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The recommendations of the Thirteenth Finance Commission (ThFC), 
constituted by the President of India under Article 280 of the Indian 
Constitution, will govern various elements of the fiscal relation between the 
Government of India and the various State Governments over the period 
2010-11 to 2014-15 (award period). The report of the ThFC lays the basis for 
a substantial portion of the Central transfers that will be made to the State 
Governments during the five-year period ending 2014-15. This ICRA note 
analyses the impact of some of the key recommendations of the ThFC on the 
fiscal health of various State Governments. Most of the recommendations 
taken up for discussion here have already been accepted by the Government 
of India (GoI). 
 
The ThFC has recommended higher transfers of Central taxes and Finance 
Commission grants to be provided by the Centre to the States as compared 
with what the Twelfth Finance Commission (TwFC) had advised. The ThFC 
has recommended that the share of the States in the net proceeds of Central 
tax collections be fixed at 32% over the ThFC’s award period, higher than the 
share of 30.5% that had been set by the TwFC for the award period 2005-06 
to 2009-10. Additionally, the total grant of Rs. 3,185.81 billion to be provided 
by the Centre to the State Governments over the ThFC award period is more 
than twice the amount recommended by the TwFC. The ThFC’s 
recommendations on Central tax devolution and grants would serve to 
reduce the vertical imbalance between the Centre and the States and are a 
positive from the point of view of fiscal federalism. 
 
The ThFC, by modifying the criteria and the associated weights governing 
horizontal devolution, has changed the inter se shares of the Indian States 
within the overall pool of shareable taxes. Regardless of the lowering of the 
inter se shares for some States, the taxes to be devolved to all the States 
over the ThFC period are likely to be substantially higher than they were 
during the TwFC period, considering the anticipated buoyancy in Central tax 
collections following resumption of higher economic growth from 2010-11 
onwards, reversal of certain tax cuts and the possibility of successful 
implementation of the Goods and Services Tax (GST). Thus, all States are 
expected to witness a significant increase in the magnitude of transfers 
(Central taxes + Finance Commission grants) during the ThFC period over 
the TwFC period. 
 
Higher transfers would boost the States’ revenue receipts, thereby creating 
fiscal space for the State Governments to incur additional expenditure while 
at the same time providing assistance for the attainment of the fiscal targets 
laid down by the ThFC. However, maintaining a check on the pace of 
expenditure growth and enhancing the quality of expenditure would be critical 
to achieving structural improvement in the States’ finances over the medium 
term. Prioritising of expenditure would be crucial to improve socio-economic 
indicators and attain developmental goals. 
 
While higher devolution of taxes to the States implies lower net tax revenues 
for the Central Government, the anticipated increase in tax buoyancy over 
the medium term suggests that the Centre’s net tax collections would also 
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enjoy healthy  growth. Nonetheless, expenditure adjustments at the Centre, rather than over-reliance on 
revenue growth, remain critical in the pursuit of sustainable fiscal consolidation at the national level. 

The total grant of Rs. 3,185.81 billion to be provided by the Centre to the State Governments over the 
ThFC award period includes an amount of Rs. 875.19 billion for further transfer from the States to their 
Local Bodies. The latter amount is more than thrice the sum recommended by the TwFC (Rs. 250 billion), 
and being so would augment the revenues and improve the financial position of the Local Bodies 
significantly. However, an increase in the magnitude and improvement in the regularity of devolution by the 
State Governments to their Local Bodies would also be required to reduce the resource gap of the latter 
and enable improved delivery of services. 
 
During the first three years of the TwFC period, high revenue growth helped the Centre and the States 
achieve considerable success in their endeavour towards fiscal adjustment. With incentives aimed at 
encouraging fiscal consolidation provided by the Debt Consolidation and Relief Facility (DCRF) of the 
TwFC, a number of States were able to achieve considerable improvement in their fiscal balances in the 
first three years of the TwFC period. However, this was followed by slippages in the subsequent two years 
marked by a slowdown in economic and revenue growth and an increase in expenses because of Pay 
Commission related payouts in a number of States. 
 
The ThFC has suggested a revised fiscal roadmap for the Centre and the States to provide the basis for 
sustainable adjustment of public finances going forward. The ThFC has set a target of reducing the 
consolidated debt stock of the Centre and the States to 68% of gross domestic product (GDP) by 2014-15 
from an estimated 82% of GDP in 2009-10. In accordance with the projected debt to GDP ratios over the 
ThFC period, the ThFC has drawn up roadmaps for the Centre and the States, which specify timelines for 
the elimination of revenue deficits and reduction in the financing gap

1
 to 3% of GDP for the Centre and 3% 

of gross state domestic product (GSDP) for the States. The annual borrowing limits of the latter are to be 
determined by GoI on the basis of the level of the financing gap envisaged as per the fiscal reform path 
indicated by the ThFC for the period 2011-12 to 2014-15. This mechanism is expected to induce the States 
to adhere to the financing gap targets. ICRA believes this mechanism would help maintain the focus on 
fiscal consolidation at the State level. However, in the absence of a mechanism (like the TwFC’s DCRF 
facility) to incentivise compliance with the fiscal targets set by the ThFC, the efficacy of the ThFC’s 
recommendations for fiscal consolidation remains to be seen; the extent of success in this regard is likely to 
hinge on the commitment demonstrated by individual States to the goal of fiscal consolidation. 
 
The ThFC has recommended that the States maintain their financing gap at 3% of GSDP beyond 2014-15, 
and that the Centre raise additional resources and pass these on to the States in accordance with the 
horizontal devolution formula in the event of macroeconomic shocks. This would help maintain the focus on 
fiscal consolidation at the State level over the course of business cycles and prevent such slippages as 
seen during the last two years of the TwFC period, which coincided with the macroeconomic slowdown in 
India. 
 
If implemented, the ThFC’s recommendation that structural shocks, such as payout of Pay Commission 
related arrears, be avoided would help smoothen the revenue expenditures of the State Governments and 
prevent income-expenditure mismatches. As has historically been seen in India, settlement of large Pay 
Commission related arrears imposes considerable stress on the fiscal balances of the State Governments, 
which then take recourse to higher debt, in the process suffering deterioration in their debt service 
indicators. While avoidance of such structural shocks would prevent the periodic weakening of the States’ 
credit profiles, it remains to be seen whether this recommendation is politically acceptable. 
 
The ThFC has suggested resetting of the interest rate on loans to the States from the National Small 
Savings Fund (NSSF) to reduce the interest asymmetry between the Centre and the States. The interest 
rate on loans contracted by the States from the NSSF until 2006-07 and outstanding at the end of 2009-10 
is to be reset at 9%, from either 9.5% or 10.5% at present based on the date on which the loans were 
contracted. This is estimated to provide a benefit of Rs. 135.17 billion to the States over the ThFC period. 
The ThFC has also recommended write-off of Rs. 45.06 billion worth of loans from GoI to the State 
Governments administered by ministries/ departments other than the Ministry of Finance (MoF). The 
magnitude of these benefits is however small relative to the benefits that the States derived from the DCRF 
facility. 
 

                                                           
1
 Financing gap is defined as the Revenue Balance + Non Debt Capital Receipts – Non Debt Capital Expenditure 

– Net Loans and Advances by the Government. 
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Summary of Key Recommendations made by the ThFC 

 Share of the States in the net proceeds of Central tax collections fixed at 32% over the ThFC’s 
award period (the share was set at 30.5% by the TwFC). 

 Indicative ceiling for revenue transfers (taxes and grants) from the Centre to the States set at 
39.5% of the gross revenue receipts of the Centre (was set at 38% by the TwFC). 

 Total grant to be provided by the Centre to the State Governments over ThFC award period set at 
Rs. 3,185.81 billion (more than twice the amount recommended by the TwFC).  

 Loans worth Rs. 45.06 billion from GoI to the State Governments for Centrally sponsored schemes 
and Central plan schemes (administered by ministries/ departments other than the MoF) to be 
written off. 

 Interest rate on loans to the States from the NSSF contracted until 2006-07 and outstanding at the 
end of 2009-10 to be reset at 9% (from either 9.5% or 10.5% at present based on the date on 
which the loans were contracted), with an estimated benefit of Rs. 135.17 billion for the State 
Governments. NSSF to be reformed into a market-aligned scheme. 

 Target for reducing the consolidated debt stock of the Centre and the States set at 68% of GDP by 
2014-15; 45% of GDP for the Centre and 25% of GDP for the States.  

 Timelines specified for elimination of revenue deficits and reduction in the financing gap to 3% of 
GDP for the Centre and 3% of GSDP for the States. Thereafter, the States are to maintain their 
financing gap at 3% of GSDP. In the event of macroeconomic shocks, additional resources to be 
raised by the Centre and passed on to the States in accordance with the horizontal devolution 
formula. A long-term and permanent target of eliminating revenue deficit of the Centre and the 
States has also been prescribed.  

 Structural shocks such as payout of Pay Commission related arrears to be avoided by making the 
award take effect from the date of acceptance of the same. 

 Borrowing limits for the States to be calculated by GoI on the basis of the recommended fiscal 
reform path for the years between 2011-12 and 2014-15. 

 
Background 
The Finance Commission is constituted by the President of India every five years under Article 280 of the 
Indian Constitution, and lays the framework for the federal transfer of resources for the ensuing five-year 
period. The Finance Commission is mandated by the Indian Constitution to provide recommendations on: 
the sharing of Union tax collections between the Central Government and the Indian State Governments; 
the various non-plan grants to be provided by the Central Government to the State Governments; and the 
measures that may be taken to augment the resources of the Urban and Rural Local Bodies, which form 
the third tier of Government in India. Additionally, the Commission provides recommendations on specific 
areas as may be mandated by the President of India; the ThFC was mandated to review the finances of the 
Union and State Governments and suggest measures for “maintaining a stable and sustainable fiscal 
environment consistent with equitable growth”. 
 
Sharing of Union Taxes 
The ThFC has recommended that, in terms of vertical distribution, the share of the States in the net 
proceeds of shareable Union taxes be set at 32% for each of the years between 2010-11 and 2014-15; this 
recommendation has been accepted by GoI. The States’ share in the pool of divisible taxes over the period 
2010-15 will thus be higher than the share of 30.5% accorded to the States during the award period of the 
TwFC. After displaying buoyancy between 2005-06 and 2007-08, Central tax collections reported low 
growth in 2008-09 and 2009-10 (according to GoI’s revised estimates) because of slower economic growth 
and the various tax cuts/ exemptions allowed as part of the fiscal stimulus packages announced in the 
second half of 2008-09 in the wake of the economic slowdown. ICRA expects Central tax collections to 
display considerable buoyancy over the medium term, with the resumption of higher economic growth, 
reversal of certain tax cuts, and the possibly successful implementation of GST. This, combined with the 
increase in the share of the States in the pool of divisible taxes, is expected to increase the magnitude of 
tax devolution to the States substantially over the ThFC period, boosting the States’ overall revenue 
collections in the coming years. The ThFC has estimated that the total Central tax devolution to the States 
will stand at Rs. 14,481 billion over the years from 2010-11 to 2014-15. This, in ICRA’s estimate, would be 
more than twice the devolution over the TwFC period. 
 
The proportion of Central tax devolution flowing to each State will be governed by the inter se distribution 
recommended by the ThFC for the years 2010-11 to 2014-15, which has been accepted by GoI. The 
criteria and weights for the horizontal devolution are indicated in Table 1. The population and area criteria 
and their respective weights are along the same lines as followed by the TwFC. As these two criteria are 
equity-neutral measures of fiscal need, the income distance

2
 criterion of previous Finance Commissions 

                                                           
2
 This criterion measured the distance of the per capita GSDP of each State relative to the average of the three 

States with the highest per capita income.   
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has been replaced by the fiscal capacity distance criterion
3
 to bring an element of equity into the horizontal 

devolution formula. The latter aims to ensure that all States have the fiscal capability to provide similar 
levels of public services to their populace, at comparable levels of taxation. Since the fiscal discipline 
criterion

4
 captures the tax effort of States, the tax effort criterion

5
 has been dropped by the ThFC. In order 

to incentivise fiscal prudence, the ThFC has increased the weight attached to the fiscal discipline criterion 
to 17.5%, higher than the combined weight of fiscal discipline and tax effort set by the TwFC (15%).  
 

Table 1: Criteria and Weights for Ascertaining Horizontal Devolution 

TwFC ThFC 

Criteria Weight Criteria Weight 

Population in 1971 25.0% Population in 1971 25.0% 

Area 10.0% Area 10.0% 

Income Distance 50.0% Fiscal Capacity Distance 47.5% 

Fiscal Discipline 7.5% Fiscal Discipline 17.5% 

Tax Effort 7.5%     
 Source: ThFC Report, TwFC Report 
 
With the criteria as in Table 1 being used, the inter se shares of 18 States as recommended by the ThFC 
are higher than what they were during the TwFC period, while the shares of the remaining 10 States are 
lower than in the TwFC period (refer Table 2). According to ICRA’s estimates, the impact of the lowering of 
the inter se shares of three States, namely, Bihar, Haryana and Karnataka, would be practically 
compensated by the increase in the pool of divisible taxes to 32% of the shareable Union taxes. However, 
despite the increase in the pool of divisible taxes, the shares of seven States, namely, Andhra Pradesh, 
Chhattisgarh, Gujarat, Jharkhand, Kerala, Orissa and Tamil Nadu, would still be lower than they were 
during the TwFC period because of the considerable lowering of their respective shares. Nevertheless, the 
Central tax devolution for each State is expected to be significantly higher in absolute terms during the 
ThFC period as compared with the TwFC period, going by the Central tax devolution estimated by the 
ThFC. ICRA estimates that a modest increase in the magnitude of the overall Central tax collections over 
the ThFC period relative to the TwFC period should be sufficient to ensure an increase in the Central tax 
devolution for all States. 
 
Table 2: Increase/ Decrease in Inter Se Shares of States during the ThFC Period over the TwFC Period 

Increase in Share Decrease in Share 

General Category Special Category  Offset by Increase in 
Share of Devolution of 
Shareable Taxes 

Not offset by Increase in 
Share of Devolution of 
Shareable Taxes 

Goa  
Madhya Pradesh 
Maharashtra 
Uttar Pradesh 
West Bengal 
Punjab 
Rajasthan 
 
 

Arunachal Pradesh 
Assam  
Himachal Pradesh  
Jammu & Kashmir  
Manipur  
Meghalaya 
Mizoram 
Nagaland 
Sikkim 
Tripura 
Uttarakhand 

Bihar 
Haryana 
Karnataka  

Andhra Pradesh 
Chhattisgarh 
Gujarat 
Jharkhand 
Kerala 
Orissa 
Tamil Nadu 

Source: ThFC Report, ICRA’s analysis 

 

                                                           
3
 Fiscal capacity distance measures the distance of the estimated potential per capita tax revenue of each State 

using different weighted average tax ratios for General and Special Category States from that of Haryana, which 
ranks second under this criterion. 
4
 Fiscal discipline measures the improvement in the performance of each State during 2005-06 to 2007-08 

relative to the base years of 2001-02 to 2003-04, in terms of the ratio of its own revenue receipts to total revenue 
expenditure, as compared with the average ratio across all States. 
5
 This criterion attempted to capture the relative performance of States in terms of own tax revenue relative to the 

State’s GSDP. 
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Grants 
The ThFC has recommended that grants of Rs. 3,185.81 billion be provided by the Centre to the States 
over the Commission’s five-year award period (refer Table 3). The award is substantially higher than the 
Rs. 1,426.4 billion that had been recommended by the TwFC.  

 
  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
GoI has accepted most of the recommendations of the ThFC on grants. While GoI has in principle 
accepted the recommendation that Rs. 500 billion be provided to the States for the implementation of GST 
in accordance with the model recommended by the ThFC, the implementation of the same has been 
deferred, pending the outcome of the ongoing discussions between the Centre and the States on the rollout 
of GST. Excluding this grant and the grants of Rs. 50 billion each for renewable energy (under the 
environment related grants) and reduction in the infant mortality rate (under the grants for improving 
outcomes)

6
, the balance amount of grants recommended by the ThFC at Rs. 2,585.8 billion is 81% higher 

than the grants recommended by the TwFC. This amount includes grants of Rs. 875.19 billion for Local 
Bodies, including a basic grant of Rs. 563.35 billion and a performance grant of Rs. 298.26 billion, which 
would be released by GoI to the States for further transfer to the Local Bodies. In other words, these grants 
would be included in the revenue receipts of the States, but would be offset by a transfer to the Local 
Bodies of an equivalent amount under revenue expenditure. After excluding these grants, the balance 
grants recommended by the ThFC at Rs. 1,710.6 billion would still be 45% larger than the corresponding 
grants recommended by the TwFC. Added to the level of the Central tax devolution estimated by the ThFC 
over the 2010-15 period (Rs. 14,481 billion), the estimated transfers (Central taxes + Finance Commission 
grants) at Rs. 16,192 billion would be twice as high as during the TwFC period. 
 
The State-wise breakup of grants is presented in Annexure II. While the recommended level of grants 
(excluding grants for compensation of GST losses, renewable energy, reduction in infant mortality rate, and 
grants for Local Bodies) to a number of States is more than twice that recommended by the TwFC, the 
recommended level of grants to be released by GoI to Assam, Himachal Pradesh, Punjab, Tripura and 
Uttarakhand is lower than that disbursed during the TwFC period, as shown in Table 4. However, ICRA 
notes that the inter se shares of Central taxes of these five States are higher in the ThFC period than in the 
TwFC period. Considering the level of Central tax devolutions to the States indicated by the ThFC, all 
States are expected to witness a significant increase in the magnitude of transfers (Central taxes + Finance 
Commission grants) during the ThFC period as compared with the TwFC period. As shown in Annexure III, 
in ICRA’s estimate, the level of transfers would increase by 43% to 139% across the States (assuming the 
level of Central tax devolution estimated by the ThFC), thus providing for considerable buoyancy in their 
revenues, going forward. 
 
 
 
 
 
 
 

                                                           
6
 These grants have been excluded from the ensuing analysis, as the share of individual States cannot be 

ascertained ex ante; the release of grants for renewable energy and reducing infant mortality rate are subject to 

improvement in outcomes, while the grant for compensation of losses after migration to GST will depend on 
actual losses incurred in the future. 

Table 3: Grants in Aid to States Recommended by ThFC  

Grants for Local Bodies 875.19 

Post-Devolution Non Plan Revenue Deficit (NPRD) Grants 518.00 

Grants for Implementation of Model GST 500.00 

State Specific Grants 279.45 

Grants-in-Aid for Disaster Relief 263.73 

Grants-in-Aid  for Elementary Education 240.68 

Grants for Maintenance of Roads & Bridges 199.30 

Environment related Grants 150.00 

Grants-in-Aid for Improving Outcomes  144.46 

Performance Incentive Grants 15.00 

Total 3,185.80 

Note: Amounts in Rs. billion 
Source: ThFC Report 
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Table 4: Growth of Grants
7
  according to the ThFC Award relative to the TwFC Award 

Overall Contraction Growth Below 45% (the 
Average for All States) 

Growth Between 45% 
and 100% 

Growth Above 100% 

Assam 
Himachal Pradesh 
Punjab 
Tripura 
Uttarakhand  
  
  
  
  
  
  

Bihar 
Uttar Pradesh 
West Bengal  
  
  
  
  
  
  
  
  

Andhra Pradesh 
Jammu & Kashmir 
Karnataka 
Kerala 
Manipur 
Meghalaya 
Mizoram 
Nagaland 
Orissa 
  
  

Arunachal Pradesh 
Chhattisgarh 
Goa 
Gujarat 
Haryana 
Jharkhand  
Madhya Pradesh 
Maharashtra 
Rajasthan 
Sikkim 
Tamil Nadu 

Source: ThFC Report, ICRA Analysis 

 
Non-plan revenue deficit (NPRD) grants of Rs. 518 billion are to be given to those States that are projected 
to have a post-devolution non-plan revenue deficit over the years of the award period so that this deficit is 
bridged. Such grants are to be given to eight States, namely, Arunachal Pradesh, Himachal Pradesh, 
Jammu and Kashmir, Manipur, Meghalaya, Mizoram, Nagaland and Tripura, all of which are Special 
Category States. The remaining three Special Category States, namely, Assam, Sikkim and Uttarakhand, 
according to ThFC’s assessment, are expected to graduate to a post-devolution non-plan revenue surplus 
position over the ThFC period from a non-plan revenue deficit situation in the TwFC period. Accordingly, 
the ThFC has recommended that a sum of Rs. 15 billion be given to these States as performance 
incentive: Rs. 10 billion to Uttarakhand, Rs. 3 billion to Assam, and Rs. 2 billion to Sikkim. 
 
Kerala, Punjab, Orissa and West Bengal, which 
received NPRD grants during the TwFC’s award period, 
have not been awarded such grants by the ThFC. This 
may potentially have an adverse impact on the credit 
profiles of these States, particularly since three of these 
four States (Kerala, Punjab and West Bengal) displayed 
revenue deficits during 2007-08, that is, even prior to 
the onset of the economic slowdown. 
 
The ThFC has provided grants for the environment and 
for improving various outcomes of public expenditure. The latter includes, among others, grants for 
improving justice delivery; for improving statistical systems at the State and District Level; and for providing 
incentives for reducing infant mortality. The grants awarded by the ThFC for the environment include grants 
for forests, water sector management and an incentive grant for grid connected renewable energy. The 
release of certain grants including the incentive grants under the grants for environment and improving 
outcomes as well as the performance grant for Local Bodies are subject to various prescribed 
conditionalities to ensure that the States comply with the overall agenda in these sectors. 
 
The ThFC has recommended that Rs. 279.45 billion be provided as State specific grants, to address 
specific concerns raised by the States. However, these grants will be available only to those States that 
comply with the condition to amend their FRBM Acts or enact FRBM Acts in line with the fiscal correction 
path recommended by the ThFC (this has been discussed later in this note).  
 
Fiscal Correction 
In accordance with its terms of reference, the ThFC has suggested a revised roadmap for fiscal 
consolidation for the Centre and the States, which has been accepted in principle by GoI. This section, 
before taking up the revised roadmap for analysis, discusses in brief the progress made towards fiscal 
consolidation during the TwFC period. 
 
The recommendations made by the TwFC regarding consolidation and rescheduling of debt, interest relief 
and the incentive linked debt waiver scheme under the DCRF Facility, aimed at encouraging the States to 
restructure their finances so that they could progress towards maintaining a balanced revenue account and 
curtailing the financing gap to 3% of GSDP by 2008-09. These proposals of the TwFC helped to 
institutionalise and incentivise the process of fiscal consolidation at the State level in India. The States 
displayed a substantial degree of fiscal consolidation in the first three years of the TwFC period (2005-06 to 
2007-08), as is highlighted by the fact that only three States displayed revenue deficits in 2007-08, as 

                                                           
7
 Excluding grants for compensation of GST losses, renewable energy, reduction in infant mortality rate and 

grants for Local Bodies. 

Table 5: States that would not receive NPRD 
Grants from the ThFC but received the same 
from the TwFC 

State Amount (Rs. billion) 

Kerala 4.70 

Orissa 4.88 

West Bengal 30.44 

Punjab 31.32 

Source: ThFC Report, TwFC Report 
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against 18 States in 2004-05. However, this improvement was followed by a reversal of the fiscal 
consolidation process in 2008-09 and 2009-10; amidst deterioration in the fiscal balances, a number of 
States were unable to meet the deficit and debt targets set by the TwFC.

8
 These reversals were driven by 

the slowdown in tax collections following the macroeconomic slowdown, a counter-cyclical increase in 
expenditures, and by the Pay Commission related expenditures, which affected a number of States during 
these two years. The Central Government also reported considerable slippages from the targets set in its 
Fiscal Responsibility and Budget Management Act in 2008-09 and 2009-10, after having displayed 
improvement in its fiscal balances in the previous three years. 
 
Given this context, the ThFC has drawn up a roadmap for fiscal consolidation for the Centre and the 
States, which includes the following targets: 
 

 To reduce the consolidated debt stock of the Centre and the States to 68% of GDP by 2014-15; for 
the Centre the target is 45% of GDP and for the States 25% of GDP.

9
 

 To eliminate revenue deficit over the long term; this is set as a long-term and permanent target.  
 
Achieving the target level of the consolidated debt stock calls for a substantial correction from the level of 
the debt stock at the end of 2009-10, estimated by the ThFC at 82% of GDP; this was higher than the 
target of 75% of GDP that had been set for 2009-10 by the TwFC. The inability to meet this target in 2009-
10 is partly attributable to the macroeconomic slowdown and fiscal slippages in 2008-09 and 2009-10.  
 
Table 6: Consolidated Debt Stock to GDP Ratio 

TwFC Target for 2009-10   2009-10 (Estimated by ThFC) ThFC Target for 2014-15  

75% 82% 68% 

Source: ThFC Report 

 
Keeping in mind the desired reduction in the debt stock to a sustainable level, the ThFC has recommended 
a roadmap for fiscal correction for Central and State finances. Broadly, 2010-11 has been designated as a 
year for adjustment and recovery, with fiscal consolidation to begin in 2011-12. The Commission has 
recommended that the Centre’s revenue deficit be eliminated and the financing gap be brought down to 3% 
of GDP by 2013-14.

10
  

 
The ThFC has recommended different timelines for different States to meet the targets of eliminating their 
revenue deficits, restricting their financing gap to 3% of GSDP. In doing so, the ThFC has drawn a 
distinction between General Category States and Special Category States. For the former, the ThFC has 
based the fiscal adjustment path on whether the States incurred a revenue deficit in 2007-08. Since the 
deficit parameters of Special Category States display considerable volatility, the ThFC has based the 
adjustment path for the Special Category States on the average of three years, 2005-06, 2006-07 and 
2007-08. Moreover, as all Special Category States had an average revenue surplus over this period, the 
ThFC has drawn the adjustment path on the basis of the average financing gap during this period. The 
timelines for achieving the ThFC’s targets for General and Special Category States are presented in Table 
7.  
 
Broadly, all States whose revenue accounts were balanced or in surplus in 2007-08 are expected to 
eliminate their revenue deficits by 2011-12. States that incurred revenue deficits in 2007-08, namely, 
Kerala, Punjab and West Bengal, are expected to eliminate their revenue deficits by 2014-15.

11
  

 
All States are to reduce their financing gap to 3% of GSDP. However, the timelines for compliance with this 
target vary: 19 States are to meet this target by 2011-12 and seven States by 2013-14, while Jammu & 

                                                           
8
 The ThFC report also indicates that while the ratio of States’ debt to GDP was 27% in 2008-09, the figure may 

not exceed 30% in 2009-10; this suggests some slippage in the debt-GDP ratio might have taken place in 2009-
10. 
9
 The State and Central ratios do not add up to the combined ratio because of the netting out of Central loans to 

States. 
10

 GoI’s rolling targets included in the Union Budget for 2010-11 indicate that the revenue and the fiscal deficit will 
be brought down to 2.7% and 4.1% of GDP, respectively, by 2012-13, as compared with the ThFC’s targets of 
1.2% and 4.2% of GDP, respectively, for that year. 
11

 According to the ThFC, the revenue balances of only Kerala, Punjab and West Bengal reflected a deficit in 
2007-08. However, ICRA makes certain adjustments to the reported financials of the States that are rated by it, 
with such adjustments taking into account factors such as debt waiver received under the DCRF facility and sale 
of land. In adjusted terms, the revenue balances of some more States showed a deficit in 2007-08 in ICRA’s 
analysis. The ThFC has also remarked that several States follow the procedure of accounting for the debt write-
off under the DCRF facility as non-tax revenue, thereby arriving at lower revenue and fiscal deficit figures and 
that such accounting policies should be discontinued in the future. 
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Kashmir and Mizoram are to meet this target by 2014-15. Thereafter, the States are to maintain their 
financing gap to 3% of GSDP. 
 
Table 7: Fiscal Reform Path Recommended by ThFC for States 

General Category Revenue Balance in 2007-08 

 Balanced or Surplus  Deficit: Kerala, Punjab, West Bengal 

Revenue Deficit 2011-12 2014-15 

Financing Gap 2011-12  2013-14  

Special Category Average Financing Gap as Proportion of GSDP for 2005-08 

 Less than 3%
12

 Between 3-6%
13

  More than 6%
14

 

Revenue Deficit 2011-12 2011-12 2011-12 

Financing Gap 2011-12  2013-14  2014-15  

Source: ThFC Report, ICRA’s analysis 

 
The ThFC has stated hat the States should amend their FRBM Acts or enact FRBM Acts in case they have 
not done so to build in the specific fiscal reform path recommended by it. The ThFC has also 
recommended reform of the Medium Term Fiscal Plan (MTFP), which is to be made a statement of 
commitment rather than of intent, with tighter integration between the multi-year framework provided by the 
MTFP and the annual budgets in order to ensure adherence to the desired fiscal consolidation as 
suggested by the ThFC. Further, the ThFC has emphasised that the targets set by it are not very 
ambitious, and that it expects the actual performance to be superior to the path envisaged. 
 
In the event of macroeconomic shocks, the ThFC has recommended that instead of raising the borrowing 
limits for States, the Centre take on the responsibility of raising additional resources and pass these on to 
the States in accordance with the horizontal devolution formula. Thus, higher counter-cyclical expenditures 
would be offset by higher Central transfers, allowing the States to stick to the path of fiscal consolidation 
recommended by the ThFC, which includes maintaining the financing gap at 3% of GSDP over the long 
term. ICRA believes that such a mechanism would help ensure that fiscal consolidation at the State level 
remains firmly entrenched over the course of business cycles, which in turn would facilitate achievement of 
the overall fiscal targets set by the ThFC and prevent such slippages as seen during the last two years of 
the TwFC period. 
 
Another key recommendation of the ThFC is that structural shocks such as payout of Pay Commission 
related arrears be avoided by making the award take effect from the date it is accepted. The payment of 
arrears causes a mismatch between revenues and expenditures, and the magnitude of the liability to be 
discharged imparts considerable stress on the States’ fiscal balances. The higher borrowing that State 
Governments resort to in the face of such shocks leads to deterioration of debt service indicators. 
Avoidance of such structural shocks would help smoothen the revenue expenditures of the State 
Governments and prevent periodic weakening of their credit profiles. However, it remains to be seen 
whether this recommendation is politically acceptable. 
 
Borrowing Limits 
The ThFC has recommended that the borrowing limits of the States for 2010-11 be set so that the financing 
gap does not exceed 3.5% of GSDP or the financing gap relative to GSDP in 2008-09, whichever is lower. 
The ThFC has also prescribed a floor of 3% of GSDP for States that had a financing gap less than 3% of 
GSDP in 2008-09. Accordingly, the borrowing limits for the States for 2010-11 will effectively be set within a 
band of 3-3.5% of GSDP

15
, which is expected to act as an implicit cap on the financing gap that any State 

can incur in the ongoing fiscal year. However, the ThFC has not set any explicit target for the States’ 
financing gap for 2010-11, which is designated as a year for adjustment and recovery. As a result, the 
financing gaps of some States may exceed the band of 3-3.5% of GSDP in 2010-11, with public account 
funding possibly making up the difference between the financing gap and the borrowing limit. 
 
The ThFC has recommended that for the years between 2011-12 and 2014-15, the borrowing limits for the 
States be determined by the Ministry of Finance (MoF), GoI, on the basis of the financing gap target set for 
each State in the fiscal reform path. By restricting the States’ borrowing limits, the ThFC expects them to 

                                                           
12

 Assam, Arunachal Pradesh, Himachal Pradesh, Meghalaya and Tripura. 
13

 Manipur, Sikkim, Nagaland and Uttarakhand. 
14

 Jammu & Kashmir and Mizoram. 
15

 Exceptions allowed by the ThFC include the following: the target for Jammu & Kashmir is the level of fiscal 
deficit relative to GSDP in 2008-09 or 5.3% of GSDP, whichever is lower, with the floor being 3% of GSDP. The 
target for Mizoram is the level of fiscal deficit relative to GSDP in 2008-09 or 7.5% of GSDP, whichever is lower, 
with the floor being 3% of GSDP. 
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restrict their financing gap to the targets set in the fiscal correction path. ICRA notes that although this 
mechanism may succeed in restricting the overall financing gap, it would not ensure that borrowed funds 
are entirely allocated towards capital expenditure. Thus, although the ThFC has set a target of eliminating 
the revenue deficit of 25 States by 2011-12 and of the remaining three by 2014-15, there is no apparent 
mechanism to ensure compliance with this target. 
 
Unlike the DCRF facility of the TwFC, which provided the States with incentives to comply with the fiscal 
targets set by the TwFC, the ThFC has not created any mechanism to encourage compliance with the 
targets that it has specified under the fiscal reform path. In the absence of an apparent incentivising 
mechanism, the efficacy of the ThFC’s recommendations remains to be seen. The degree of success in 
achieving these goals is likely to hinge on the commitment shown by individual States to the goal of fiscal 
consolidation. 
 
Additionally, since the financing gap targets are set as a proportion of GSDP (which will not be known at 
the time the borrowing limits are set), deviation between the actual and assumed GSDP growth may lead to 
departure from the financing gap target set by the ThFC; this the ThFC acknowledges in its report. 
 
Interest and Debt Relief 
The ThFC has made two significant recommendations regarding interest and debt relief. It has 
recommended that the interest rate on loans to the States from the NSSF contracted until 2006-07 and 
outstanding at the end of 2009-10 be reset at 9%, in order to correct the interest asymmetry between the 
Centre and the States. These loans carry an interest rate of either 9.5% or 10.5% at present, depending on 
the year in which the loans were contracted. Relief is to be provided on loans contracted until 2006-07, 
since a portion of the funds collected under the NSSF from 2007-08 onwards was borrowed by the Central 
Government. The benefit of the interest reset is estimated at Rs. 135.17 billion over the ThFC period and at 
a total of Rs. 283.60 billion over the life of the instruments concerned. These recommendations have 
received in-principle approval from GoI. The ThFC has also recommended that the NSSF be reformed into 
a market aligned scheme covering aspects including interest rate and tenure, following which GoI has 
recently set up a committee to undertake a review of the NSSF structure as well as other administrative 
matters. 
 
The ThFC has recommended that the loans from GoI to States administered by ministries/ departments 
other than MoF and outstanding at the end of 2009-10 (estimated at Rs. 45.06 billion at the end of 2007-08 
by the ThFC), which were not covered by the TwFC under the DCRF facility, be written off; this 
recommendation has been accepted by GoI. Additionally, the ThFC has suggested that the practice of the 
Centre providing loans to the States under Centrally Sponsored Schemes (CSS) be avoided in future; this 
is yet to be accepted by GoI, pending consultations with various Central ministries. The ThFC has 
reiterated the TwFC’s recommendation that the Central Government provide a borrowing window for 
fiscally weak States that are unable to raise funds from the market. 
 
The magnitude of the fiscal benefits of the ThFC’s recommendations on interest and debt relief would be 
limited when compared with the benefits that the States received under the DCRF facility of the TwFC. 
Nevertheless, the overall fiscal position of the States would improve following a reduction in their interest 
liability and the writing off a portion of the debt stock.  
 
Sikkim and West Bengal did not enact an FRBM Act and were therefore not eligible for the benefits under 
the DCRF facility introduced by the TwFC. The ThFC has recommended that such States be made eligible 
for consolidation of Central loans in accordance with the terms of the DCRF facility. However, the ThFC 
has clarified that no further debt waiver would be extended on the Central loans consolidated and 
rescheduled by the TwFC. This too has been accepted by GoI. 

 
The rate reset on NSSF loans and the write-off of Central loans are subject to amendment/ enactment of 
the FRBM Act; no other conditions have been set by the ThFC in this regard. The ThFC has further stated 
that the debt write-off it has recommended should not be accounted for in such a manner that it artificially 
depresses the revenue deficit or financing gap, as was done by a number of States for the DCRF related 
debt waivers during the TwFC period. 
 
Conclusion 
The ThFC’s recommendation that the share of States in the divisible pool of Union taxes be increased and 
that the level of Central grants to the States be raised significantly would boost the States’ revenue receipts 
over the period 2010-11 to 2014-15. However, in ICRA’s view, renewed buoyancy of Central and State tax 
revenues, and structural improvements accruing from greater expenditure control would be essential to 
improve the States’ revenue balances in the medium-to-long term. 
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Considering the desired reduction in the debt stock to a more sustainable level, the ThFC has prescribed 
timelines for the States to eliminate revenue deficits and restrict the financing gap to 3% of GSDP. The 
adjustment timelines set by the ThFC, which draw a distinction between the General and Special Category 
States, are customised to the fiscal situation and capabilities of the States. The designation of 2010-11 as a 
year of adjustment and recovery provides for a smoother transition following the slippages seen in the last 
two years of the TwFC period. 
 
ICRA is of the view that the mechanism of setting annual borrowing limits in accordance with the fiscal 
reform path set by the ThFC would ensure that the overall financing gap is in line with the ThFC’s 
recommendations. However, the possibility remains that the States would meet the overall financing gap 
targets, while at the same time incur revenue deficits and consequently under-spend on the capital account 
(that is, spend less than 3% of GSDP, which is the level envisaged by the ThFC). Thus, overall, ICRA 
believes that although the ThFC has prescribed a realistic fiscal reform path for the States, it is the 
commitment of the State Governments to following the prescription that will largely determine the extent to 
which fiscal consolidation is actually achieved.  
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Annexure I: Devolution of Central Taxes 
 

 

Inter Se Share in Shareable 
Taxes other than Service Tax (%) 

Share in Proceeds Devolved to 
States (%) 

Devolution of 
Central 
Taxes* 

 

TwFC ThFC Change TwFC:  
@30.5% 

ThFC:  
@32% 

Change ThFC  
(Rs. Billion) 

Andhra Pradesh 7.356 6.937 (0.419) 2.244 2.220 (0.024) 1,006 

Arunachal Pradesh 0.288 0.328 0.040  0.088 0.105 0.017  48 

Assam 3.235 3.628 0.393  0.987 1.161 0.174  526 

Bihar 11.028 10.917 (0.111) 3.364 3.493 0.130  1,583 

Chhattisgarh 2.654 2.470 (0.184) 0.809 0.790 (0.019) 358 

Goa 0.259 0.266 0.007  0.079 0.085 0.006  39 

Gujarat 3.569 3.041 (0.528) 1.089 0.973 (0.115) 441 

Haryana  1.075 1.048 (0.027) 0.328 0.335 0.007  152 

Himachal Pradesh 0.522 0.781 0.259  0.159 0.250 0.091  113 

Jammu & Kashmir 1.297 1.551 0.254  0.396 0.496 0.101  202 

Jharkhand 3.361 2.802 (0.559) 1.025 0.897 (0.128) 406 

Karnataka 4.459 4.328 (0.131) 1.360 1.385 0.025  628 

Kerala 2.665 2.341 (0.324) 0.813 0.749 (0.064) 340 

Madhya Pradesh 6.711 7.120 0.409  2.047 2.278 0.232  1,033 

Maharashtra 4.997 5.199 0.202  1.524 1.664 0.140  754 

Manipur 0.362 0.451 0.089  0.110 0.144 0.034  65 

Meghalaya 0.371 0.408 0.037  0.113 0.131 0.017  59 

Mizoram 0.239 0.269 0.030  0.073 0.086 0.013  39 

Nagaland 0.263 0.314 0.051  0.080 0.100 0.020  46 

Orissa 5.161 4.779 (0.382) 1.574 1.529 (0.045) 693 

Punjab 1.299 1.389 0.090  0.396 0.444 0.048  201 

Rajasthan 5.609 5.853 0.244  1.711 1.873 0.162  849 

Sikkim 0.227 0.239 0.012  0.069 0.076 0.007  35 

Tamil Nadu 5.305 4.969 (0.336) 1.618 1.590 (0.028) 721 

Tripura 0.428 0.511 0.083  0.131 0.164 0.033  74 

Uttar Pradesh 19.264 19.677 0.413  5.876 6.297 0.421  2,854 

Uttarakhand 0.939 1.120 0.181  0.286 0.358 0.072  162 

West Bengal 7.057 7.264 0.207  2.152 2.324 0.172  1,054 

All States 100.0 100.0 
 

30.5 32.0 1.5 14,481 

Note: * Estimated by ThFC for its award period 
Source: ThFC Report, ICRA’s analysis 
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Annexure II: Grants  
 

 

Grants
16

 Grants less Grants for Local Bodies 

  
Rs. Billion % of Total Growth over TwFC Award Rs. Billion % of Total Growth over TwFC Award 

Andhra Pradesh 135 5.2% 160% 63 3.7% 95% 

Arunachal Pradesh 43 1.7% 147% 40 2.4% 140% 

Assam 52 2.0% 16% 33 1.9% -15% 

Bihar 146 5.6% 83% 89 5.2% 44% 

Chhattisgarh 62 2.4% 211% 39 2.3% 204% 

Goa 5 0.2% 281% 3 0.2% 227% 

Gujarat 97 3.7% 161% 59 3.5% 151% 

Haryana  43 1.7% 195% 27 1.6% 184% 

Himachal Pradesh 104 4.0% -8% 97 5.7% -12% 

Jammu & Kashmir 203 7.8% 51% 191 11.2% 46% 

Jharkhand 72 2.8% 139% 50 2.9% 104% 

Karnataka 116 4.5% 186% 51 3.0% 80% 

Kerala 64 2.5% 96% 37 2.2% 74% 

Madhya Pradesh 133 5.2% 159% 75 4.4% 140% 

Maharashtra 163 6.3% 195% 76 4.4% 174% 

Manipur 70 2.7% 51% 67 3.9% 46% 

Meghalaya 39 1.5% 88% 35 2.0% 72% 

Mizoram 49 1.9% 54% 46 2.7% 45% 

Nagaland 92 3.6% 57% 88 5.1% 51% 

Orissa 97 3.7% 83% 64 3.7% 46% 

Punjab 55 2.1% 13% 38 2.2% -14% 

Rajasthan 129 5.0% 179% 78 4.6% 144% 

Sikkim 11 0.4% 143% 9 0.5% 106% 

Tamil Nadu 114 4.4% 175% 59 3.5% 119% 

Tripura 57 2.2% -1% 53 3.1% -7% 

Uttar Pradesh 267 10.3% 75% 140 8.2% 18% 

Uttarakhand 41 1.6% -37% 33 1.9% -47% 

West Bengal 126 4.9% 67% 69 4.0% 16% 

All States 2,586 100.0% 81% 1,711 100.0% 45% 

 Source: ThFC Report, ICRA’s analysis 

                                                           
16

 Excluding grants for compensation of GST losses, renewable energy, reduction in infant mortality rate   
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Annexure III: Finance Commission Transfers 
 

  
Grants

17
 less Grants for Local Bodies Central Tax devolution Total Transfers 

 

Rs. billion Rs. billion Rs. billion 

Growth 
 

TwFC ThFC TwFC* ThFC** TwFC* ThFC** 

Andhra Pradesh 33 63 509 1,006 542 1,070 97% 

Arunachal Pradesh 17 40 20 48 37 88 139% 

Assam 39 33 224 526 263 559 113% 

Bihar 62 89 764 1,583 826 1,673 103% 

Chhattisgarh 13 39 184 358 197 397 102% 

Goa 1 3 18 39 19 42 121% 

Gujarat 24 59 248 441 272 500 84% 

Haryana  10 27 74 152 84 179 113% 

Himachal Pradesh 111 97 36 113 147 211 43% 

Jammu & Kashmir 131 191 81 202 212 393 86% 

Jharkhand 25 50 218 406 242 456 88% 

Karnataka 28 51 309 628 337 679 101% 

Kerala 21 37 185 340 206 376 83% 

Madhya Pradesh 31 75 465 1,033 496 1,108 123% 

Maharashtra 28 76 349 754 376 830 121% 

Manipur 46 67 25 65 71 133 87% 

Meghalaya 20 35 26 59 46 94 104% 

Mizoram 32 46 17 39 48 85 76% 

Nagaland 58 88 18 46 76 133 75% 

Orissa 44 64 357 693 401 757 89% 

Punjab 44 38 90 201 134 239 78% 

Rajasthan 32 78 388 849 420 927 120% 

Sikkim 4 9 15 35 19 43 127% 

Tamil Nadu 27 59 367 721 394 780 98% 

Tripura 57 53 30 74 87 128 47% 

Uttar Pradesh 118 140 1,334 2,854 1,452 2,994 106% 

Uttarakhand 62 33 66 162 129 195 52% 

West Bengal 59 69 489 1,054 548 1,122 105% 

All States 1,176 1,711 6,905 14,481 8,082 16,192 100% 

Note: * Estimated by ICRA on the basis of the information contained in RBI State Finances, A Study of Budgets, 
2007-08, 2008-09, 2009-10; and GoI’s Budget for 2010-11; **Estimated by ThFC 
Source: ThFC Report, ICRA’s analysis 

 

                                                           
17

 Excluding grants for compensation of GST losses, renewable energy, reduction in infant mortality rate   
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