase in the share of internal debt was due to substantial increase in the
fiscal deficit of the Union after 2008-09. The net quantum of Union borrowings increased
from Rs.1, 31,768 crore in 2007-08 to Rs.4,84,000 crore in 2013-14. Despite such increase
in the quantum of borrowings, the debt position of the Union government remained within
the limits recommended by the FC-XIII. In 2013-14 (RE), the total outstanding debt of the
Union Government is estimated at 39 per cent of GDP and is estimated at 38.5 per cent of
GDP in 2014-15 (BE).

3.15 The total liability of the Union Government, which includes the debt stock and
liabilities in public account, stood at 56.9 per cent of GDP in 2007-08 and has shown steady
decline in spite of increase in borrowings since 2008-09. In 2012-13, it declined to 50.1 per
cent and is estimated to decline further to 48.3 per cent in 2014-15 (BE). After adjusting for
the external debt at current exchange rates and excluding National Small Savings Fund (NSSF)
securities of State Governments as well as securities issued for the Market Stabilisation
Scheme (MSS) which is sequestered by the Reserve Bank of India (RBI), liabilities of the
Union Government are estimated to decline to 45.4 per cent of GDP in 2014-15 (BE). The
reduction in the ratio of liabilities to GDP was mainly due to high levels of nominal GDP
growth, particularly on account of high rates of inflation. Public debt is estimated to account
for about 80 per cent of the Union liabilities while the share of other liabilities is estimated
at 20 per cent in 2014-15 (BE). Table 3.3 shows the position of outstanding debt and liabilities
of the Union Government as a per cent of GDP.

3.16  The liabilities of the Union government, however, do not include contingent liabilities
in the form of sovereign guarantees and the future annuities committed by the government.
High-risk-guarantees have a high probability of transforming into actual liabilities. Similarly,
annuities which are confirmed liabilities are also excluded from the accounting of liabilities.
This additional liability is likely to extend the existing levels of debt and liabilities. In the
absence of reliable data, it has not been possible for us to assess these liabilities. We, however,
recognise that a realistic assessment of the liabilities should take extended debt and liabilities
into account.
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Table 3.3: Outstanding Liabilities of the Union Government

(per cent of GDP)

Sl.  Particulars 2001- 2004- 2005- 2006 2007- 2008- 2009- 2010- 2011- 2012- 2013- 2014-

No. 02 05 06 07 08 09 10 11 12 13 14 15

(RE) (BE)

| Public debt of 41.79 41.23 40.18 38.37 38.51 38.22 38.01 36.29 37.74 38.98 39.04 38.52

which

a)  Internal debt 38.76 39.35 37.63 35.97 36.26 36.03 35.94 34.26 35.86 37.22 37.43 37.06

b)  External debt 304 188 255 239 225 219 207 203 189 175 1.61 146

Il Other liabilities ~ 16.21 20.28 21.01 20.74 18.39 17.90 16.48 14.31 12.39 11.16 10.17 9.81
of which

Reserve funds 310 2.87 296 306 255 229 184 165 149 138 135 127

and deposits
Total liabilities 58.00 61.51 61.19 59.11 56.90 56.11 54.49 50.60 50.14 50.14 49.21 48.33
(1+11)

Note : Other Liabilities include National Small Savings Funds, State Provident Funds, Other accounts such as Special
Deposits of Non-Government Provident Funds and Reserve funds and Deposits.

Source: Union Budget for various years

Revenues

3.17  Union revenues comprise of tax revenues net of States’ share, non-tax revenues and non-
debt capital receipts. Net Union revenues, excluding non-debt capital receipts, increased from
9.4 per cent of GDP in 2004-05 to 10.9 per cent in 2007-08, but thereafter declined to 8.3 per cent
in 2011-12- the lowest since 2004-05. However, there was a marginal recovery to 8.7 per cent in
2012-13 and to 9.2 per cent in 2014-15 (BE). Collections under non-debt capital receipts have
been fluctuating from 2.05 per cent in 2004-05 to a meagre 0.12 per cent in 2008-09. Non-debt
capital receipts have averaged less than 0.5 per cent since 2009-10, with receipts in 2013-14
(RE) estimated at a low of 0.3 per cent. The performance of the Union Government on each of
these sources of revenues has been discussed below.

Overview of Tax Performance

3.18 The revenue from direct taxes as a ratio of GDP after showing a sharp increase until
2007-08, has fallen thereafter mainly on account of the decline in revenues from corporation tax.
In the case of indirect taxes, there has been a substantial decline in both Union excise duty and
customs duty, compared to the levels in 2007-08. The ratio of service tax has risen consistently,
particularly since the introduction of a negative list in 2012-13. Table 3.4 shows the trends of
major taxes relative to GDP and their share in relation to the gross tax revenues.

3.19  The gross tax to GDP ratio of the Union Government increased significantly from 7.9 percent
in 2001-02 to 9.4 per cent in 2004-05 and11.9 per cent in 2007-08. The increase in direct tax revenue
was due to high growth of GDP and improvement in tax administration, particularly the introduction
of the Tax Information Network. The increase in indirect tax was mainly on account of a steady
expansion in the base of service tax. The overall tax buoyancy during this period was about 1.5.
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3.20 Thetrend of high growth in tax revenue was reversed in the wake of the global economic
crisis in 2008-09. The counter-cyclical measures included a duty cut of 4 percentage points in
Union excise and 2 percentage points in service tax. As a result, gross tax revenue as percentage
of GDP declined from 11.9 per cent in 2007-08 to 9.6 per cent in 2009-10. The additional fiscal
space and the tax capacity created since 2003-04 was, therefore, almost entirely wiped out within
a span of two financial years.

3.21  With signs of recovery and partial roll back of stimulus measures given on the indirect
taxes front in 2010-11, the tax-GDP ratio recovered marginally to around 10.2 per cent in 2010-
11, only to fall to 9.9 per cent in 2011-12. While it again increased marginally to 10.2 per cent in
2012-13, the provisional accounts show it to be falling back to 10.0 per cent in 2013-14. Thus,
the tax-GDP ratio has been stagnating at around 10 per cent.

Major Direct and Indirect Taxes

3.22  Revenues from personal income tax as a percentage of GDP has gone up from 1.5 per
cent in 2004-05 to about 2 per cent in 2012-13 and is estimated at 2.2 per cent in 2014-15 (BE).
The average annual growth of revenue from this tax during the period 2007-08 to 2012-13 has
been 18.3 per cent. The share of income tax in gross tax revenues has gone up from 17.3 per cent
in 2007-08 to 19.0 per cent in 2012-13 and is projected to further increase to about 20.4 per cent
in 2014-15 (BE).

3.23  Corporation tax showed higher buoyancy than the personal income tax between 2004-05
and 2007-08. It registered an annual growth of 42.5 per cent in 2006-07 and 34 per cent in 2007-
08, the two years preceding the global economic crisis. During the period 2007-08 to 2012-13,
the average annual rate of growth of corporation tax decelerated to 16.6 per cent.

3.24 On the indirect taxes front, the revenues from both excise and customs have shown a
declining trend since 2007-08, both as percentage of GDP as well as percentage of gross tax
revenues of the Union Government.

3.25  Tariff reductions across rate categories, including peak rates, has caused a decline in the
revenue collection from customs duties even in nominal terms during 2008-09 and 2009-10,
compared to 2007-08. After a brief recovery in 2010-11, the growth of customs duties has continued
to show a downward trend, indicating a fairly entrenched impact of the economic downturn on
imports. The share of customs duty is estimated at 15.1per cent of gross tax revenues in 2013-14
(RE) and below 15 per cent in 2014-15 (BE).

3.26  In 2007-08, Union excise duties constituted the largest share of indirect taxes, at 20.8 per
cent of gross tax revenues. The impact of economic slowdown and introduction of stimulus
measures by way of across the board reduction in excise duty rates (by 6 percentage points from
14 per cent to 8 per cent) saw revenue collections from the tax falling even in nominal terms in
2008-09 and 2009-10. The rate reduction was partially rolled back in 2010-11 with general excise
rates increasing from 8 per cent to 10 per cent, followed by a further increase to 12 per cent in
2012-13. However, growths of revenue from excise duties have fluctuated considerably since
2010-11. Year-on year-growth went up to 34 per cent that year, then dropped to 5.2 per cent in
2011-12 and again accelerated to over 22 per cent in 2012-13. As a ratio of GDP, revenue from
excise duties has shown a steady decline from around 3.1 per cent in 2001-02 to 2.5 per cent in
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2007-08. In 2014-15 (BE), it is estimated at 1.6 per cent, which, for the first time, is lower than
service tax-GDP ratio of 1.7 per cent.

3.27  The share of revenue from service tax in total indirect tax revenues has shown a steady
increase on account of expansion in the tax base as well as the adoption of the “negative” list
approach in 2012-13. The service tax is estimated to contribute 15.8 per cent of gross tax revenues
in 2014-15 (BE). There is still scope for further pruning the negative list and including certain
services provided by the Department of Posts, railways passenger and goods traffic and
advertisements in the print media in the tax net.

Table 3.4: Performance of Major Taxes of the Union

(per cent of GDP)
Year Corporation  Income Total Customs Union  Service Total Total Union
Tax Tax Direct duties excise Tax indirect tax revenues
Tax duties Tax (Gross)
2001-02 1.55 1.36 2.94 1.71 3.08 0.14 5.00 7.9
2004-05 2.55 1.52 4.08 1.78 3.06 0.44 5.33 9.4
2007-08 3.87 2.06 5.93 2.09 2.48 1.03 5.96 11.9
2008-09 3.79 1.88 5.68 1.77 1.93 1.08 5.07 10.8
2009-10 3.78 1.89 5.68 1.29 1.59 0.90 3.97 9.6
2010-11 3.84 1.79 5.63 1.74 1.77 0.91 4.56 10.2
2011-12 3.58 1.83 5.42 1.66 1.61 1.08 4.45 9.9
2012-13 3.52 1.94 5.48 1.63 1.74 1.31 4.77 10.2
2013-14 (RE) 3.47 2.08 5.56 1.54 1.57 1.45 4.65 10.2
2014-15 (BE) 3.50 2.16 5.67 1.57 1.60 1.68 4.93 10.6
(Per cent of Union’s Gross Tax Revenue)
2001-02 19.57 17.11 36.99 21.53 38.79 1.77 63.01 100
2004-05 27.11 16.16 43.34 18.89 32.50 4.66 56.66 100
2007-08 32.52 17.30 49.89 17.55 20.84 8.65 50.11 100
2008-09 35.25 17.52 52.84 16.50 17.94 10.07 47.16 100
2009-10 39.19 19.61 58.87 13.34 16.49 9.35 41.13 100
2010-11 37.66 17.54 55.29 17.12 17.36 8.95 44,71 100
2011-12 36.31 18.50 54.89 16.79 16.30 10.97 45.11 100
2012-13 34.39 18.96 53.43 15.96 16.97 12.80 46.57 100
2013-14 (RE) 33.97 20.38 54.43 15.11 15.43 14.23 45.57 100
2014-15(BE) 33.05 20.39 53.52 14.79 15.12 15.83 46.48 100

Note : Total Direct Taxes includes apart from Corporation tax and Income tax, taxes on Wealth, Interest, Gift and
Other taxes on Income and expenditure).

Source: Union Budget for various years..
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Changing Composition

3.28 The share of revenue from indirect taxes has been higher than that of direct taxes for the
most part of the post-Independence period. However, in 2007-08 the share of direct taxes became
higher than that of the indirect taxes for the first time. This trend was maintained and is estimated
to continue despite a marginal decline in the share of direct taxes. Figure 3.1 shows the trends of
direct and indirect taxes from 1970-71 onwards.

Figure 3.1: Union Tax GDP Ratio: Direct, Indirect and Total
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Revenue Foregone

3.29 The various tax concessions and exemptions given by the Union Government reduces the
revenue collections and adversely affects the resources accruing to both Union and State
Governments. Revenue forgone as estimated by the Union Government reached a peak of 8.1 per
cent of GDP in 2008-09 and as a percentage of gross tax revenues, it was the highest (77.3 per
cent) in 2009-10. Since 2004-05, revenue foregone has always been in excess of 5 per cent of
GDP. In nominal terms, the estimated revenue foregone for 2013-14 (RE) stands at Rs.5,72,923
crore. This accounts for a little over 5 per cent of estimated GDP of 2013-14 and about a half of
the total tax collections estimated during the year. The trend since 2004-05, as estimated by the
Union Government in the Statement of Revenue Foregone and tabled in Parliament as required
under the FRBM Act, is shown in Table 3.5.
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Table 3.5: Trends of Revenue Foregone

(Rs. Crore)

2004- 2005- 2006- 2007- 2008- 2009- 2010- 2011- 2012- 2013-

05 06 07 08 09 10 1 12 13 14 (RE)

Direct taxes 71081 49800 77177 100256 104471 118023 94738 101140 102256 116530

Indirect taxes 123010 194490 212580 241061 354045 364409 364967 432442 463979 456393

Total revenue 194091 244290 289757 341317 458516 482432 459705 533582 566235 572923
foregone

Revenue foregone 63.65 66.48 61.19 5754 7575 7725 57.97 60.01 54.64 49.44
as % of gross tax
revenue

Revenue foregone  5.99 6.61 6.75 6.84 8.14 7.45 591 5.92 5.60 5.05
as % of GDP

Source: Statements of Revenue Foregone in the Union Budget documents

3.30 The revenue foregone under excise duties includes general exemptions, which largely
reflect the fiscal policy of the Union Government, as well as area-based exemptions. Area-based
exemptions are of two types - refund-based exemptions determined on the aggregate refunds
sanctioned (for the North-eastern States and Jammu & Kashmir) and outright exemptions, where
revenue foregone is calculated using the difference between the general effective rate and the
duty actually paid (in Himachal Pradesh and Uttarakhand). On customs duties, the revenue foregone
is shown under ten broad commodity groups based on the difference between the tariff rates and
effective rates. On the direct tax side, the magnitude of revenue foregone is comparatively lower
and is due to thirty-five categories of tax incentives. The main tax incentives, accounting for a
bulk of revenue foregone, are deduction of expenditure on specified activities from the tax base
and accelerated depreciation. The revenue foregone in individual income tax is primarily from
deductions allowed on certain tax-saving investments and payments. According to the 2014-15
Budget, the proportion of revenue foregone is the highest for exemptions on customs duties
(45.5 per cent) followed by countervailing excise duties (34.2 per cent). The revenue foregone on
account of corporation tax and personal income tax are comparatively lower, at 13.3 per cent and
7 per cent respectively.

3.31 Arrealistic assessment of tax exemptions and concessions is necessary in order to evaluate
the costs and benefits of achieving various objectives through such tax preferences. However,
this requires application of more robust methodology than what is employed at present for
estimating the revenue foregone. In particular, the present methodology estimates the revenue
impact assuming that the discretionary changes in the rates do not impact the tax base. Further,
application of the difference between the tariff rates and effective rate in the case of customs duty
gives an exaggerated picture of revenue foregone when the effective rates are reduced to zero
whenever essential commodities are imported to overcome acute shortages or to control their
prices, as in the case of edible oil and pulses.
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Cesses and Surcharges

3.32  Another tax-related issue pertains to the levy of cesses and surcharges on taxes by the
Union Government. Article 270 of the Constitution enables the Union Government to levy and
retain any cess levied for a specific purpose. Article 271 empowers Parliament to levy a surcharge
on any taxes which fall within the Union Government’s taxing powers. The total cess and
surcharges constituted over 12.4 per cent of gross tax revenues in 2012-13 (actuals). These are
excluded from the divisible pool. Cesses are meant to be fully utilised for the purposes for which
they are levied. The Comptroller and Auditor General (C&AG) has drawn our attention to the
lack of transparency and incomplete reporting in accounts on the utilisation of amounts collected
under cesses. Similarly, surcharges are meant to be levied only for short periods. A majority of
the State Governments are of the view that cesses and surcharges should either be eliminated or,
if continued beyond a specified period, should form part of the divisible pool.

Non-Tax Revenues

3.33  The major sources of non-tax revenues of the Union Government are interest receipts
from the States and Central public sector enterprises (CPSES), dividend receipts, user charges,
royalty from off-shore oil fields, profit petroleum and receipts from the telecom sector. The FC-
X111 estimated that non-tax revenue as a proportion of GDP would increase from 2.01 per cent
projected in 2010-11 to 2.24 per cent in 2014-15, assuming a high potential of revenue from the
telecommunications and petroleum sectors. This, however, was not realised. The non-tax revenue
of the Union Government, which stood at 2.05 per cent of GDP in 2007-08, declined to 1.4 per
centin 2012-13. The highest collection from non-tax revenue was 2.8 per cent in 2010-11, which
was the result of revenue from the auction of 3G spectrum, and this was an exception. If spectrum
auction receipts are excluded, the non-tax revenue of 1.36 per cent of GDP in 2012-13, was
comparable with the 2010-11 figures. From 2012-13 onwards, non-tax revenues again show an
increasing trend, mainly due to enhanced dividends from RBI and the public sector financial
institutions. Non-tax revenue is, therefore, projected to increase to 1.65 per cent of GDP in
2014-15 (BE) but remains far short of the FC-XII1I projection of 2.24 per cent for the year.

3.34 Interest receipts from States have come down considerably after disintermediation of
Union Government loans to States, following the recommendations of the FC-XII. Revenue
from interest on loans to CPSEs has also declined, as these enterprises borrow mainly from
financial institutions and not the government.

3.35 Dividend receipts constitute the largest source of non-tax revenues of the Union
Government. Their share in non-tax revenue is estimated at 42.5 per cent in 2014-15 (BE).
Dividends are received from two broad sources - dividends paid by RBI and public sector financial
institutions as well as the CPSEs. The dividend from RBI increased from Rs.15, 009 crore in
2011-12 to Rs.33, 000 crore in 2012-13 as well as 2013-14. It is estimated at Rs.46, 000 crore in
2014-15 (BE)!. The share of the other financial institutions in the dividend receipts is similarly
projected to more than double from Rs.7,406 crore in 2012-13 to Rs.16,414 crore in 2014-15
(BE). Dividends from CPSEs, on the other hand, have fluctuated from year to year, and are
estimated at Rs.27, 815 crore in 2014-15 (BE).

1 RBI has made a transfer of Rs.52, 000 crore against the dividend estimate of Rs.46, 000 crore in 2014-15 (BE).
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Non Debt Capital Receipts

3.36  The two key items in the Union Government’s non-debt capital receipts are recoveries of
loans and proceeds from disinvestments. The quantum of repayment of loans shows a declining
trend in view of the discontinuation of loans from the Union Government to the State Governments
and the Debt Consolidation and Relief Facility (DCRF) extended to the States based on the FC-
XI1 recommendations. The trends in non-debt capital receipts are shown in Table 3.6. The FC-
X111 had projected an increase in these receipts, from 0.5 per cent of GDP in 2010-11 to 1 per cent
of GDP in 2014-15. However, these could not be realised. In 2012-13, non-debt capital receipts
accounted for only 0.40 per cent of GDP. The total non-debt capital receipt in 2014-15, the
terminal year of the FC-XI1I award period is budgeted at 0.57 per cent of GDP. Though this is an
improvement over the previous year’s figure of 0.32 per cent, it remains far short of the FC-XI11
target. Keeping in view the large Union Government holdings in CPSEs, there is potential for
generating more revenues from this source.

Table 3.6: Non-Debt Capital Receipts
(Rs. Crore)

2001- 2004- 2005- 2006- 2007- 2008- 2009- 2010- 2011- 2012-  2013-  2014-
02 05 06 07 08 09 10 11 12 13 14(RE) 15(BE)

Non-debt capital 20049 66467 12226 6427 43895 6705 33194 35266 36938 40950 36643 73952
receipts (of which)

Recoveries of loans 16403 62043 10645 5893 5100 6139 8613 12420 18850 15060 10802 10527
and advances

Disinvestmentof 3646 4424 1581 534 38795 566 24581 22846 18088 25890 *25841 *63425
equity

*RE 2013-14 and BE 2014-15 includes receipts on account of disinvestment of stake in non-government companies
and ‘Other’ miscellaneous capital receipts pertaining to transfer of SDRs and consideration received in lieu thereof.

Source: Union Budget for various years.
Trends of Expenditure

3.37  The total expenditure of the Union Government declined by over one percentage point of
GDP from 15.4 per cent in 2004-05 to 14.3 per cent in 2007-08. However, the impact of pay
revision based on the recommendations of Sixth Pay Commission, debt waiver scheme on farm
loans, substantial expansion of the flagship social sector schemes and increase in subsidies led
to a substantial increase in 2008-09 and 2009-10. Thus, total expenditure reached the level of
15.8 per cent of GDP in 2009-10. However, since then there has been a decline and total expenditure
contracted to 14 per cent in 2012-13 from 14.5 percent in 2011-12. The trends of revenue and
capital expenditure with major components on revenue expenditure are shown in Table 3.7.

3.38  The share of capital expenditure in the total expenditure of the Union Government declined
from 22.8 per cent in 2004-05 to 10.2 per cent in 2008-09 and has remained in the range of 11 per
cent to 13 per cent since then. Correspondingly, the revenue expenditure increased to 89.8 per
cent in 2008-09, and thereafter declined only marginally, despite expenditure tightening measures.
As a ratio of GDP, the revenue expenditure of the Union Government increased from 11.9 per
cent in 2004-05 to 14.1 per cent in 2009-10 and is estimated at 12.2 per cent in 2014-15 (BE).
The major components of revenue expenditure comprising subsidies, interest payments, defence
expenditure, pay and allowances and pensions are briefly analysed in the following paragraphs.
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Table 3.7 : Trends of Union Government Expenditure

(per cent of GDP)
Year Revenue Interest Payand Pension #Defence Subsidies Capital Total
Exp. payments allow- Exp. Exp.

ances™
1 2 3 4 5 6 7 8
2001-02 12.80 4.56 1.33 0.61 2.30 1.32 2.58 15.38
2004-05 11.85 3.92 1.19 0.56 2.34 1.42 3.50 15.35
2007-08 11.92 3.43 0.93 0.49 1.84 1.42 2.37 14.29
2008-09 14.10 341 1.20 0.59 2.03 2.30 1.60 15.70
2009-10 14.08 3.29 1.39 0.87 2.19 2.18 1.74 15.82
2010-11 13.37 3.01 1.14 0.74 1.98 2.23 2.01 15.38
2011-12 12.72 3.03 1.06 0.68 1.90 242 1.76 14.48
2012-13 12.30 3.10 1.07 0.69 1.80 2.54 1.65 13.95
2013-14 (RE) 12.33 3.35 - 0.65 1.79 2.25 1.68 14.01
2014-15 (BE) 12.18 3.32 - 0.64 1.78 2.02 1.76 13.94

*Source : Brochure on Pay and Allowances of Central Government (excluding Defence Services).
#Includes both Revenue and Capital expenditure on Defence Services.
Source: Union Budget for various years.

Major Subsidies

3.39 The major explicit subsidies of the Union Government are on food, fertilizers and
petroleum and they have significant implications on expenditure management and fiscal
consolidation. This is evident from the fact that while the total expenditure of the Union
Government declined by 0.34 percentage points of GDP between 2007-08 and 2012-13,
expenditure on subsidies actually increased by 1.12 per cent of GDP. The performance on each of
the major subsidies has been analysed in this backdrop.

3.40 Between 2007-08 and 2009-10, there was an average annual increase of over 35 per cent
in food subsidy. This was because of increases in the minimum support price (MSP) and the
carrying costs due to accumulation of large stocks of grains, the central issue price (CIP) not
being revised despite rising economic costs as well as the expansion of the welfare schemes like
the Mid-Day Meals scheme. Though the increase in food subsidies moderated between 2010-11
and 2012-13, the enactment of the National Food Security Act (NFSA), 2013 could lead to an
increase. The likely impact, even in the initial stages of its implementation, is evident in the
provision of Rs.1,15,000 crore in 2014-15 (BE), an increase of Rs.23,000 crore over the allocation
in 2013-14 (RE).
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3.41 Petroleum subsidy has been the single largest contributor to the increase in the quantum
of total subsidies. There have been two episodes of sharp increases in subsidies in recent
years, first due to the administered price mechanism (APM) being brought back and second,
due to rising international prices of crude oil. The first increase happened after 2004-05,
when subsidies on petroleum products increased from Rs.2, 956 crore to Rs.19, 946 crore in
2005-06. This increase was met by issuing oil bonds. The oil bonds continued to be issued
until 2009-10. In 2008-09, the oil bonds amounted to a huge Rs.75, 942 crore. As a result,
the budgetary deficits in these years were, to that extent, under-reported. Based on the
recommendations of the FC-XI1I, the practice of issuing bonds was discontinued in 2010-
11. With the Union Government’s inability to adjust the retail prices in line with international
prices, petroleum subsidies continued to rise till 2012-13 and expenditure on these peaked
to almost 1 per cent of GDP in 2012-13. However, the amount would be higher if the under-
recoveries of the oil companies (reported to be about Rs.1, 61,029 crore in 2012-13) are
added. However, the pressure of petroleum subsidies is likely to ease in 2014-15 since the
international price of crude oil has recently shown a decline and the Union Government has
also deregulated the price of high-speed diesel.

3.42 The FC-XIII had noted that fertiliser subsidy needs to be targeted in order to ensure
food security and self-sufficiency, while preventing wasteful and sub-optimal use of fertilisers.
It was mentioned that India, as a large importer of fertilisers, would stand to gain from lower
international prices if it restricts inefficient fertiliser consumption. Taking these considerations
in view, the FC-XI11 assumed that subsidy should be restricted to 120 kilograms of fertiliser
per cultivator household and estimated the fiscal requirement of fertiliser subsidy at Rs.10,
980 crore in 2014-15. It recommended a phased reduction starting from the provisions made
in 2009-10, in order to reach this figure. However, the provision for Rs.72, 970 crore as
fertiliser subsidies in the budgeted estimates for 2014-15 is substantially in excess of the
estimates made by the FC-XIII for the year. While the Government introduced a Nutrient
Based Subsidy (NBS) regime for the phosphorous and potassium (P&K) sector, the price of
urea remained unaltered, thereby distorting the consumption pattern.

3.43 Table 3.8 shows the share of explicit subsidies in terms of the Union Government’s
revenue receipts. Total subsidies (including bonds?) increased sharply from 18.3 per cent of
the revenue receipts in 2007-08 to 41.8 per cent in 2008-09 and declined thereafter to about
26.5 per cent in 2009-10. Expenditure on subsidies decreased to about 22 per cent of revenue
receipts in 2010-11, but increased thereafter in 2011-12 and 2012-13. However, it is budgeted
lower at 21.9 per cent of revenue receipts in 2014-15 (BE).

2The Union Government issued special bonds/securities to oil/fertiliser companies in lieu of cash subsidies to avoid
immediate fiscal impact as it did not involve immediate cash outgo. These bonds could be used by the oil/fertiliser
companies as collateral to raise additional borrowings from the banks. The issue of bonds in lieu of cash subsidies
was discontinued in 2010-11.
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Table 3.8: Explicit Subsidies Relative to Union Government’s Revenue Receipts

(per cent of revenue receipts)

Year Food Fertiliser Petroleum Others Bonds Total
2001-02 8.69 6.25 0.00 0.38 4.47 19.79
2004-05 8.43 5.19 0.97 0.39 0.00 14.98
2007-08 5.78 6.00 0.52 0.79 5.18 18.27
2008-09 8.10 14.18 0.53 1.20 17.76 41.77
2009-10 10.20 10.70 2.61 1.17 1.80 26.48
2010-11 8.10 7.90 4.87 1.13 0.00 21.99
2011-12 9.69 9.32 9.11 0.88 0.00 29.00
2012-13 9.67 7.46 11.02 1.09 0.00 29.24
2013-14 (RE) 8.94 6.60 8.31 0.98 0.00 24.83
2014-15(BE) 9.67 6.13 5.33 0.78 0.00 21.91

Source: Union Budget for various years.
Interest Payment

3.44 Interest payments form the largest component of Union Government expenditure. The
ratio of interest payments to net tax revenue of the Union Government declined by over 10
percentage points from 49.1 per cent in 2005-06 to 38.9 per cent in 2007-08 because of fiscal
consolidation measures as well as softening of interest rates. However, the high quantum of
borrowings since 2008-09, along with hardening of interest rates, has reversed the trend and in
2009-10 the ratio of interest payments to net tax revenue rose to 46.7 per cent. In 2013-14 (RE),
it was 45.5 per cent and is estimated at 43.7 per cent in 2014-15 (BE). The current levels of
interest payments are unlikely to ease without greater efforts at fiscal consolidation.

Defence Expenditure

3.45 Defence expenditure, on both revenue and capital accounts, are shown in Table 3.7. It
increased from 1.8 per cent of GDP in 2007-08 to 2.2 per cent in 2009-10, mainly because of the
impact of pay revision. There has been a marginal decline from about 2 per centin 2010-11t0 1.9
per centin 2011-12 and it has remained at around 1.8 per cent since 2012-13. Defence expenditure
as a per cent of total expenditure is estimated to come down by about one percentage point from
13.8 per cent in 2009-10 to 12.8 per cent in 2014-15 (BE).

Pay and Allowances and Pensions

3.46 Pay and allowances of Union Government employees more than doubled between
2007-08 and 2011-12, from Rs.74, 647 crore to Rs.166, 792 crore due to the implementation of
the Sixth Central Pay Commission recommendations®. As a ratio of GDP, it jumped from a little
% Including Defence Services
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over 0.9 per cent in 2007-08 to 1.2 per cent in 2008-09 and about 1.4 per cent in 2009-10 on
account of both pay revision and payment of arrears. However, it moderated to a little over 1 per
cent in 2012-13.

3.47 Asin the case of salaries, expenditure of the Union Government on pensions, which had
declined to less than 0.5 per cent of GDP in 2007-08, increased to about 0.9 per cent of GDP in
2009-10 due to the impact of revision in pensions. Subsequently, it came down to 0.7 per cent in
2010-11 and is estimated at 0.6 per cent in 2014-15 (BE).

3.48 Expenditure on salary, pensions and interest payments together accounted for 5.67 per
cent of GDP in 2004-05 but declined marginally to 5.56 per cent of GDP in 2009-10, with the rise
in expenditure on salaries and pensions being more than compensated by the decline in interest
expenditure. These expenditures declined further to 4.9 per cent of GDP in 2012-13.

Revenue-Capital Expenditure Balance

3.49  Expenditure on general administrative services, which was increasing continuously prior
to the enactment of the FRBM Act, remains the dominant component of the revenue expenditures
of the Union Government. In 2004-05,the Union Government’s revenue expenditure was 11.9
per cent of GDP and capital expenditure 3.5 per cent of GDP. By 2007-08, while the revenue
expenditure remained at 11.9 per cent, the capital expenditure declined to 2.4 per cent of GDP.
However, in 2009-10, the revenue expenditure rose to 14.1 per cent and the capital expenditure
contracted to 1.7 per cent, showing a continuous deterioration in the quality of Union Government
expenditure. With declining revenues and with expenditure consolidation measures being put in
place, the revenue expenditure of the Union Government declined to 12.3 per cent of GDP in
2013-14 and capital expenditure continued to stagnate at about 1.7 per cent. The trends of revenue
and capital expenditure balance are shown in Figure 3.2 below.

Figure 3.2 : Revenue and Capital Expenditure Balance
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Overview of Union Finances

3.50 The outstanding Union debt has remained within the limits set by the FC-XI111. However,
this is primarily due to a high nominal growth in GDP. With a strong policy commitment to
contain inflation in future, there will be need for caution in projecting the position regarding
debt-sustainability during the award period.

3.51 The gross tax revenues levied and collected by the Union Government, after reaching a
peak of 11.9 per cent of GDP in 2007-08, declined by over 1.7 percentage points in 2012-13.
This, to some extent, reflects the deceleration in the growth of the economy and is also the effect
of the reduction in the rates of Union excise duties and service tax in response to the global
economic crisis. Even after the tax rates were partially restored in 2013-14, the tax-GDP ratio
remained at the same level. There is, therefore, considerable scope for increasing the tax-GDP
ratio during our period, which would provide greater fiscal space for increase in productive
expenditures.

3.52 The decline in the tax-GDP ratio has been accompanied by a decline in non-tax revenues
and fluctuation in non-debt capital receipts as a percentage of GDP, over the same period. The
reduction in non-tax revenues is primarily due to declining interest receipts on loans outstanding
from State Governments. This source is likely to dry up further in future, since no fresh loans are
being extended to the States. However, the dividends from CPSEs are abysmally low, indicating
considerable scope in the future for obtaining higher levels of dividends through appropriate
policy initiatives.

3.53  Disinvestment receipts have generally fallen short of the estimates, mainly due to the
highly uncertain conditions prevailing in the financial markets. Though these uncertainties may
continue, it is safe to assume that this could be a potential source for generation of additional
revenues in the award period. The investment portfolio of the Union Government, in CPSEs,
could be reviewed in the near future, to take account of the new realities in the context of the role
of public enterprises in economic development.

3.54  Large revenues foregone or tax expenditures, and expanding cesses and surcharges during
the review period, represent significant exclusions of States from the divisible pool. No doubt,
these are entirely in the jurisdiction of the Union Government. However, in reality, they are
eroding transferable resources to States. Under the circumstances, it will be necessary to keep in
view these developments while determining the share of the states in the divisible pool during
the award period.

3.55 As regards the quality of fiscal management, the period is characterised by a less than
desirable growth in revenues and a steep reduction in capital expenditures, accompanied by a
high level of subsidies. Overall, therefore, there is a case for reversing the trend of dilution in the
quality of fiscal management that has set in during the review period. However, such reversal
may have to be projected in the award period in a realistic manner.
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Review of State Finances

4.1  The terms of reference (ToR) of this Commission require it to "review the state of the
finances, deficit and debt levels of the Union and the States, keeping in view, in particular, the
fiscal consolidation roadmap recommended by the Thirteenth Finance Commission . . ." (paragraph
5). We found that the pre-dominant feature of state finances, between 2004-05 and 2014-15, is
the overall improvement in fiscal indicators. This came about mainly due to an increase in the
aggregate revenue receipts, accompanied by compression of revenue expenditures, relative to
gross domestic product (GDP). The process of fiscal consolidation in the States has been reinforced
by the enactment of fiscal responsibility and budget management (FRBM) legislations. By 2010-
11, all States had enacted FRBM legislations.

4.2 It is noteworthy that many States had drawn up medium-term reform programmes, with
specific monitorable fiscal targets, even before the introduction of rule-based fiscal legislations.
Against the backdrop of the general fiscal stress at the state level, a number of States had undertaken
various policy initiatives aimed at both augmenting revenues and increasing the efficiency of tax
mobilisation. On the expenditure side too, many States had undertaken rationalisation measures
such as increases in retirement age to contain the outgo on pensions, introduction of voluntary
retirement schemes, imposition of restrictions on new recruitments and changes in the discount
rates for commutation of pension. In addition, some States had taken steps towards imposition of
ceilings on guarantees, as well as the creation of sinking funds and guarantee redemption funds.
In fact, some States had enacted fiscal responsibility legislations even before the FC- XlI
recommended this.

4.3  The FC-XII had also recommended the creation of a Debt Consolidation and Relief Facility
(DCRF), which involved the rescheduling and consolidation of certain loans from the Union
Government to the States. The debt waiver under this scheme was linked to States undertaking
fiscal correction through their respective FRBM legislations.

4.4  The fiscal roadmap drawn up by the FC-XII mandated the elimination of revenue deficits
of the States, as well as limiting their fiscal deficits to a maximum of 3 per cent of gross state
domestic product (GSDP), by 2008-09. The state-level FRBM legislations, enacted subsequent
to the recommendation of the FC-XII, provided a platform for the implementation of prudent
revenue and expenditure policies. The DCRF brought a measure of relief to the States by reducing
interest payments due to write-off and rescheduling of Central loans after 2005. There was also
improvement in the fiscal position of States due to various factors including: (i) increase in
revenue collections as a result of the adoption of value-added tax (\VAT) by all the States (ii)
retirement of high-cost debt, under the debt-swap scheme floated by the Union Government, (iii)
buoyant economic growth, (iv) increased tax devolution on account of the high revenue buoyancy
of central taxes and (v) a low interest rate regime. Many States introduced measures such as the
New Pension Scheme to rationalise their expenditures and reduce future fiscal risks.
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45  The FC-XIII's'Revised Roadmap for Fiscal Consolidation' provided further direction and
impetus for fiscal consolidation. After taking into account the circumstances arising from the
global economic crisis in 2008-09 and 2009-10, as well as the varying progress made by the
States in achieving the targets laid down by the FC-XI1, the FC-XIII provided for State-specific
paths for fiscal consolidation. In all States, revenue deficit was to be progressively reduced and
eliminated by 2014-15. Similarly, all States were required to contain their fiscal deficit below 3
per cent of GSDP? by 2014-15.

4.6  The period 2004-05 to 2014-15 was also marked by pay revisions undertaken by most
States, following the implementation of the recommendations of the Sixth Central Pay Commission
by the Union Government. The revision in pay and pension was carried out in the States mainly
between 2009-10 and 2011-12, with significant expenditure outgo in arrears on both counts.
Despite a large increase in the absolute salary and pension of employees, the States were able to
cope better with the additional burden cast upon them, unlike in the past, when such revisions
had led to a fiscal shock in most States.

4.7  The overall improvement in state finances was driven by States' own initiatives to increase
revenues and rationalise expenditure, higher tax devolution because of buoyancy in Central taxes,
increased collections from VAT and the benefits of the DCRF. By 2012-13, most States became
revenue surplus, with their combined gross fiscal deficit being well below the target of 3 per cent
of GSDP.

Studies on State Finances

4.8  Past Finance Commissions benefitted from the assessments of state finances by the
Accountants General (AsG) of individual States, based upon the audited accounts.While continuing
with the practice of such consultations, we additionally commissioned studies on the major aspects
of state finances for the period 2002-03 to 2012-13 by universities and institutions located in
different states. The reviews focussed on estimating the revenue capacities of States, along with
measures taken by them for improving their tax-GSDP ratios, analysis of the States' own non-tax
revenues, review of their expenditure patterns and analysis of their deficits and debt. These studies
also gave us an understanding of the performance of the States on several parameters, including:
(i) conformity to their FRBM Acts, (ii) decentralisation initiatives (including transfers made to
rural and urban local bodies), (iii) the impact of state-level public sector enterprises on their
finances and measures taken for improving their performance, (iv) public expenditure reforms,
(v) impact of power sector reforms on state finances, (vi) analysis of contingent liabilities and
(vii) evaluation and targeting of subsidies by the States.

4.9  The studies made some suggestions on the measures to enhance tax and non-tax revenues
and to improve the allocative and technical efficiency of public expenditures. We have benefitted
by the analysis in most of these studies which, though limited in their approach, provided inputs
for a broad understanding of the unique characteristics of individual States.

Trends in Aggregate Fiscal Indicators

4.10 The movement of the aggregate gross fiscal deficit of the States as a percentage of GDP
has gone through three different phases between 2004-05 and 2012-2013 (Table 4.1). In the first

Translating to 2.4% of GDP, for all States combined, by 2014-15 (as estimated by the FC-XIII)
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phase, from 2004-05 to 2007-08, it declined sharply from 3.3 per cent in 2004-05 to 1.4 per cent
in 2007-08. It then increased sharply, almost touching 3 per cent in 2009-10. This can be attributed
to the global downturn and an expansionary fiscal stance by the Union Government to deal with
this, the consequent relaxation of FRBM targets and the impact of pay revisions. In the third
phase, starting 2010-11, it remained below 2 per cent in 2011-12 and 2012-13. The budget estimate
(BE) for 2014-15 projects it at about 2.4 per cent, which is within the target laid down under the
fiscal consolidation roadmap recommended by the FC-XII1 and incorporated in the FRBM Acts.

4.11 In 2004-05, States had an aggregate revenue deficit-GDP ratio of 1.2 percent, but this
became a surplus of about 0.7 percent in 2006-07. The revenue surplus improved further to about
0.9 percent in 2007-08, before declining to 0.2 per cent in 2008-09. In 2009-10, States had an
aggregate revenue deficit of about 0.6 per cent. Since 2010-11, however, the revenue account has
again registered surpluses, with the surplus figure reaching 0.2 per cent of GDP in 2012-13. The
revised estimates for 2013-14, however, indicate the aggregate revenue deficit as almost zero,
while the budget estimate of 2014-15 projects a surplus of about 0.3 per cent.

4.12 The aggregate primary deficit as a percentage of GDP of all States, which stood at 0.6
per cent in 2004-05, turned to a surplus of about 0.6 per cent of GDP in 2006-07 as well as 2007-
08. Subsequently, as in the case of the fiscal and revenue deficits, the primary deficit widened to
1.2 per cent of GDP in 2009-10 and remained below 0.5 per cent till 2012-13.The revised estimate
for 2013-14 indicates an increase in this deficit to about 1 per cent, while the budget estimate for
2014-15 projects it at about 0.9 per cent.

4.13  Theratio of revenue deficit to fiscal deficit, an indication of the extent to which borrowing
is used for meeting revenue expenditures, also showed a marked improvement, declining from
36.8 per cent in 2004-05 to (-) 10.4 per cent in 2012-13. The outstanding debt-GDP ratio declined
steadily, from 31.1 per cent in 2004-05 to 21.6 per cent in 2012-13.

Table 4.1: Trends in aggregate fiscal indicators of States

Gross Fiscal Deficit (GFD), Revenue Deficit (RD), Primary Deficit (PD) and Outstanding debt as a percentage of GDP

All States ~ 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

aggregate (RE) (BE)
GFD/GDP 33 25 1.6 14 2.4 3.0 2.1 1.9 1.9 25 24
RD/GDP 12 0.2 -0.7 -0.9 -0.2 0.6 0.0 -0.3 -0.2 0.0 -0.3
PD/GDP 0.6 0.2 -0.6 -0.6 0.6 1.2 0.5 0.4 0.4 1.0 0.9
RD/GFD 36.8 7.5 -42.0 -62.4 -8.4 19.2 -1.9 -14.1 -10.4 -1.0 -11.8

Outstanding Debt 31.1 30.5 28.2 26.0 25.5 24.8 23.0 21.9 21.6 21.4 21.0
& liabilities/ GDP

Note 1: (+) indicates deficit, (-) indicates surplus

Note2: Outstanding debt & liabilities include internal debt of State Governments, loans and advances from the Union Government
and other liabilities viz., small savings, provident funds etc., reserve funds and deposits (both interest-bearing and non-
interest bearing)

Source: Finance Accounts; State Budgets, 2014-15; GDP: CSO (2004-05 series)
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Trends in Aggregate Revenues

4.14 Most aggregate indicators of revenue receipts on the whole showed improvement till
2007-08 and deterioration thereafter, for 2008-09 and 2009-10 (Table 4.2).The
trend seems to have reversed again from 2010-11, with revenue receipts showing significant
increases.

4.15 The States' aggregate ‘own revenues' (the sum total of ‘own tax revenues' and ‘own
non-tax revenues'), as a percentage of GDP, showed an upward trend, increasing from 7.0 per
cent in 2004-05 to 7.6 per cent in 2012-13. They were projected to increase further to 7.8 per
cent in 2013-14 (RE), and decline marginally to 7.7 per cent in 2014-15 (BE). Aggregate own
tax revenues increased more or less steadily from 5.6 per cent in 2004-05 to nearly 6.5 per cent
in 2012-13 (with marginal decreases in 2008-09 and 2009-10). However, aggregate own non-
tax revenues decreased from 1.4 per cent in 2004-05 to about 1.2 per cent in 2012-13, thus
partly offsetting the buoyancy of own tax receipts.

4.16 Value added tax (\VAT) has constituted around 61 per cent of aggregate own tax revenues
of the States, remaining almost unchanged throughout the period 2004-05 to 2012-13. On the
other hand, royalty earnings, as a percentage of aggregate own non-tax revenues rose from
11.6 per cent in 2004-05 to 21.8 per cent in 2012-13.

4.17 Aggregate tax devolution as a percentage of GDP increased from 2.4 per cent in 2004-
05 to about 3.1 per cent in 2007-08. Thereafter, it declined sharply, reaching 2.5 per cent in
2009-10. The raising of the States' share of Central taxes to 32 per cent from 2010-11 by the
FC-XIII contributed to a steady increase in the aggregate tax devolution, as a percentage of
GDP, to 2.9 per cent in 2012-13. Aggregate grants-in-aid to States, as a percentage of GDP,
increased from 1.7 per cent in 2004-05, to about 2.3 per cent in 2008-09, before declining to
about 1.9 per cent in 2012-13. Changes in transfers from the Union, under State Plans and
Centrally sponsored schemes (CSS), account for this variation. However, grants-in-aid are
estimated to reach a level of 3.5 per cent in 2014-15 (BE), as a result of the decision by the
Union Government in that year to route funds earlier going directly to state-level implementing
agencies, through the Consolidated Fund of the States. The aggregate transfers from the Union
to States, including through tax devolution and grants-in-aid, increased from 4.1 per cent of
GDP in 2004-05, to about 4.8 per cent of GDP in 2012-13. They are expected to further
increase to 6.5 per cent of GDP in 2014-15 (BE), mainly on account of the change in the
routing of funds in the 2014-15 Union Budget.

4.18 The aggregate revenue receipts, including aggregate own revenues and aggregate transfers
from the Union, showed an overall increasing trend (except in 2008-09 and 2009-10), from
about 11.2 per cent of GDP in 2004-05 to nearly 12.4 per cent in 2012-13. They are expected
to increase further to 13.2 per cent of GDP in 2013-14 (RE) and 14.2 per cent in
2014-15 (BE).
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Table 4.2: Trends in aggregate revenue receipts of the States

(per cent of GDP)

2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15
(RE) (BE)

I. Total revenue receipts 11.2 11.6 12.4 12,5 12.3 11.7 12.0 12.2 12.4 13.2 14.2

a. Own tax revenue 5.6 5.7 5.9 5.8 5.7 5.6 5.9 6.2 6.5 6.6 6.5

b. Own non tax revenue 1.4 13 1.6 15 1.4 1.4 1.2 11 1.2 1.2 1.2
Total Own Revenue (a+b) 7.0 7.0 7.4 7.3 7.1 7.0 7.1 7.3 7.6 7.8 7.7

¢. Tax Devolution 2.4 2.6 2.8 3.1 2.9 2.5 2.8 2.8 2.9 29 3.0

d. Grants-in- Aid 1.7 2.0 2.2 2.2 2.3 2.3 2.1 2.1 19 25 35
Total Transfers from the 4.1 4.6 5.0 5.2 5.1 4.8 49 49 48 5.4 6.5
Union (c + d)

Note : (+) indicates deficit, (-) indicates surplus
Source : Finance Accounts; State Budgets, 2014-15; GDP: CSO (2004-05 series).

Trends in Aggregate Expenditure

4.19 Aggregate revenue expenditure of the States, as a percentage of GDP, declined from
12.4 per cent in 2004-05 to 11.6 per cent in 2007-08 (Table 4.3).Thereafter, it increased to
about 12.1 per cent in 2008-09 and 12.3 per cent in 2009-10. It remained below 12 per cent
in 2010-11 and 2011-12, but reached about 12.2 per cent in 2012-13. It is projected to increase
to 13.2 per cent in 2013-14 (RE) and 13.9 per cent in 2014-15 (BE). Interest payments,
pensions and salaries constitute a significant proportion of the revenue expenditure.

4.20 There was a decline in aggregate interest payments, from about 2.7 per cent of GDP
in 2004-05 to 1.5 per cent in 2012-13. This was largely due to the combined effect of the debt
swap scheme introduced by the Union Government and the DCRF recommended by the FC-
XII. Under the debt swap scheme, high-cost debt, amounting to Rs. 102,034 crore, was swapped
with lower interest bearing debt, in the period 2002-03 to 2004-05, resulting in significant
savings in interest payments for the States. Subsequently, during the 2005-06 to 2009-10
period, outstanding Central loans, amounting to Rs. 122,350 crore, were consolidated. The
aggregate interest relief to the States in this period was Rs. 18,690 crore. The aggregate debt
relief (in the form of waiver) that the States obtained?from the DCRF during the same period
amounted to Rs. 19,730 crore.

2 Excluding Sikkim and West Bengal. These two States failed to receive the benefit of debt consolidation during the
period since they had not met the condition of enacting a FRBM law. However, the FC-XI11 extended the DCRF to
them during 2010-15, provided they put their FRBM Act in place.
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Table 4.3: Trends in aggregate State expenditure

(per cent of GDP)

2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15
(RE) (BE)

I. Revenue Expenditure 12.4 11.8 11.7 11.6 12.1 12.3 12.0 11.9 12.2 13.2 13.9

General Services

of which: 5.5 5.0 4.8 45 4.3 4.6 44 4.3 43 4.4 45
Interest Payments 2.7 2.3 2.2 2.0 1.8 1.7 1.6 15 15 15 15
Pension 1.2 11 11 11 1.2 13 14 1.4 14 14 15

Other general services 1.7 1.6 15 1.3 13 15 1.4 1.3 13 1.4 15

Social Services 4.0 4.1 4.1 4.2 4.6 4.8 4.8 4.8 4.9 55 5.6
Economic Services 2.6 25 25 2.7 2.8 2.6 25 25 2.7 3.0 3.4
Assignment & 0.2 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.4 0.4

Compensation to Local
Bodies and Aid Materials

Il. Capital Expenditure 2.3 2.5 2.5 2.6 2.8 2.5 2.2 2.3 2.2 2.6 2.7

I11. Total Expenditure (I+ I1) 14.7 14.4 14.3 14.2 14.9 14.9 14.1 14.3 14.4 15.8 16.7

Source: Finance Accounts; State Budgets, 2014-15; GDP: CSO (2004-05 series).

4.21 The increase in pension, on account of pay revision by most States between 2008-9 and
2010-11, resulted in the aggregate pension expenditure, as a percentage of GDP, increasing from
about 1.2 per cent in 2008-09 to about 1.4 per cent in 2010-11 and further to about 1.5 per cent in
2014-15 (BE). The increase in pensions recommended by successive Pay Commissions, removal
of distinctions earlier being made among people retiring at different points of time,with all
pensioners being treated alike in the matter of their pension rights, taking over of liabilities on
account of pensions payable to retired employees of aided institutions and local bodies, as well
as the increase in longevity, notably contributed to this rising trend.

4.22  From the time of the Fifth Central Pay Commission, salaries and allowances in the States
have tended to converge with those of the Union Government. After the Sixth Central Pay
Commission, most of the States adopted the Union Government's pattern of pay scales, albeit
with modifications. Many also followed the Union Government in revising pay scales and
disbursing arrears. Salary expenditure is one of the key components of committed expenditures
of State Governments. Salary, interest payments and pension together constituted 64.1 per cent
of the combined revenue expenditure of all States in 2011-12. Within this, expenditure on salary
constituted the largest share (39.2 per cent), followed by interest payments (12.6 per cent) and
pension (12.3 per cent). However, there are wide variations across States in the magnitude of
salary expenditure, per employee salary, number of employees, and employment growth. Between
2007-08 and 2012-13, the number of regular employees in all State Governments taken together
grew at an annual rate of about 2.8 per cent. Consequently, most States could not fulfil the norm
of salary expenditure not exceeding 35 per cent of revenue expenditure (excluding interest
payments and pensions), adopted by the FC-XIII in its projections.
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4.23 The combined revenue expenditure of all States on general services, as a percentage of
GDP, declined from 5.5 per cent in 2004-05 to about 4.3 per cent in 2012-13. However, this
decline was partly offset by the increase in the combined revenue expenditure on social services,
as a percentage of GDP, from 4.0 per cent in 2004-05 to about 4.9 per cent in 2012-13. The
combined revenue expenditure on economic services, as a percentage of GDP, also increased
from about 2.6 per cent in 2004-05 to 2.7 per cent in 2012-13.

4.24  Aggregate capital expenditure, as a percentage of GDP, was largely stagnant during the
2004-05 to 2012-13 period, fluctuating in the range of about 2.2 per cent to 2.8 per cent. The
budget estimates for 2014-15 peg this figure at 2.7 per cent. This was despite the availability of
adequate headroom for many states in the borrowing limits prescribed in the FRBM Act.

A Comparative Perspective of State Finances

4.25  Although most fiscal indicators of States show improvement at an aggregate level, there
are wide variations across individual States.

Revenue Deficits

4.26  In 2004-05, only ten States (Bihar, Chhattisgarh, Jammu & Kashmir, Karnataka, Madhya
Pradesh, Manipur, Mizoram, Nagaland, Sikkim and Tripura) showed surpluses in their revenue
account; all the others had deficits. By 2008-09, the target year set by the FC-XII for eliminating
revenue deficits, barring six States (Haryana, Himachal Pradesh, Kerala, Punjab, Rajasthan and
West Bengal), all the others had eliminated their revenue deficits (Annex 4.1). The FC-XIII had,
after taking into account the fiscal situation, prescribed separate targets for Kerala, Punjab and
West Bengal - they were required to eliminate their revenue deficits by 2014-15. All other States
were expected to eliminate the revenue deficit by 2011-12 or earlier. However, in 2012-13, six
States (Goa, Haryana, Himachal Pradesh, Kerala, Punjab, and West Bengal) still registered deficits
of varying magnitudes in their revenue accounts. The States of Kerala and West Bengal consistently
incurred revenue deficits between 2004-05 and 2012-13, while Punjab had a revenue surplus in
2006-07 and revenue deficits during the rest of this period.The extent of revenue surplus was
higher in the case of some hill states and the North-eastern states, mainly due to the large share of
transfers in their revenue receipts. In the case of other States, the surplus was due to both
augmentation in their own revenues and compression of expenditures.

Gross Fiscal Deficits

4.27 In 2004-05, only seven States (Bihar, Chhattisgarh, Haryana, Karnataka, Odisha, Tamil
Nadu and Tripura) had gross fiscal deficits of 3 percent of GSDP or less (Annex 4.2). However,
by 2008-09, the number of such States had increased to fourteen. The FC-XIII had laid down
varying fiscal deficit targets for Kerala, Punjab, West Bengal and the hill states. Barring Jammu
and Kashmir and Mizoram, all of them were required to achieve the fiscal deficit target in 2013-
14 or before, according to the prescribed roadmap. Both Jammu and Kashmir and Mizoram were
to achieve the 3 per cent target by 2014-15. By 2012-13, except for eight States (Goa, Himachal
Pradesh, Jammu & Kashmir, Kerala, Mizoram, Nagaland, Punjab and West Bengal), all other
States had reduced their gross fiscal deficits to below 3 per cent of GSDP. As many as twelve
States are expected to breach this target in 2013-14 (RE) and 2014-15 (BE).
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4.28 It is seen that a number of low-income states, such as Bihar, Chhattisgarh, Jharkhand,
Madhya Pradesh, Odisha, Rajasthan, Uttarakhand and Uttar Pradesh, had fiscal deficits less than
3 per cent of GSDP. These are States with large infrastructure deficits and their inability to use
the fiscal space available to them points, in part, to capacity constraints. It is important for States
to ease these constraints and utilise the fiscal space available to them efficiently to achieve equitable
growth.

Debt and Liabilities

4.29 The aggregate outstanding debt and liabilities, as a percentage of GDP, showed a declining
trend (Annex 4.3), decreasing from 31.1 per cent in 2004-05 to about 21.6 per cent in 2012-13.

4.30 The FC-XIII had recommended that States should bring down their debt-GDP ratio to 25
per cent by 2014-15. In 2012-13, thirteen states had a debt-GSDP ratio of less than 25 per cent,
but fifteen remained above the threshold, despite a declining trend. Some of the hill states and
North-eastern states-such as Himachal Pradesh, Jammu and Kashmir, Manipur, Mizoram and
Nagaland - continue to have high debt burdens. This could be due to the small size of their GSDP
and the widely fluctuating nature of GSDP growth.

4.31 Ten states achieved reduction of 15 percentage points or more in their debt to GSDP
ratios between 2004-05 and 2012-13.These were Mizoram (38), Sikkim (36), Bihar (30), Odisha
(29), Himachal Pradesh (27), Rajasthan and Uttarakhand (21), Punjab and Uttar Pradesh (17)
and Madhya Pradesh (15).

4.32  The fiscal positions of States have been impacted by exposure to guarantees provided to
power utilities and other public sector units, including those in the transport sector. The liabilities
on account of guarantees provided to power units are quite significant in a number of States. By
assigning a weight of 90 per cent to the power sector guarantees and 10 per cent to other guarantees,
including transport sector guarantees, the extended debt of all States, in aggregate, was around
23.3 per cent of GDP in 2011-123,

Own Tax Revenues

4.33  In most States, the own tax revenue to GSDP ratios indicated a rising trend (Annex 4.5),
increasing from 5.6 percent in 2004-05 to 6.4 per cent in 2012-13 for all States combined. The
increase in the own tax revenue to GSDP ratios was 1.5 percentage points or more in seven States
(Chhattisgarh, Goa, Gujarat, Jammu & Kashmir, Meghalaya, Tripura and Uttar Pradesh).

Own Non-Tax Revenues

4.34  The own non-tax revenue to GSDP ratios of most States, on the other hand, showed a
fluctuating trend between 2004-05 and 2012-13 (Annex 4.6), and for all States taken together,
the ratio declined from 1.4 per cent to 1.2 per cent of GDP over the same period. Seventeen
States recorded a decline with seven showing a reduction of one percentage point or more. These
are: Sikkim (49), Punjab (4.6), Arunachal Pradesh (2.5), Madhya Pradesh (2.1), Karnataka (1.9),
Tripura and Haryana (1.3).

A review of the power sector is at Annex 4.4
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4.35 The States in which the own non-tax revenues amounted to more than 2.5 per cent of
GSDP in 2012-13 include Chhattisgarh, Goa, Jammu & Kashmir, Meghalaya, Mizoram, Odisha,
Rajasthan and Sikkim. In many cases, this can be attributed to royalties from minerals and
petroleum. In the case of some hill states and North-eastern states, the inclusion of power receipts
of their departmental power undertaking contributes to the high share of non-tax revenues.

Transfers from the Union

4.36  Despite an overall increase of about 0.7 percentage points in the aggregate Union transfers
to States as a percentage of GDP between 2004-05 and 2012-13, there was a decrease in the level
of these transfers relative to GSDP in the case of nine States (Andhra Pradesh, Bihar, Jammu &
Kashmir, Kerala, Mizoram, Rajasthan, Sikkim, Tamil Nadu and Uttarakhand) (Annex 4.7).
However, except in the case of Sikkim, which saw a decline of 21.1 percentage points, the decline
exceeded one percentage point only in three States (Bihar: 2.0; Uttarakhand: 1.6; and Jammu &
Kashmir: 1.1). At the same time, there have been fluctuations in the levels of transfers from the
Union, over this period, for individual States. In Rajasthan, for example, transfers increased from
5.6 per cent of GSDP in 2004-05, to 6.9 per cent in 2007-08. Thereafter, they declined, to 5.4 per
cent in 2012-13. The budget estimates for 2014-15, however, project the figure at 8.9 percent.
Similarly, in the case of Jharkhand, transfers from the Union stood at 5.4 per cent in 2004-05,
touched 8.6 per cent in 2008-09 and 2011-12 and declined to 7.9 per cent in 2012-13.

4.37 In the case of nine States, the transfers from the Union, as a percentage of GSDP, have
increased by two percentage points or more between 2004-05 and 2012-13. These are: Manipur
(21.2), Nagaland (9.3), Arunachal Pradesh (6.0), Meghalaya (4.8), Assam (2.6), Jharkhand (2.5),
Uttar Pradesh (2.3), Madhya Pradesh (2.2), and Chhattisgarh (2.0).

Revenue Expenditure and Fiscal Consolidation

4.38 It is evident that higher revenue mobilisation contributed significantly to fiscal
consolidation during the period 2004-05 to 2012-13. However, there was also a notable
compression in revenue expenditure in many years over this period (Table 4.3). The decline in
interest payments - from an aggregate level of about 2.7 per cent to 1.5 per cent of GDP - was
offset by increases in revenue expenditure on pension, economic services and social services.
Aggregate capital expenditure increased from 2.3 per cent of GDP in 2004-05, to about 2.8 per
cent in 2008-09, before declining to 2.2 per 