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Executive Summary

Guarantee is a potential future liability that is contingent on the occurring of an
unforeseen future event. If these liabilities get crystallised without having adequate
buffer, it may lead to increase in expenditure, deficit, and debt levels for the State
Government. If the guarantee invoked is not honoured, it may cause reputational
damages and legal costs to the Guarantor. It is, therefore, important to assess,
monitor and be prudent while issuing guarantees, especially, when such guarantees
are issued by a State Government. Besides, State Government should be
transparent in terms of data disclosure and assessing the risk associated with it.
Another related concern associated with the guarantees extended by the states, has
been the increasing bank finance to Government owned entities backed by
Government guarantee, especially, where the bank finance appeared to substitute
budgetary resources of the State Governments.

2.  Keeping in view the inherent risks associated with the guarantees extended by
the State Governments on their fiscal health and to the banking system, it was
decided during the 32" Conference of the State Finance Secretaries held on July 07,
2022 to set up a Working Group comprising members drawn from the Ministry of
Finance, Government of India; Comptroller and Auditor General of India and a few
State Governments. It was also decided to include senior officials from select
departments within RBI as special invitees to the Group deliberations. The terms of
reference of the Working Group were as under:

e To identify different kinds of guarantees or guarantee-like instruments issued
by the States and recommend a reporting/ classification/ dissemination
framework for the same;

e Toexamine the existing framework for the State Government guarantees and
the possibility of prescribing a uniform guarantee ceiling for the States;

e To analyse increasing dependence of the State Governments on bank
finance;

e To analyse the risks to the banking sector and fiscal health of the States in

view of large issuance of such guarantees; and



e To assess the adequacy of states’ contribution to the Guarantee Redemption
Fund.

3.  Taking cue from the constitutional provisions as applicable, observations made

by the various Groups/ Committees constituted in the past, practices followed by

various states in terms of fixing the ceiling on guarantees issued, the related reporting

framework, and based on extensive deliberations the Group members had amongst

themselves during the two meetings held, the Group has finalized its Report.

4.  The major recommendations of the Working Group are as under:

a) There should not be any distinction made between Conditional/
Unconditional, Financial / Performance guarantees as far as assessment of
fiscal risk is concerned as all of these are in the nature of contingent liability
that might get crystallized on a future date (Para 2.7).

b) The word ‘Guarantee’ should be used in a broader sense and may include
instruments, by whatever name they were called, if these create obligation
on the part of the Guarantor (State Government) for making payment on
behalf of the borrower (State Enterprise) at a future date, contingent or
otherwise (Para 2.7).

c) State Governments may be guided by the following guidelines issued by the
Government of India while formulating their own Guarantee policy (Para
2.13):

e Guarantees may be given only for principal amount and normal
interest component of the underlying loan;

e Guarantees may not be extended for external commercial borrowings;

e State Government may not extend guarantee for more than 80 per
cent of the project loan, depending on the conditions imposed by the
lender;

e Guarantees once approved, shall not be transferred to any other
agency without the prior approval of the Finance Department;

e Government guarantees shall not be provided to private sector

companies/ institutions; and



e Appropriate pre-conditions may be specified by the Government while
giving the guarantees, e.g., period of guarantee, levy of fee to cover
risk, representation for Government on the Board of Management of
the borrowing entity, mortgage or lien on its assets, submission of
periodic reports and accounts to Government, right to get its accounts
audited, etc.

d) Purpose for which Government Guarantees may be issued, should be clearly
defined in line with Rule 276 of General Financial Rules, 2017!. Government
Guarantees should, however, not be used to obtain finance through State
owned entities, which substitutes budgetary resources of the State
Government. Government Guarantees should not be allowed for creating
direct liability/de-facto liability on the state (Para 2.14).

e) In order to ensure uniformity and consistency in data being reported, the
State Governments may publish/ disclose data relating to guarantees, as per
the Indian Government Accounting Standard (IGAS) recommended by
Government of India, which can also be used by CAG for their audit and by
RBI for its annual publication ‘State Finances: A Study of Budgets’ (Para 3.7).

f) The Group is of the view that a reasonable ceiling on issuance of guarantees
by the State Governments may be desirable. The Group recommends a
ceiling for incremental guarantees issued during a year at 5 per cent of
Revenue Receipts or 0.5 per cent of GSDP, whichever is less (Para 3.11).

g) State Governments should classify the projects/ activities as high risk,
medium risk and low risk and assign appropriate risk weights before
extending guarantee for them. Such risk categorisation should also take into
consideration past record of defaults. The Group suggests that the states
should conservatively keep the lowest slab of risk weight at 100 per cent.
Additionally, states should disclose their methodology for assigning risk
weight (Para 3.12).

h) The guarantee fee charged should reflect the riskiness of the borrowers /

projects / activities. A minimum of 0.25 per cent per annum may be

1 General Financial Rules 2017, Department of Expenditure, Ministry of Finance, Government of India.


https://doe.gov.in/circulars/compilation-amendments-gfr-2017-upto-31072022

considered as the base or minimum guarantee fee and additional risk
premium, based on risk assessment by the State Government, may be
charged to each risk category of issuances. The Guarantee fee should also
be linked to the tenor of the underlying loan (Para 3.14).

States should continue with their contributions towards building up the GRF
to a desirable level of five per cent of their total outstanding guarantees over
a period of five years from the date of constitution of the fund. The corpus

may be maintained on a rolling basis thereafter (Para 3.17).

10



11

1.2

Chapter |

Introduction

In the 32" Conference of the State Finance Secretaries (SFS) held on July 07,
2022, the issue of increasing bank finance to government owned entities,
especially, where bank finance appeared to substitute budgetary resources of
the State Governments was flagged in one of the technical sessions. RBI has,
in the past, flagged the issue of bank finance to government-owned entities,
often in violation of the prudential guidelines. Since most of these loans are
backed by explicit guarantees offered by the State Governments concerned, it
may be necessary for the states to take into consideration the risk of guarantee
being invoked. The lending bank/NBFC should also undertake comprehensive
assessment of the loan proposal without taking comfort from the guarantee
extended by the state.

Taking note of the various kinds of risk involved with the guarantees issued by
the states on their fiscal health, it was decided in the SFS Conference to
constitute a Working Group, comprising members drawn from MoF,
Government of India (Gol); select State Governments; and special invitees from
departments concerned within the RBI, that would look into all the related issues
concerning guarantees extended by the State Governments. Accordingly, this
Working Group comprising representatives from Department of Expenditure,
MoF, Gol; Comptroller and Auditor General of India (CAG), States of Andhra
Pradesh, Haryana, Karnataka, Odisha and the Union Territory of Jammu &

Kashmir was constituted.

1.3 The Working Group? comprised the following members:

2 Following officials also attended the physical/virtual meeting representing their State/Department/Organisation

CoNoA~MWNE

Shri. Deependra Kumar, Director, Department of Expenditure, Gol.

Shri. Gurpreet Singh Anand, Director, Department of Expenditure, Gol.

Shri. Sumit Aggarwal, Deputy Director, Department of Expenditure, Gol.

Shri. Suraj Kumar Pradhan, Additional Secretary (Finance), Odisha.

Shri. Manoj Khatri, Joint Secretary, Finance Department, Haryana.

Shri. Sunil Saran, Senior Economic Adviser, Finance Department, Haryana.
Shri. Showket Hussain Mir, Director, Finance Resources, Jammu and Kashmir.
Dr. Atri Mukherjee, Director, DEPR, RBI.

Dr. Somnath Sharma, Assistant Adviser, DEPR, RBI.
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Shri. Anurag Rastogi, Additional Chief Secretary (Finance & Planning),
Haryana

Shri. Arun Kumar Mehta 3, Chief Secretary, Government of Jammu and
Kashmir

Dr. Sajjan Singh Yadav, Additional Secretary, (PF-States), Department of
Expenditure, MoF, Gol

Shri. Vishal Kumar Dev, Principal Secretary (Finance), Government of
Odisha

Shri. K. V. V. Satyanarayana, Secretary (Finance), Government of Andhra
Pradesh

Shri. Hoveyda Abbas, Director General, Comptroller and Auditor General of

India

7. Dr. Ekroop Caur Secretary (Finance), Government of Karnataka

8.

Shri. Rakesh Tripathy, Chief General Manager, IDMD, RBI and Convenor

The Working Group also included the following representatives from RBI as ‘Special

Invitees’:

1
2
3.
4

. Shri. Manoranjan Mishra, Chief General Manger, DoR, RBI
. Dr. Deba Prasad Rath, Principal Adviser, DEPR, RBI

Shri. Unnikrishnan A., Principal Legal Adviser, Legal Department, RBI

. Shri. Arnab Kumar Chowdhury, Chief General Manger-in-Charge, DoS, RBI

1.4 The terms of reference of the Working Group were as under:

a)

b)

To identify different types of guarantees or guarantee-like instruments
issued by states and recommend a reporting/classification/ dissemination
framework for the same;

To examine the existing framework for State Government guarantees and
the possibility of prescribing a uniform guarantee ceiling for the states;

To analyse increasing dependence of State Governments on bank finance;

3 Shri Arun Kumar Mehta was initially inducted into the Working Group. Shri Santosh D. Vaidya took over from Shri
Arun Kumar Mehta as Principal Secretary (Finance Department), Jammu and Kashmir and participated in the Group

deliberations.
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d) To analyse the risks to the banking sector and fiscal health of the states in
view of large issuance of such guarantees; and
e) To assess the adequacy of states’ contributions to the Guarantee

Redemption Fund.
Methodology and Approach

1.5 Within the contours of the Terms of Reference, the Group went through the
extant practices being followed by the various states, the initiatives taken in the past
to address the issue relating to State Government guarantees, and the status of the
recommendations made by various Committees and Groups set up in the past. The
Group started its deliberations with the definition of guarantee, followed by the extant
reporting framework, the need for setting a ceiling on quantum of guarantees issued,
etc. The Group held its first meeting on December 02, 2022 through virtual mode and

the second meeting on February 27, 2023 through hybrid mode.
Structure of the Report

1.6 The rest of the Report is structured in four parts. Issues relating to Government
guarantees and the best practices followed by different countries are covered in
Chapter Il. Chapter Il covers the Indian sub-national experience on management of
guarantees, including the recommendations of previous Committees/ Groups formed
on similar issue. Issues relating to bank financing of guarantees have been covered

in Chapter IV. Chapter V discusses the recommendations made by the Group.
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Chapter Il

State Government Guarantees: Issues and Challenges

2.1 Guarantee is a type of contingent liability protecting the investor/ lender from
the risk of default by a borrower. Guarantees are usually sought when the investors/
lenders are unwilling to bear the risk of default. A contract of guarantee, as defined
in the Indian Contracts Act, 1872 is a contract to perform the promise, or discharge
the liability of a third person in case of default. A guarantee contract is different from
an indemnity contract in which there are two parties involved and one party promises

to save the other from loss caused by the promisor, or by the conduct of any third

party.

2.2 There are usually three parties involved in State Government guarantees,
namely, the borrower, which is usually a government owned or sponsored enterprise,
the guarantee provider which is the State Government, and the lender who is also
the beneficiary of the guarantee. Guarantees while being innocuous in good times,
may lead to significant fiscal risks and may burden the state finances leading to large
unanticipated cash outflows and increased debt. As upfront cash payment is usually not
required in case of guarantees, that may be one of the reasons why the State
Government guarantees have profligated in recent times. As these liabilites are
contingent upon certain events, the quantum and timing of potential costs / cash outflows
owing to guarantees are often difficult to estimate. Accordingly, their management is
difficult and are typically not reported in budget deficit (Razlog et. al., 2020). A framework
on issuance and management of guarantees can, however, help governments overcome

these difficulties to some extent.

2.3 State Governments are often required to sanction, and issue, on behalf of
various state enterprises/ cooperative institutions/ urban local bodies and other state-
owned entities, guarantees in favour of their lenders which are generally commercial
banks or other financial institutions. There is a specific ceiling of 0.5 per cent of GDP
for additional guarantees to be issued by the Central Government in a financial year
as stipulated under the FRBM Act.
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2.4 In order to improve transparency in disclosure of information relating to
guarantees, Ministry of Finance, Government of India had issued accounting
standard / disclosure requirements in December 2010 with respect to the guarantees
given by the Governments (Gol, 2010). The Standard applies to preparation of the
Statement of Guarantees for inclusion and presentation in the financial statements of
the Union, States and Union Territories. While the Central Government has been
disclosing the information in the prescribed format (Annex I) as part of its budget

documents, there are very few states doing so.

2.5 Conventional framework of fiscal analysis does not provide much insight on the
guarantees and the associated risks and focuses mainly on the budgetary indicators.
Guarantees are not recognized in macroeconomic fiscal statistics unless the
triggering event is deemed to have occurred (Saxena, 2017). The Twelfth Finance
Commission had, inter alia, observed “although contingent liabilities do not directly
form a part of the debt burden of the state, the state will be required to meet the debt
service obligations in the event of default by the borrowing agency” (Gol, 2004).
These guarantees are classified under ‘contingent liabilities’ of the states as they
come into play on the occurrence of a pre-specified event agreed in the guarantee
contract. Accordingly, a true assessment of the fiscal position of a state by taking into
account the guarantees outstanding is important to assess its fiscal health. In the larger
public interest and for the sake of transparency, complete data on guarantees should

be distinctly disclosed on a regular basis and made available for public scrutiny.

Definition of Guarantees

2.6 In order to analyse various risks associated with the issuance of guarantee, it
needs to be clearly defined as to what constitutes ‘guarantee’. This would, in turn,
help in having a better understanding of its implication on the fiscal health of the State
Governments. According to Saxena (2017), “Government guarantees are legally
binding undertakings given by a government to assume responsibility for servicing a
debt or the performance of an obligation, on behalf of another entity under certain
specified conditions — typically a default by that entity”. As per the Gol (2022),
“Guarantees are contingent liabilities that arise on occurrence of an event covered

by the guarantee. Since guarantees result in an increase in contingent liabilities, they
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should be examined in the same manner as a loan proposal, taking into account,
inter alia, the credit-worthiness of the borrower, the extent of exposure sought to be
covered by a sovereign guarantee, the terms of the borrowing, justification and public
purpose to be served, probability of invocation and possible costs of such liabilities,
etc. Government will be liable to pay in case the entity/ organization defaults in

respect of which guarantee is given.”

2.7 The Group is of the view that there should not be any distinction between
Conditional / Unconditional, Financial / Performance guarantees for the purpose of
arriving at total amount of guarantees extended by the Government as all of these
would be in the nature of contingent liability that might crystallize at a future date.
Additionally, the word ‘Guarantee’ should be used in a broader sense and may
include all such instruments, by whatever name they are called, if these created an
obligation on the part of the issuer for making payment on behalf of the borrower at

a future date, contingent or otherwise.

2.8 State Governments also issue letter of comfort* (LoC) to the lender or supplier
of a public agency or enterprise. Issuing a LoC does not necessarily imply that the
Government guarantees repayment of the loan, it merely provides reassurance to the
lending institution that the Government is aware of the credit facility being sought by
the borrowing entity and supports its decision. LoC can pose serious reputational risk
to the Government and if it involves making of a payment by the State Government
to avoid reputational loss, it is suggested that the State Government should include

such LoCs as part of its total contingent liabilities.
Risk from Guarantees

2.9 While guarantees may be beneficial to the state enterprises, they can also
cause several risks for the Government issuing the guarantee (Lu et al. 2019), such

as:

4 A letter of comfort is essentially an instrument that is used to facilitate an action or transaction but is constructed
with the intention of not giving rise to a legal obligation. Other similar instruments include Letter of Assurance/Letter
of Undertaking. / Letter of Awareness/ Letters of Intent/ Letters of Responsibility. Irrespective of the terminology
employed in describing it, the legal liability will depend on the terms and conditions incorporated in the document.
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a) Moral Hazard
Guarantees, at times, could create moral hazard, leading to the guaranteed entity
to be sub-optimal in performing its obligation. Similarly, investors and lenders may
have less incentive to perform due diligence in scrutinizing the project as against
the classic non-recourse project financing.

b) Fiscal Risks
The risk arises from the potential negative impact on the fiscal/ financial position of
the State Government due to the factors that affect the performance of the
borrowing state enterprises. As it is difficult to predict the invocation of guarantees
and the size of the pay-out, they usually are not scrutinised with the same rigor as
it is done under the budget process in case of regular spending. Upon its invocation,
it is possible that the Government may not have fiscal capacity to meet the
obligation. Such problems could magnify when guarantees have been given to
multiple state enterprises, while the state budget is already stressed. Various factors
such as macroeconomic shocks and the realisation of contingent liabilities could

cause fiscal risks for State Governments (Mukherjee et. al. 2022).

2.10 State Government can also undertake implementation of specified projects
through state agencies and provide guarantee on behalf of those entities for
borrowing from banks/ financial institutions. Such arrangements do not fall within the
annual borrowing ceiling fixed by the Central Government for the individual State
Government. Often termed as ‘off budget borrowing’, this is an explicit liability of the

State Government, though not reflected as a debt in the budgetary documents.

2.11 International institutions, including the IMF, have long been advocating fiscal
transparency and accountability as a way to identify, monitor, and ultimately minimise
fiscal risks. With regard to risks arising from guarantees, a prudent fiscal policy has
to deal with three related areas: (i) the exposure to guarantees and policy for the
same; i) data disclosure and ensuring discipline in issuance of guarantees; and iii)
management of related risks. Recognising the risks from the guarantees, many
countries have started disclosing data on the guarantees either in their budget

documents or in other government reports (Box I).
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Box I: Disclosing Information on Guarantees — Cross-country Experiences
Government guarantees are being disclosed by many countries in different forms, viz.,
budget documents or in some other reports submitted to their parliament. New Zealand and
Australia are pioneering countries in the management of fiscal risks and in disclosing
guarantees related data. Finland, the Netherlands and the United Kingdom developed their
data disclosure framework in the wake of the 2008 Global Financial Crisis. Several emerging
markets, viz., Brazil, Chile, Colombia, Indonesia, Peru, and South Africa also followed suit and
started releasing guarantee related data.

In terms of disclosure of guarantee related data, there is significant variations across
countries, in part reflecting their relative significance. Explicit loan guarantees are disclosed
by all countries that are disclosing contingent liabilities. Information related to public-private
partnerships (PPP)-type arrangements, viz. minimum revenue guarantees or exchange rate
guarantees, is generally limited (Chile, Colombia, Indonesia, Peru, United Kingdom).
Countries are also reporting various other types of contingent liabilities viz. pension and
deposit guarantees (Chile, the United States).

Guarantees data is mostly reported in the financial statements of countries (Australia,
Canada, New Zealand, the United States). This is usually required under the international or
national accounting standards. On the other hand, there are some countries, such as, India,
Greece, South Africa, which report guarantees in their budget documents. Colombia and Peru
report them in their medium-term fiscal framework, whereas these are released as part of
debt reports in case of Japan and Turkey. Fiscal risk statements are also being prepared by
Brazil, Chile, Finland, Indonesia, Kenya and Philippines where data on guarantees are
disclosed.

Considering the fiscal significance of the guarantees, they are reported through a variety of
measures. First, the face value, which is most commonly reported by countries, is known at
the time of issuance of guarantee, reflecting the maximum loss to guarantor. Countries such
as Australia, New Zealand, the United States, and Chile, report the face value of the
guarantees issued. Second, for arriving at the expected losses, probability of the guarantees
being invoked has to be estimated, in addition to the amount. Chile, Colombia and Peru
disclose the expected losses for various guarantees.

Implicit contingent liabilities are not reported by most of the countries. Reporting and
quantifying implicit contingent liabilities as explicit liabilities could reinforce moral hazard if
it is interpreted as Government’s commitment or as an indication that the Government is
likely to support future financial assistance.

Various associated risks could be evaluated using the techniques of credit-risk evaluation,
which focuses on estimating the probability of default and likely loss in case of invocation of
guarantee. Countries are using three principal approaches. In the first approach used by
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Australia, Colombia, Indonesia, and Sweden, credit rating of beneficiaries is considered in
order to assess the associated risks with issuances of guarantees. It offers the benefits of a
standardized approach, access to credit rating agencies and is generally cost-efficient. In the
second approach followed by a few countries (e.g. Turkey), statistical techniques are used to
build a financial distress index based on weighted profitability and balance sheet ratios. A
discriminant analysis is used to obtain these weights and it can be adapted based on the
nature of the entity being evaluated. In the third approach used by a few countries such as
Chile, Colombia and Sweden, stochastic simulation is used to develop different scenarios and
to assess the associated risks.

Risk-based fee, charged by the Government for the guarantees extended, can lower the
demand for guarantees and could lead to greater discipline amongst the borrowers. Under
this framework guarantees are not treated equally, instead higher fees are charged for
riskier projects. Countries such as Colombia, Sweden, and the United States revalue the
guarantees periodically during their tenor and adjust the pricing accordingly.

References:

Cebotari, Aliona (2008), “Contingent Liabilities: Issues and Practice”, WP/08/245, IMF
Working Paper, October 2008, International Monetary Fund.

OECD (2020), “OECD Best Practices for Managing Fiscal Risks”, Working Party of Senior
Budget Officials, GOV/PGC/SBO (2020)6, 15 June 2020

Saxena, Sandeep (2017), “How to Strengthen the Management of Government
Guarantees”, Fiscal Affairs Department, October 2017, International Monetary Fund.

2.12 Management of guarantees can be strengthened by taking the following steps
(Saxena, 2017):

Regulating the issuance of guarantees through a policy framework -
Governments need to formulate a framework with regard to ceiling and
providing guidance on projects/ borrowing entities/ timings when guarantees
can be considered, fees to be charged, and how risk from guarantees are to be
contained.

Developing capacity to evaluate guarantee proposals and assess associated
risks.

Developing measures to mitigate risks - Governments can introduce risk-based

fees, partial guarantees, reinsurance, contingency or redemption reserves, etc.
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Ensuring adequate budget provisions to meet claims — Government should
have guarantee (or contingency) reserve in order to use it when guarantees are
invoked. Guarantees that are more or less certain to be invoked should be
provided for, instead of being paid for from the reserve.

Ascertaining the size of the guarantee exposure — Database on guarantees
needs to be updated on a regular frequency.

Ensuring that guarantees are properly recorded and disclosed — Government
needs to ensure that each class of guarantees are recorded and disclosed in
the budget documents or in any other fiscal document.

2.13 The Working Group recommends that the State Governments may be guided

by the following guidelines issued by the Government of India (Gol, 2022) while

formulating their own Guarantee policy:

Guarantees may be given only for principal amount and normal interest
component of the underlying loan;

Guarantees may not be extended for external commercial borrowings;

State Government may not extend guarantee for more than 80 per cent of the
project loan®, depending on the conditions imposed by the lender;

Guarantees once approved, shall not be transferred to any other agency without
the prior approval of the Finance Department;

Government guarantees shall not be provided to private sector
companies/institutions; and

Appropriate pre-conditions may be specified by the Government while giving
the guarantees, e.g., period of guarantee, levy of fee to cover risk,
representation for Government on the Board of Management of the borrowing
entity, mortgage or lien on its assets, submission of periodic reports and
accounts to Government, right to get its accounts audited on behalf of

Government, etc.

5 Government of Andhra Pradesh suggested that lenders may add the risk premium to the interest rate charged
on the loan amount not covered by Government Guarantee, which would increase the cost of borrowing. Therefore,
government guarantee may be restricted to 80 per cent of project cost instead of project loan.
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2.14 The purpose for which Government Guarantees can be issued, should be clearly
defined in line with Rule 276 of General Financial Rules, 20179, to ensure the financial
viability of projects or activities undertaken by Government entities, including, social
and economic benefits; to enable central/state public sector entities to raise
resources at lower interest charges or on more favourable terms; to fulfil the
requirement in cases where sovereign/ state guarantee is a precondition for
concessional loans from bilateral/ multilateral agencies to the borrowing entities.
Government Guarantee should, however, not be used to obtain finance through state
owned entities as a substitute for the budgetary resources of the State Government.
Government Guarantees should not be allowed for creating direct liability/de-facto

liability on the state.

6 General Financial Rules 2017, Department of Expenditure, Ministry of Finance, Government of India, 2023
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Chapter Il

State Government Guarantees: Current Status and Way Forward

3.1 State Government finances, already constrained by COVID-19 pandemic, have
been facing new sources of risks in the form of rising expenditure on non-essential
heads, expanding contingent liabilities, and the ballooning overdues of DISCOMs.
Fiscal risks can arise from macroeconomic shocks on crystallisation of the contingent
liabilities which can either be ‘explicit’, viz., government loan guarantees, or ‘implicit’,
wherein even without any specific guarantee, there is widespread public expectation
that the Government would rescue or bailout the troubled entities (Mukherjee et. al.,
2022).

3.2 RBI has, in the past, examined the implications of states’ contingent liabilities/
guarantees on their finances (Box IlI). RBI also played an active role in designing
‘Model Fiscal Responsibility Legislation’ for the states, which paved the way for the
introduction of fiscal rules by some of the State Governments under their respective
FRBM Acts. Several of these initiatives were the outcome of discussion held at the
interactive platform provided by the RBI in the form of annual Conference of State

Finance Secretaries.

3.3 RBI, in its role as the cash and debt manager of the states, keeps sensitising
them on various issues of concern that have a bearing on their finances. The genesis
of concern with respect to guarantees dates back to late 1990s when their issuances
rose substantially in the wake of the poor fiscal position of some of the states which
hampered the provision of direct financial support to the state PSUs (RBI, 1999). RBI
constituted a Technical Committee on State Government Guarantees (1999) to
examine all aspects relating to State Government guarantees. The Committee
stipulated a ceiling on the guarantees and recommended setting up of GRF to provide
a cushion to service contingent liability arising from invocation of guarantees. As per
the scheme introduced by RBI in 2001, the states had to contribute an amount equal
to one-fifth of the incremental guarantees issued during the year. Accordingly, several

State Governments stipulated a ceiling on their guarantees and set up GRFs.
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Box IlI: State Government Guarantees — RBI’s Past Initiatives

Taking cognizance of the sharp increase in guarantees issued by the states and its possible
adverse impact on their fiscal health, Reserve Bank set up various committees/groups
(Annex Il) at different points of time in the past. Though the recommendations made by
each of them largely varied from one another, most of them have highlighted the need to
monitor and report contingent liabilities/guarantees as part of the fiscal risk assessment
process of the state liabilities. Some of these Committees/Groups were as under:
Technical Committee on State Government Guarantees (1999): Based on the
recommendations made by the Technical Committee, several states had taken initiative
for fixing a ceiling on guarantees, charging guarantee fees, reporting and monitoring of
guarantees, including, letter of comfort and other assured payment arrangements, etc.
Core Group on Voluntary Disclosure Norms for State Governments (2001): The Group
persuaded the states to disseminate more information in ‘Budget at a Glance’ on a time
series basis along with other fiscal indicators of contingent liabilities including
guarantees.
Group to Assess the Fiscal Risk of State Government Guarantees (2002): A serious
attempt towards assessing and measuring fiscal risks of contingent liabilities was made
by the Working Group which, inter alia, recommended a uniform format to be used for
publishing data on both the annual sanctions as well as the outstanding amount of
guarantees in the annual budget. The Group felt that the fiscal risk could be measured
by classifying projects/ activities as high risk, medium risk, low risk and very low risk and
assigning appropriate risk weights.
Working Group on Information on State Government Guaranteed Advances and
Bonds (2003): The Group viewed transparency in information disclosure as crucial to
enhance market discipline and suggested proper rating of projects that were
guaranteed by the State Governments. The Group also emphasized on the desirability
of disseminating the information related to defaults and urged each regulator involved
to seek legal opinion on the issue. Instead of publication of data at the issuer level, which
in any case was being addressed by the Government Accounting Standards Board
(GASAB), the Working Group viewed that: (i) individual lender/investor-wise data
(broken up into sectors) and (ii) state-wise data on guaranteed advances and
investments (including defaults) could be disseminated through RBI publications.
Working Group on Compilation of State Government Liabilities (2005): The Group
constituted with the objective of examining the extant methodologies of compilation of
State Government liabilities by various agencies noted that the implicit liabilities that
include off-budget borrowings, contingent liabilities, pensions and state public sector
liabilities should be excluded from the definition of state liabilities or debt. It, however,
recommended that the same might be disclosed in the financial statements along with
estimates of debt.
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Recommendations made by Previous Committees: Implementation Status

3.4 Following the recommendations of the above Committees/ Groups, states have
taken action such as fixing explicit ceiling on guarantees, setting up buffer funds such
as CSF/GRF, introduction of levying of guarantee fee, disclosure of total outstanding
guarantees, risk categorization of guarantees, etc. A brief on the implementation
status of the recommendations made by the previous Committees/Groups is as

under:

Disclosure of Information

3.5 Data on outstanding guarantee is being published by most of the states. States
that have made disclosure of guarantees mandatory under their FRBM rules, publish
it as part of budget documents. Further, some states have been publishing guarantee
related data even though it is not made mandatory under their FRBM rules. A few
states also publish data on risk weighted guarantees. The other details such as sector
/ project wise outstanding / issued during the year, invoked during the year, once
invoked whether paid, etc., however, are being disclosed by a few states only. The
format being used for reporting the data on guarantees, however, lacks uniformity,

thereby, rendering it difficult for a meaningful comparison amongst the states (Annex

).

3.6 RBI's annual publication, “State Finance: A Study of Budgets” publishes data
sourced from individual states on state-wise total outstanding guarantees. The data,
however, provides little information on the coverage or type of guarantees, sectors to
which the guarantees have been given, etc. As a result, the data on guarantees
published in RBI publication may have limited usage for various stakeholders, such

as the Governments, regulators, investors/ lenders, researchers, etc.

3.7 For the sake of transparency and quality, it is recommended that data on the
total amount of guarantees extended during the year, outstanding guarantees at the
end of the year, guarantees invoked during the year, etc. is disclosed by the states
in their annual budget documents, as per the IGAS (Annex |) recommended by

Government of India (Gol, 2010), which can also be used by CAG for their audit and
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by RBI for its annual publication “State Finances: A Study of Budgets”’. RBI may also
explore the feasibility of sharing of information on the amount of credit, backed by
State Government guarantees, extended to state owned / backed entities by the

banks and NBFCs, with the CAG.

Fixing the Ceiling for Guarantee
3.8 A look at the state-wise guarantee data for the period 2018-21 suggests that
outstanding guarantees constituted less than 10 per cent of their GSDP for majority

of the states. It has, however, been rising over the years for most of the states (Chart

3.1).

Chart 3.1: Outstanding Guarantees (end-March) as per cent to
GSDP
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Source: State Finances- A Study of Budgets.
Note: Outliers have been removed from the chart and missing data has been populated using the last

available data.

3.9 Guarantees, as and when, invoked may lead to significant fiscal stress on the
State Governments. States are, therefore, expected to exercise prudence and
selectivity while extending guarantees. Though most of the states are in different
stages of development with diverse resource availability in terms of GSDP, own tax
and non-tax revenue, central transfers, etc., it is desirable for the State Governments

to consider fixing a ceiling on guarantees issued. Such a ceiling should have clarity,

7 Department of Expenditure, MoF, Gol suggested that financial support by way of loan extended by the State
Government to the SPEs for repayment of principal and/or interest should be separately disclosed in the state
budget.
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transparency, sanctity and operational relevance and should be backed by legislative

Statute.

3.10 It is observed that some of the states have put statutory ceilings on quantum
of guarantees, while some others have imposed ceilings through administrative
orders. The Group notes that the extant ceilings fixed by the states lacked uniformity,
e.g., some states have fixed their ceilings on annual incremental guarantees to be
issued, some have ceilings fixed in terms of annual incremental risk weighed
guarantees, while a few others have fixed in terms of total outstanding guarantees.
There is also lack of uniformity in terms of variable(s) to which these ceilings are
linked, viz. certain percentage of either total revenue receipts or GSDP. The Group
suggests linking of incremental guarantees to be issued during the year to Revenue
Receipts (RR) and GSDP.

3.11 It is observed that during the period 2017-21, the amount of incremental
guarantees issued in a year has remained below 10 per cent of their RR for majority
of the states (Chart 3.2). Recognising the risks associated with the burgeoning
guarantees on the fiscal health of the states, the Group proposes a ceiling for
incremental guarantees issued during a year at 5 per cent of RR or 0.5 per cent of
GSDP, whichever is less®.

8 (i)Government of Odisha suggested that prescribing a uniform ceiling may not fulfil the requirement of all the
states as they are at different stages of development. Instead, States may be allowed to frame their own ceiling.
(i) Government of Karnataka suggested that most of the state guarantees are concentrated in the Power Sector
where there is high probability of default/ invocation of guarantee. The ceiling for incremental guarantees, therefore,
should be reduced. Also, sector-wise limits on the guarantees may be considered to mitigate the non-diversification
risks.(iii) CAG suggested that ceiling may be incorporated in the respective State FRBM Act / Rules too.
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Chart 3.2: Incremental Guarantees as per cent to Revenue
Receipts
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Source: State Finances- A Study of Budgets.
Note: Outliers have been removed from the chart and missing data has been populated using the last
available data.

Assigning Risk Weight

3.12 State Governments have been issuing guarantees on behalf of state public
enterprises belonging to various sectors viz. power, co-operative, agriculture,
transport, water supply, sanitation, housing, communication, industries, etc. The
probability of default could vary across sectors, depending on the financial
parameters of the sector and varying impact of macroeconomic shock. Therefore,
reporting only the nominal value of guarantees may not present the true picture of
the risk that the State Government would be exposed to. States should classify the
projects/ activities as high risk, medium risk and low risk and assign appropriate risk
weights before extending guarantees (RBI, 2002). Many states have started
releasing information on risk weighted guarantees. It is also observed that some of
the states are assigning risk weights that are much lower than 100 per cent, thereby,
under-reporting the amount of guarantees issued. The Group recommends that the

minimum risk weight for any guarantee extended by the State Government should be
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kept at 100 per cent. Additionally, states should disclose their methodology for

assigning the risk weights®.

3.13 In the past, there have been a few instances of state guarantees not being
honoured when invoked. The Group recommends that any risk categorisation should

also take into consideration past record of defaults.

Guarantee Fee

3.14 Funds collected through guarantee fees should be used to create and build the
GRF. Additionally, the fee should be structured in a manner that it acts as a deterrent
in seeking guarantees for the riskier projects. A minimum of 0.25 per cent per annum
may be considered as the base or minimum guarantee fee and additional risk
premium, based on risk assessment by the State Government, maybe charged to
each risk category of issuances. The Guarantee fee should also be linked to the tenor

of the underlying loan*®.

Setting up of GRF

3.15 The objective of the GRF is to provide a cushion for servicing contingent
liabilities arising from the invocation of guarantees issued by the State Governments
in respect of bonds and other borrowings by state level undertakings or other bodies.
Though the participation from the states in GRF is voluntary, 19 states have already
established GRF. The GRF corpus managed by RBI stood at Rs. 10,839 crore as on
March 31, 2023 (Table 3.1).

9 Government of Odisha suggested that assigning risk weight to the State guarantees and its disclosure in
public document may discourage lending institutions from extending loan or may result in charging of risk premium
due to high-risk weights. Further, the lowest slab of risk weight cannot be at 100 per cent as assigning of risk
weight is linked to the invocation of guarantees.

10 Government of Odisha observed that the purpose of Government Guarantee was to avail cheaper/ competitive

loans. Levying of risk premium may make the loans dearer to State Institutions/ Organisation which could defeat
the purpose of Government Guarantee.

28



Table 3.1: Guarantee Redemption Fund
(As at End March 2023)

GRF GRF
States & crore) States @ crore)

1 Andhra Pradesh 996 16 | Manipur 123
2 Arunachal Pradesh 4 17 | Meghalaya 82
3 Assam 78 18 | Mizoram 66
4 Bihar @ 19 | Nagaland 41
5 Chhattisgarh @ 20 | Odisha 1,789
6 Goa 401 21 | Puducherry @
7 Gujarat 585 22 | Punjab 0
8 Haryana 1,486 23 | Rajasthan @
9 Himachal Pradesh @ 24 | Sikkim @
10 Jammu Kashmir @ 25 | Tamil Nadu @
11 Jharkhand @ 26 | Telangana 1,512
12 Karnataka 313 27 | Tripura 21
13 Kerala @ 28 | Uttar Pradesh @
14 Madhya Pradesh 1,119 29 | Uttarakhand 177
15 Maharashtra 1,230 30 | West Bengal 816

Total 10,839

@: State is not a member of the GRF scheme.

Source: RBI.
3.16 States are financing their fiscal deficit largely through market borrowings. The

funds parked in the GRF are invested in eligible Government securities. The states
which are yet to become members of GRF and the states which are members but
have not been regularly contributing to the fund, often cite the negative ‘carry’ on
such contributions, i.e., the cost of raising fund is usually higher than the return
generated by the fund. Considering the importance of GRF in providing cushion to
the states’ fiscal health and in order to make the fund attractive for the states, RBI
has permitted the member states to avail short-term collateralised funding from RBI
at a concessional rate (currently at 200 bps below the prevailing Repo Rate) under
the Special Drawing Facility (SDF) against their investment in the Fund. This helps
the states in bringing down their overall cost of borrowing. RBI has also set up a
separate Working Group on CSF/GRF to look into the operational challenges faced
by the states in becoming member of the GRF and in making contributions to the
fund.

3.17 The advantages of having access to GRF at the time of contingency outweigh
the disadvantages. The investment by the State Governments in GRF has ranged
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between 1.1 and 1.6 per cent of the outstanding guarantees during the period 2016
to 2021 (Table 3.2). As the quantum of outstanding guarantees now compares
sizably to the state’s existing debt stock (Khandelwal, 2022), there is merit in
increasing the size of the corpus of GRF by the member states. States should,
therefore, continue to build up the GRF to a desirable level of five per cent of their
total outstanding guarantees.

Table 3.2: Guarantee Outstanding and Guarantee Redemption Fund

Guarantees
Outstanding GRF
Year Per cent of
(End-March) ¥ lakh Per cent of
¥ crore Guarantees
crore GDP .
Outstanding
2016 3.64 2.6 4,400 1.2
2017 3.12 2.0 4,900 1.6
2018 4.30 2.5 5,439 1.3
2019 5.38 2.8 6,514 1.2
2020 5.94 3.0 7,486 1.3
2021 7.40 3.7 8,405 1.1

Source: State Finances - A Study of Budgets, RBI Bulletin and Annual Report.

3.18 States need to develop ways to safeguard against risks associated with
contingent liabilities by being prudent in issuing, monitoring/ managing and
transparent about the existing guarantees. States have implemented some of the
recommendations made by the various Committees/ Working Groups. A lot of work,
however, still needs to be done in order to contain the risks emanating from

guarantees.
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Chapter IV

Bank Financing to State Enterprises

4.1 The state deficits are financed by various sources, viz. loans from centre, NSSF,

market borrowing, loans from bank and financial institutions, public account,
draw down of cash balances, etc. The financing pattern of states’ fiscal deficit
has evolved over the years driven by the changing macroeconomic conditions
and introduction of new policies. While NSSF remained the major source of
financing GFD during 2004-05 to 2010-11, its share has declined thereafter. In
recent years, market borrowing has become the major source of financing GFD
(Chart 4.1).

Chart 4.1: Financing of States’ Gross Fiscal Deficit
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Source: State Finances- A Study of Budgets.

4.2 The share of banks and financial institutions in financing states’ GFD has

remained low in comparison to other sources. Nevertheless, the total quantum of

borrowing by the states from the banks has shown an increasing trend over the years.

Simultaneously, the loans extended by the banks to the state enterprises backed by

government guarantees have also been growing (Chart 4.2).
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Chart 4.2: Bank Loan to (i) State Governments and (ii) SPEs
backed by State Guarantee (As at End-March)
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4.3 Under Credit Authorisation Scheme (RBI, 1969) banks were allowed to grant
advances to the Electricity Boards and Public Sector Undertakings, and against the
guarantee of the Central Government and State Governments without prior

authorization of RBI.

4.4 In May 1979, banks were prohibited from providing finance in the form of direct
loans for construction of infrastructure facilities like construction of public roads,
bridges, harbours, dams, etc. the cost of which was expected to be met out of

budgetary resources of the Government.

4.5 With the changes in the overall policy environment when Government started
permitting private entrepreneurs to take up projects involving creation of
infrastructure facilities, RBI allowed banks to provide term loans for creation of
infrastructural facilities to entrepreneurs/private sector undertakings which undertook
Government projects without the support of budgetary allocations (RBI, 1992). In
cases where the infrastructural facilities were being created out of budgetary

allocations, banks were not allowed to finance the same.

4.6 Subsequently, banks were allowed to finance public sector undertakings also
for creation / expansion/ modernization of infrastructure facilities subject to the
condition, inter-alia, that the public sector undertaking was run on commercial lines

and the repayment of the term finance was made out of income to be generated by
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the project and not out of subsidies made available to it by the Government and the
project was technically feasible, financially viable and bankable (RBI, 1994). Banks
were strictly prohibited from financing projects funded out of budgetary resources, or
where a firm commitment for such budgetary support had been made and was in
operation.

4.7 In 1995, RBI issued regulations clarifying that banks could fund housing projects
not forming part of infrastructure but operated on commercial lines only if Government
was interested in promoting the project and in which part of the project cost was met
by the Government through subsidies made available and/or contributions to the
capital of the institutions taking up the projects (RBI, 1995). Banks were advised to
restrict the financing to an amount arrived at after reducing from the total project cost
the amount of subsidy/capital contribution receivable from the Government and any
other resources proposed to be made available by the Government. The banks were
also advised to ensure commercial viability and that the repayment of the loan was

made from the business income of the borrowing corporation/ firm/ individual.

4.8 PSEs were getting a separate share of market borrowing (SLR linked) till 1993-
94 (RBI, 1999). They were also getting substantial amount of budgetary support for
their capital requirement. Once separate allocation of market borrowing for PSEs
stopped in 1994-95, the utilities and other PSEs, turned to banks and financial
institutions for meeting their financing requirements. The growing need for
infrastructure at the state level and the participation by the private sector in such
projects required huge investments which put pressure on State Governments to

stand guarantor for such projects.

4.9 Some of the conditions stipulated by RBI for financing of infrastructure and
housing projects are as under:
e PSEs should be registered under the Companies Act or established as
Corporations under relevant Acts.
e PSEs must be run on commercial lines and the repayment of term finance
should be made out of the income to be generated by the project and not out of
the subsidies made available to them by the Government.
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e It can supplement budgetary resources only if such supplementing is
contemplated in the project design. Such projects should, however, pass the
test of viability and revenue stream from the projects are sufficient to service
the debt.

4.10 Banks are usually not permitted to extend bridge loans against amounts
receivable from central/ State Governments by way of subsidies, refunds,

reimbursements, capital contributions, etc.

4.11 State Governments often issue guarantees on behalf of various PSEs/ Co-
operative Institutions / Urban Local Bodies, etc. to various banks / financial
institutions for financing developmental schemes / projects. Often, a Government
guarantee makes it easier for such entities to obtain a commercial loan at favorable
terms. These contingent liabilities are a risk to State Governments owing to the large
outstanding debt and losses of PSEs. Following is an indicative list of cases involving
guarantees as credit enhancement tool/collateral -

a) Guarantees in respect of loans to public sector enterprises including co-
operative enterprises engaged in commercial activity but where banks/
financial institutions are unwilling to extend support to the enterprises in the
absence of government guarantee.

b) Guarantees in respect of advances to state enterprises for specific projects of
a non-commercial nature such as housing for weaker sections, corporations
for scheduled caste/scheduled tribe, municipal bodies, housing boards,
transport corporations and other projects involving social or economic
infrastructure and urban development.

c) Guarantees in respect of loans taken by State Electricity Boards for financing
capital works, rural electrification, etc.

d) Guarantees in respect of bonds issued by public utilities and other special
purpose vehicles such as, water and sewerage boards, road transport
corporations, irrigation corporations, housing development agencies and

corporations.
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e) Guarantees favouring World Bank, Asian Development Bank and other
parastatal bodies in respect of large project loans sanctioned by them to the

State.

4.12 With the increase in lending to State PSEs, obtaining State Government
guarantees became a norm for the banks. To address the growing risk to the banking
system on account of increasing banking sector exposure to state owned entities
backed by State Government guarantee, banks were advised by RBI not to
compromise on proper credit appraisal and to ensure close monitoring of the

intrinsically viable projects that were financed.

4.13 An RBI regulated entity is allowed to reckon a State Government guarantee
received on behalf of a borrower as an instrument of credit risk mitigation. Exposures
backed by State Government guarantees also enjoy the benefit of concessional risk
weight for the purpose of assessing their capital adequacy. When State Government
guarantee is used as a credit risk mitigant, the risk exposure shifts to the State

Government.

4.14 Generally, Government owned NBFCs have exposure to claims guaranteed by
State Government. When banks lend to such NBFCs, it indirectly exposes them to

the claims guaranteed by the State Governments.

4.15 The Group is informed that there have been instances where banks have not
strictly complied with the extant RBI guidelines on assessment of commercial
viability, ascertainment of revenue streams for debt servicing obligations and
monitoring of end-use of funds while financing infrastructure/ housing projects of
government owned entities. Though the extant guidelines for the banks have been
reiterated by RBI on June 14, 2022, the Group is of the view that apart from the
lending financial institutions, it is also in the interest of the respective State
Governments to ensure that the repayment/ servicing of such debt is not done out of

their budgetary resources.
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Chapter V
Recommendations

5.1 Guarantees or contingent liabilities are potential liabilities that depend on the
occurring of an unforeseen future event. If these liabilities are realised without having
adequate buffer, it may imply increase in expenditure, deficit and debt levels for the
State Government. It is, therefore, important to assess, monitor and be prudent while
issuing guarantees. Besides, State Governments need to be consistent and

transparent in terms of disclosure of information on guarantees.

5.2 In pursuance of the guidelines suggested by the various Committees set up
under the aegis of RBI and the State Finance Secretaries (SFS) Conference, most
of the states have adopted risk mitigation measures which, inter alia, include fixing
ceiling on guarantees, setting up of reserve funds, i.e., CSF/ GRF, levying guarantee
fee, publishing information relating to total outstanding guarantee, risk categorization
of the guarantees, etc. It is, however, observed that all the states have not
implemented these measures. Also, there is lack of uniformity amongst states while

putting in place these measures.
Recommendations

5.3 The Working Group makes the following recommendations:

Definition of Guarantees

5.4 There should not be any distinction made between Conditional/ Unconditional,
Financial/ Performance guarantees as far as assessment of fiscal risk is concerned
as all of these are in the nature of contingent liability that might get crystallized on a

future date.

5.5 The word ‘Guarantee’ should be used in a broader sense and may include
instruments, by whatever name they are called, if these create obligation on the part
of the Guarantor (State) for making payment on behalf of the borrower (State

Enterprise) at a future date, contingent or otherwise.
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Guidelines for Guarantee Policy
5.6 State Governments may be guided by the guidelines issued by the Government
of India (Gol, 2022) while formulating their own Guarantee policy:
e Guarantees may be given only for principal amount and normal interest
component of the underlying loan;
e Guarantees may not be extended for external commercial borrowings;
e State Government may not extend guarantee for more than 80 per cent of
the project loan, depending on the conditions imposed by the lender;
e Guarantees once approved, shall not be transferred to any other agency
without the prior approval of the Finance Department;
e Government guarantees shall not be provided to private sector companies/
institutions; and
e Appropriate pre-conditions may be specified by the Government while
giving the guarantees, e.g., period of guarantee, levy of fee to cover risk,
representation for Government on the Board of Management of the
borrowing entity, mortgage or lien on its assets, submission of periodic

reports and accounts to Government, right to get its accounts audited etc.

5.7 Purpose for which Government Guarantees may be issued, should be clearly
defined in line with Rule 276 of General Financial Rules, 2017 (Gol, 2017), to ensure
the financial viability of projects or activities undertaken by Government entities with
significant social and economic benefits; to enable state public sector entities to raise
resources at lower interest charges or on more favourable terms; to fulfil the
requirement in cases where state guarantee is a precondition for concessional loans
from bilateral/ multilateral agencies to the borrowing entities. Government
Guarantees should, however, not be used to obtain finance through State owned
entities, which substitutes budgetary resources of the State Government.
Government Guarantees should not be allowed for creating direct liability /de-facto

liability on the state.
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Risk Categorization

5.8 The Group suggests that the states should classify the projects/ activities as
high risk, medium risk and low risk and assign appropriate risk weights before
extending guarantees (RBI, 2002). Such risk categorisation should also take into
consideration past record of defaults. The states should conservatively keep the
lowest slab of risk weight at 100 per cent. Additionally, states should disclose their

methodology for assigning the risk weights.

Ceiling on Guarantees

5.9 A reasonable ceiling on issuance of guarantees may be desirable, as their
invocation could lead to significant fiscal stress on the State Governments. The
Group recommends a ceiling for incremental guarantees issued during a year at 5

per cent of Revenue Receipts or 0.5 per cent of GSDP, whichever is less.

5.10 Nominal value of guarantees as compared to their risk-weighted value may be
used for arriving at the ceiling linked to total revenue receipt or GSDP, as the case

may be.

Guarantee Fee

5.11 The guarantee fee charged should reflect the riskiness of the borrowers /
projects / activities. A minimum of 0.25 per cent per annum may be considered as
the base or minimum guarantee fee and additional risk premium, based on risk
assessment by the State Government, may be charged to each risk category of
issuances. The Guarantee fee should also be linked to the tenor of the underlying

loan.
Reserve Fund

5.12 Apart from serving the purpose for which it is constituted, maintaining GRF with
RBI is advantageous for the states as they are entitled to avail short-term funds from
RBI under SDF at a concessional rate for meeting temporary mismatches in their
cash flows. The Group, therefore, recommends that the States which are currently
not members of the GRF should consider becoming members at the earliest.
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5.13 States should continue with their contributions towards building up the GRF to
a desirable level of five per cent of their total outstanding guarantees over a period
of five years from the date of constitution of the fund. The corpus may be maintained

on a rolling basis thereafter.
Administrative and Institutional Mechanism for Monitoring

5.14 State Governments may insist on the state undertakings, whose borrowings are
guaranteed to set up an arrangement for provisions for meeting possible shortfalls in
project earnings. The borrowing state enterprises should set up escrow accounts with
predetermined and regular contributions from project earnings (RBI, 1999 and RBI,
2002). In case revenue of the project suffers for any reason, repayments could be

made out of these accounts before resorting to State Government guarantees.

5.15 To develop a proper database for capturing all guarantees extended by the
State Government, a unit responsible for tracking all the guarantees may be
designated at the state level (preferably, within the Department of Finance) (RBI,
2002). The unit thus created would act as a Monitoring Unit (MU) and would be
responsible for compilation, consolidation, maintenance of the database on

guarantees and monitoring the same on a continuous basis.
Disclosure Standards

5.16 Transparency and disclosure are crucial to enhance market discipline. In order
to ensure uniformity and consistency in data being reported, the State Governments
may publish/ disclose data relating to guarantees, as per the IGAS (Annex 1)
recommended by Government of India (Gol, 2010), which can also be used by CAG
for their audit and by RBI for its annual publication ‘State Finances: A Study of

Budgets'.

5.17 Availability of guarantees data both from the issuers’ side (i.e., State
Governments) as well as from the side of the lenders/ investors may improve the
credibility of the data being reported/ published by the State Government. RBI may
consider advising the banks/ NBFCs to disclose the credit extended to state owned
entities, backed by State Government guarantees.

39



Honouring of Guarantees

5.18 The delay in honouring guaranteed obligations, may affect the sanctity of
guarantees issued, which may result in reputational risk and legal risk for the state
Government (RBI, 1999). Banks and financial institutions may be wary of extending
any fresh finance to any state enterprise if the state has failed in honouring its
guarantee commitments. Also, fresh guarantees issued by the State Government may
not be readily accepted by the lenders/investors. It is, therefore, in the interest of the
State Governments to ensure that all guarantees in respect of loans and bonds, when

there is a default, are honoured without delay.

*kkkkkkkk
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Table 1: Guarantees Given by the State Government

Annex |

Sector/Class | Maximum | Outstanding | Additions during the | Deletions
(No. of amount at the year (Rs.) (other
Guarantees | guaranteed | beginning of than
within during the the year invoked)
bracket) year (Rs.) (Rs.) during the
year (Rs.)
1 2 3 4 5
Invoked during the year | Outstanding Guarantee Other
(Rs.) at the end Commission or fee material
of the year (Rs.) details
(Rs.)
Discharged Not Receivable | Received
Discharged
6 7 8 9 10 11
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Annex I
Recommendations of Previous Committees/ Groups

Technical Committee on State Government Guarantees (1999)

Ceiling on guarantees
In the interest of ensuring fiscal sustainability and ensuring more discrimination and selectivity
in the matter of taking and giving of guarantees, it will be desirable for State Governments to
fix a ceiling on guarantees and such a ceiling will have transparency, sanctity and operational
relevance only if legislated, as explicitly enabled in the Constitution of India. This is being
practised already in some States where an overall ceiling on guarantees is legislated, and
such ceilings are changed by legislative amendments.

Parameters and basis for the ceiling on Guarantees

There could be four parameters that could be used for fixing the ceiling on guarantees.

(a) One approach is to link guarantees to a dynamic variable such as NSDP. Total
outstanding debt plus one-third of outstanding guarantees should not exceed, say, 50
per cent of the NSDP. A modification of this parameter is suggested for those States,
where guarantees have been used to raise resources for infrastructure, so as to give
equal weight to guarantees and debt, for guarantees issued since 1994-95.

(b) The second approach is based on the argument that the NSDP is not a parameter that
is within the ambit of the budgetary management of the State governments and it is
more appropriate to link guarantees to revenue receipts. Refining this approach further,
each State Government could work out the flexible cash available with it each year
after deducting the obligatory expenditure such as salary, pension, amortisation and
interest payments from the Central tax devolution, States own tax revenues and non-
tax revenues. Depending on the maturity pattern and nature of the loans guaranteed
and using the same equation of debt to guarantee as under the first parameter, the
likely outflows on account of guarantees, letter of comfort, tripartite payment
agreements, escrow accounts etc., could be worked out and then related to the
coverage available against the flexible cash flow. A coverage of 10:1 should be
maintained over the period of the loans/guarantee. The net present value concept
could be incorporated in this approach.

(c) The third approach is to link the guarantees and debt to the consolidated fund itself.
Thus, the parameter would be that guarantees plus debt together do not exceed twice
the receipts in the consolidated fund.

(d) The fourth approach is to ensure that the ratio of incremental guarantees to incremental
net market borrowings is kept constant or brought down

There should be sufficient flexibility to each State Government to choose the most
appropriate parameter while ensuring transparency in respect of all the parameters. While
each state may legislate on the ceiling on guarantees, it should have the freedom to
choose any of the parameters listed above to serve as the basis for fixing the ceiling.
Simultaneously, there is advantage in reporting to the legislature the extant position in
terms of each of the four parameters.



Selectivity in calling for and providing of guarantees

The proposal for prescribing a ceiling on guarantees is practical only if there is more

selectivity in the calling for of and in the providing of guarantees. Such selectivity can be

practised, inter alia, in the following ways:

(a) Each State may lay down the procedures to be followed in case of projects or units
where State guarantee is involved, identifying a nodal officer in the Finance
department, who could co-ordinate the proposals involving guarantees. It will also be
in the interest of banks and financial institutions to involve the Finance Departments in
any financial arrangement involving the provision of guarantee by State Governments.

(b) Some degree of risk sharing between the lenders/investors, borrowers and State
Government is desirable in the interest of ensuring efficient utilisation of funds and
financial discipline. Instead of State Governments providing guarantee for 100 per cent
of the loan/bond, guarantee could be restricted to 75 per cent to start with and adjusted
suitably depending upon the project with the concurrence of the investor/lender.

(c) States may give immediate attention to finalisation of the audited accounts of State
public sector enterprises in order to minimise the cases where guarantees are
required.

(d) Where State level housing and urban development agencies do not have clear title for
the immovable properties owned /held by them, the States could explore the possibility
of creating a deed of transfer similar to that executed by the Government of Tamil
Nadu, to obviate the need for guarantees especially in favour of HUDCO and LIC for
housing loans and for loans to develop urban property especially for commercial
purposes.

(e) In the interest of ensuring better selectivity in the matter of giving guarantees,
NABARD, the finance and the co-operation department of the State Government
should together formulate a plan based on historical default at various levels, to
minimise the need for provision of guarantees. The possibility of introducing a system
of ‘risk sharing’ between the State Government, NABARD and the co-operatives bank
could also be considered.

() Amendment to the NCDC Act, removing the mandatory requirement of guarantee, may
be expedited. In sanctioning loans, NCDC could be governed more by the viability of
the project assisted and the financial position of the co-operative assisted so that the
need for guarantee is automatically obviated. As in the case of NABARD, introduction
of a system of risk sharing could be thought of.

(g) The reasons for asking for guarantee could be given in writing by the banks and
financial institutions to the Finance Secretary, who could either justify the intrinsic
viability or take steps to improve the viability.

(h) Even for non-commercial projects requiring guarantees, States will need to evolve
arrangements for increasing the stake in such projects by each of the stake holders
viz., the beneficiaries, the Government and the financial institutions.

() In case of infrastructure projects there could be greater selectivity in the matter of
calling for and providing of guarantees. Where guarantees are given for infrastructure
projects, there should be some accountability for implementation and milestones could
be drawn up for monitoring. The availability of guarantee must not lead to a feeling that
the bonds/ borrowings backed by such guarantee do not have to be serviced by the
project itself.

()) At present, once guarantees are given, there is no review as to whether they need to
be continued if the project has attained viability. States could consider phasing out of
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guarantees in concurrence with financing agencies/rating agencies/trustee on behalf
of bond holders as and when the projects achieve viability. To reach this objective,
milestones could be specified for each project which could be monitored; on reaching
the milestone, the guarantee could be phased out or extent of risk covered by the
guarantee reduced.

Honouring of Guarantees

It is in the interest of State Governments to ensure that all guarantees in respect of loans
and bonds are immediately honoured whenever there is default. The manner in which the
States handle the issue of default in honouring of guarantees will play a very important
role in ensuring the success of their market borrowing programme. If necessary, as has
been done by some States, RBI could be authorised to earmark or pre-empt a portion of
the new loans towards the arrears in payment of interest and principal on loans and bonds.
Alternatively, special bonds could be issued to banks and financial institutions in lieu of
the accumulated arrears of payment due from State governments under invoked
guarantees. Each bond issued could be limited to the specific amount of guarantees
invoked by the bank/financial institution concerned, based on market- related interest rate
so that such bonds could be also traded in the secondary market. Both these measures
should be viewed as exceptional one-time measures so as to avoid moral hazard.

Letter of Comfort

As there is an implicit liability arising out of a letter of comfort and there is a need to contain
contingent liabilities devolving upon it, State government may eschew the practice of
providing letters of comforts and where letter of comfort from State government is required,
credit enhancement may be provided through explicit guarantees within the overall limit
fixed for the purpose. As regards letters of comfort provided in past, full details may be
disclosed in the budget documents and may be included in reckoning the ceiling on
guarantees.

Disclosure transparency and reporting of guarantees
Comprehensive information on guarantees as also letters of comfort wherever issued
should be disclosed by the State governments in the major budget document i.e., Budget
at a Glance on as contemporaneous a basis as possible.

The proposal for ceiling on guarantees using whichever parameter the State government
feels is appropriate for it, should be brought to the legislature before the next year’s budget
formulation exercise say, by September, so that the ceiling can be debated and legislated
upon.

Tripartite Structured Payment Arrangements

Structured payment arrangements provide mechanisms for assured payment by State
Governments even where there is no guarantee whereas under guarantees issued by the
State governments there is no such mechanism. Such arrangements should be
discouraged as the financing decision is then not based on the intrinsic viability of the
project but the availability of such assured payment arrangement. Simultaneous with
prescribing a ceiling on guarantees and ensuring selectivity in issuing guarantees, such
structured payments should be included in the guarantees reported and subject to the
limits fixed by the States.
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Escrow mechanisms for IPP
State governments should encourage the State Electricity Boards to build up a risk fund
to handle the contingent liability on account of exchange risk under escrow account
arrangements provided to IPPs. Along with disclosure of guarantees, States should also
disclose the revalued liabilities of the State Electricity Boards under IPPs or similar
arrangements for other utilities.

Standardisation of documentation
Standardisation of guarantee documents though desirable would be difficult. Each State
government could however evolve its own standard documentation for guarantees.

Guarantee fee and constitution of a Contingency Fund for guarantees

Normally, the guarantee fee should be so structured that the receipts from such fees will
take care of the devolvement. Guarantee fees should be invariably charged, appropriately
calculated and properly accounted for. The charging of guarantee fee should be
rationalised and each State should set up a contingency fund or make some provision for
discharging the devolvement under guarantees. The fees collected should be credited to
the fund set up for the purpose.

Monitoring of Guarantees

As part of exercises leading to budget, Committee recommends that guarantees given
by State governments may be made a regular item of discussion during the annual plan
discussion, specifically at the stage of resource mobilisation exercise.

Implicit Contingent Liabilities

In line with the trend towards consolidated presentation of accounts, the Committee
recommends that a summary of the financial statements of 100 per cent State-owned
corporations may form part of the notes relating to budgets of the State governments.
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Core Group on Voluntary Disclosure Norms for State Governments (2001)

The States which have already started publishing “Budget at a Glance” may be
persuaded to disseminate more information on a time series basis, especially data on
major fiscal indicators viz., revenue deficit, primary deficit, tax revenue, interest
payments, subsidies, contingent liabilities including guarantees etc.

Other States are encouraged to initiate necessary steps towards publishing “Budget at a
Glance” and also some of the time series data on a few fiscal indicators as mentioned
above. Since these State Governments have some time left with them for preparation of
the Annual Budget 2001-02, there is a scope for attempting this suggestion.

In the medium term, States are encouraged to move towards publishing ‘Budget
Summary’ as given in Annexure —3. The Group fully agreed that although there may be
some gaps in the initial stage, States are encouraged to make improvement in the
subsequent years, once they gain enough expertise. Some of the major States, which
have necessary skills, may move towards publishing the suggested Budget Summary as
early as possible. This could help other States in emulating the practice.

The State Finance Secretaries Forum may assess the progress under this sphere after
a period of two years so as to chalk out further programme of action.

It is important to mention that the suggested format (Budget Summary) could be
considered as an ultimate goal of State Governments in the transparency practices with
regard to budget exercise.

Availability of high frequency data in the website is the order of the day. State
Governments are encouraged to use this opportunity so that they can develop their own
website and start publishing the data in this website. At a later point of time this would
also provide an opportunity for them to move towards high frequency data viz., monthly,
quarterly or half yearly. Publishing high frequency data would help the authorities in
assessing the performance and to plan for the future.



Group to Assess the Fiscal Risk of State Government Guarantees (2002)

The Group noted the developments in the management of guarantees by states vis-a-vis
the recommendations of the Technical Committee. Seven states (Assam, Goa, Gujarat,
Karnataka, Rajasthan, Sikkim, West Bengal) have in place either an administrative or
statutory limit on guarantees with two more states (Kerala and Tamil Nadu) in the process
of fixing a ceiling.

On the issue of transparency, the Group was of the view that the states need to publish
data regarding guarantees regularly, in the format recommended by the Group of Finance
Secretaries in the annual budget. To further improve transparency, it is recommended that
both the annual sanctions of guarantees and outstanding amount need to be disclosed in
the state budget. Further, in order that a proper database is created for capturing all
guarantees, a Tracking Unit for guarantees may be designated (in the Ministry of Finance)
at the state level. In the interest of financial stability and transparency, in addition, states
may disclose the information on default, invocation and payment performance.

The Group noticed the continuously rising trend of outstanding guarantees which grew at
an average rate of about 16 per cent per annum during the period 1992-2001. In terms of
sectoral distribution, the power sector at 44.6 per cent was the largest constituent of
outstanding guarantees. As for beneficiaries, banks at about 15 per cent and all-India
financial institutions at about 25 per cent were significant as an investor class. Although
financial institutions are increasingly becoming conscious about the importance of proper
risk assessment of projects, some institutions continue to insist on guarantees, either
because it is mandated in the Acts governing them or as a conscious policy. The Group
studied such Act provisions/policies of major institutions and recommended that the need
for extending guarantees in favour of central financing agencies owned by Government
should be examined and even done away with. It is essential that the lending institution
should undertake due diligence and examine the commercial viability of the project instead
of relying on State government guarantee. Insistence on viability of projects and
generation of adequate repayment capacity will push through reforms in the area of levying
user charges and removal of subsidies so essential in the reform process. The Group also
recommended that where guarantee is taken as credit enhancement, it should be reflected
in reduction in the lending rate.

The Group studied the methodology for assessing fiscal risk of guarantee obligations
prevailing internationally. While it recognized the importance of classifying guarantees in
terms of their default probabilities, it concluded that in the Indian context this methodology
would not accurately reflect the fiscal risk in guarantees. It suggested the following
methodology:

a. One of the first steps in assessing the fiscal risk of guarantees is to clearly segregate
those which are effectively in the nature of direct liabilities and report these
separately and assess the risk of such guarantees at 100% viz. as equal to debt.
Such guarantees should be clubbed with debt while assessing the debt profile of
the State for all purposes. A large number of guarantees fell in this category. It was
noted by the Group that the Ministry of Finance, Government of India has already
adopted a similar approach in the discussions under the Medium Term Fiscal
Reforms Programme. For such guarantees, which are more like debt, it is apparent
that the repayment provision should be made in the budget itself. Ministry of



Finance, Government of India, will have to assess this while finalising the Plan and
borrowing programme of the State.

b. For the rest of the guarantees, measuring the fiscal risk is necessary. This would
involve further classification of the projects/ activities as high risk, medium risk, low
risk and very low risk and assigning appropriate risk weights. The assessment of
risk will be done at the State level. For making such assessment there are various
options that can be adopted by the States. Making use of credit rating of bonds is
one option. Government of India has already instructed that all bonds issued in
future with government guarantee will have to be compulsorily credit rated. While
reiterating the importance of compulsory credit rating, it should be kept in mind that
invariably the rating is enhanced because of the availability of guarantee or some
structured payment mechanism. State Governments should, in such cases, assess
the risk sans guarantee with the assistance of rating agencies. It is therefore
necessary that for all such guaranteed bonds, a dual rating, with and without
guarantee, should be obtained. The rating, without taking into account guarantee,
could then be used for purposes of classifying into high risk, medium risk, low risk
and very low risk. In respect of existing loans and bonds a similar exercise can be
undertaken by the State Finance Departments.

c. Once the guarantees have been categorized into Very Low, Low, Medium and High-
risk categories, the finance departments of states will have to use their judgement
to assign devolvement probability to each risk category, say 5% for very low risk,
25% for low risk, 50% for medium risk and 75% for high risk. The translation of risk
assessment to devolvement probability is essentially a matter of judgement and is
best left to individual States. The devolvement probability could then be applied to
the underlying liabilities which are guaranteed to estimate the guarantee
devolvement obligation, which could then be added to debt service obligation to
arrive at the annual fiscal burden of debt and guarantees.

d. The guarantee commissions charged by States do not bear much relation to the
underlying risk and may not be sufficient to constitute the Guarantee Redemption
Fund (GRF). Secondly, it is infeasible at the present stage to increase guarantee
commission as most bodies in favour of whom guarantees are extended are also in
the public sector. Therefore, the Group recommends that at least an amount equal
to 1 per cent of outstanding guarantees may be transferred to the GRF each year
from the fisc specifically, to meet the additional fiscal risk arising on account of
guarantees. The guarantee commission collected could also be credited to this
Fund.

e. The Group felt that increasing the existing rates of guarantee commission may not
be practical as the projects will not be able to bear additional guarantees, although
merit was seen in linking guarantee fee to the category of risk. It can be left to each
state to decide whether it would like to charge guarantee fee according to risk
category.

f. As per the 11" Finance Commission, States should aim to limit interest payments
to 18% of revenue receipts in the medium term. This norm could be modified to
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include possible devolvement on account of guarantee obligations of the states on
the basis of the methodology indicated above, and the total obligation should not
exceed 20% of revenue receipts. This will automatically serve as one measure for
capping guarantees. Many states may have currently debt service plus guarantee
obligation in excess of 20%. In their cases it is imperative to place limits on
incremental guarantees in any year in relation to revenue receipts.

. In order to have a norm in terms of debt sustainability the underlying guarantee
liabilities can be mapped out and likely amount of devolvement could be estimated
for future years. The total of such likely devolvement during the life of the
guarantees could then be treated as normal debt and clubbed together with debt
obligations. Together, the liability could be measured as a ratio of SDP to ensure
that debt plus likely devolvement on guarantees during its life is sustainable and to
ensure that guarantees are also captured in such measures. To refine such
measures the sustainability can be worked out in terms of net present values and
then measured as ratio of SDP.

. It was also felt that apart from assessing the fiscal risk and making provisions, the
State Government should also take administrative measures to discipline the state
level undertakings whose borrowings are guaranteed and set up an arrangement
whereby they make provisions to meet possible shortfalls in project earnings. The
Group recommends one of the following two methods to be used at the discretion
of the state governments.

i. The borrowing SPV/PSU/Co-operative/Local body be made to set up escrow
accounts with contributions from project earnings on a predetermined and
regular schedule. In the event of the revenue of the project suffering for any
reason, repayments to the guaranteed bond/loan holders could be made out
of these accounts before resorting to state government guarantees.

ii. A proper valuation of the user charges may be made and they may be
enhanced suitably to go into a contingency fund/provision in the books of the
borrowing institution, to be accessed in case of shortfalls in revenue.

It was felt that while any one of these contingency measures is very essential, the

actual choice of which alternative to adopt and the mechanics of such an
arrangement are best left to the individual state governments.
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Working Group on Information on State Government Guaranteed Advances and Bonds

(2003)

Getting Information in Respect of Entities Not Regulated by RBI

In order to get information from the entities that are not regulated by the RBI, the RBI would
need to make formal requests to the various regulators such as, the IRDA, NABARD, NHB
and the regulator for PFs for compilation and onward transmission of the data to the RBI.

Reporting Format and Periodicity

The Group decided to keep the reporting format simple for the ease of reporting by the
financial market participants and yet comprehensive. The reporting format designed by the
Group is divided into three parts. The first and the second parts cover State Government
guaranteed loans and advances, and investments, respectively, while the third part
provides inter-temporal movements in defaults.

While these formats would provide an improved way of presentation of existing data, the
various regulators ought to improve upon their data gathering process in order to provide
for a comprehensive database as per the format prepared.

The periodicity of the return would be half-yearly with a lag of one month (e.g., the data for
end-March would be furnished by end-April). During the interregnum (i.e., between the
reporting date and the date of furnishing the return), if it is seen that some borrowers have
repaid their dues, the same could be indicated in a footnote.

Modalities for Collection of Data

The present practice on the collection of data should continue. Hence, DBS, FID, DNBS
and UBD would be collecting data from commercial banks, select AlFls, NBFCs and
UCBs, respectively. To begin with, UBD would compile data in respect of the scheduled
UCBs (56 at present). Over time, UBD could devise a mechanism to obtain timely data
from the non-scheduled UCBs as well. As regards the categories of investors not
supervised by the RBI, the Group felt that IRDA would collect and forward data to the RBI
for insurance companies, NHB in respect of HFCs and HUDCO, NABARD in respect of
rural co-operative banks, RRBs, NCDC, etc. Besides, the Central Government (Ministry of
Labour) would collect and forward data to the RBI in respect of Provident Fund Trusts and
the Ministry of Power in respect of PFC, REC, etc.

There should be a central point or ‘data warehouse’ on all State government guaranteed
loans and bonds in order to get an aggregate view. A small Core Group may be set up
consisting of IT personnel and functional officials from within and outside the RBI that
would assess the size of the database, complexity in collection, Management Information
System (MIS) expected from the database, issues relating to sharing of data among
different departments within RBI and outside RBI, etc. The Core Group may also
recommend the suitable IT platform. In this regard, the Core Group could examine whether
the Bank’s Central Database Management System (CDBMS), which has the state of the
art IT platform and constant online support, has the capacity to handle this kind of data
consolidation and maintenance on an ongoing basis.



Transparency in Information Disclosure

The Working Group examined the desirability of disseminating the information related to
defaults. While this could be a welcome course from the investor protection angle, legal
complexities may come in the way of disseminating the entire spectrum of information on
defaults available with the regulators to the public. Since the group did not have the
mandate to decide on the legal aspects and decided to leave it to each of the regulators
involved to seek legal opinion on the issue.

Instead of publication of data at the issuer level, which in any case is being addressed by
the GASAB, the Working Group viewed that (i) individual lender/investor-wise data (broken
up into sectors) and (ii) State-wise data on guaranteed advances and investments
(including defaults) could be disseminated through the RBI publications (Report on State
Finances and Report on Trend and Progress of Banking in India) as at the end of
September and the Annual Report as at the end of March). The data on defaults could
also be disseminated through the RBI web-site. The implications of this dissemination
would be that there would be greater awareness about the likely fiscal risk of providing
guarantees and the risk posed by State Government guarantees for financial stability.

It would be impracticable to capture data on investments by individuals and non-financial
corporates (i.e., other than financial institutional investors and lenders), partly because
they are too numerous and partly because they have a limited exposure in terms of
subscription to guaranteed investments.
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Working Group on Compilation of State Government Liabilities (2005)

The availability of reliable and comparable data on debt is critical for assessing the
sustainability of public finances and for other analytical purposes.

At present, there appears to be no unanimity about the exact level, composition,
and the methodology for compiling the liabilities of State Governments in India. In
fact, there is a great deal of adhocism in the compilation of debt statistics.

The budget documents of the State Governments do not provide data on their
outstanding liabilities. Such data are, however, provided in the ‘Finance Accounts’
of the State Governments, but these reports are not available in respect of all State
Governments on a timely basis. The Combined Finance and Revenue Accounts of
the Central and State Governments are also released with a great deal of time lag.
Moreover, some issues relating to coverage of liabilities need to be addressed.
Debt and liabilities should be considered as synonymous. Accordingly, all
borrowings which are repayable and/or on which interest accrues, are to be
considered as debt.

Compilation of data on debt should be consistent with the Gross Fiscal Deficit
(GFD).

Total budgetary liabilities of State Governments may be decomposed in four
categories viz. (i) Public Debt; (ii) Ways and Means Advances and Overdrafts from
the RBI or any other bank; (iii) Public Accounts; and (iv) Contingency Fund. This
treatment would be in conformity with the international best practices.

Public Debt would include open market borrowings, borrowings from banks and
financial institutions, Special Securities issued to the National Small Savings Fund,
Bonds/Debentures which are issued by the State Government and loans from the
Central Government.

Public Accounts would include State Provident Funds, Small Savings, Insurance
and Pension Funds, Reserve Funds and Deposits and Advances.

The following items (under the Capital Account of the State Government budget)
should not be included in debt or GFD: (i) Remittances; (ii) Suspense and
Miscellaneous; (iii) Appropriation to Contingency Fund (since all these are largely
adjusting heads which eventually get cleared within or across accounts); and (iv)
Decrease in Cash Balances (since it does not induce additional liability). These may,
however, be shown as memo items.

The implicit liabilities of State Governments including guarantees, off-Budget
Borrowings, Pension Fund and State Public Sector Liabilities should be excluded
from the definition of State Government budgetary liabilities or debt.

The information on the State Government liabilities may be published in the State
Government budget documents under the following Statements: (1) Budgetary
Liabilities of State Government (outstanding at end-March) and their break-up; (2)
Details of Guarantees given by the State Governments (GASAB Format); (3)
Assessed Fiscal Risk of State Government Guarantees; (4) Off-Budget Borrowings
of State Government; (5) Liabilities of State Government Public Sector
Undertakings; and (6) Other Implicit Liabilities of the State

Government (including pension liabilities). An additional Statement (7) on Subsidies
provided by the State Government may also be published.

Four Annexes to Statement 1 may also be published which would provide details
(outstanding amount, rate of interest, date of maturity, etc) of open market



borrowings, loans from Centre, borrowings from banks/financial institutions and
special securities issued to NSSF, respectively.

The Group recognizes that there are widely differing views on the inclusion of
various implicit liabilities in order to obtain the aggregate liabilities of the State
Governments, on which a consensus may emerge over a period time. Priority may,
however, need to be accorded to the task of collating and publishing data on the
different parameters, as set out in Statements 1 to 7, which should be available with
the State Governments.

Statements (1) along with the Annexes and (2) above may be published in the
budget documents of the State Governments with effect from the fiscal year 2006-
07. The remaining Statements should be published by the State Governments as
soon as possible. In case it is not possible to bring out all the remaining Statements
at the same time, a graduated approach for publication could be adopted.

The Government of India, RBI and other institutions could help the States in creating
necessary capacity, systems and processes and acquiring technology to compile
data on liabilities.

The following arrangements may be made for compiling the data: (a) RBI will
provide the data on outstanding market borrowings to the State Governments; (b)
The Central Government may provide the details regarding the loans from Centre
to the State Governments and Special securities issued by the States to NSSF; and
(c) The data on borrowings from banks and financial institutions and any other such
transactions, may be provided by the State Governments.

For ensuring the consistency in the data, it is desirable that a single agency
compiles and disseminates the information on outstanding liabilities of all the States.
Although the State Governments are the most reliable sources of such information,
the task cannot be fully entrusted to them unless it becomes an obligatory part of
the State Budget documents. RBI can then act as a single agency putting estimates
of liabilities of all States together in a single publication, as it does for the State
Budgets.

Timely availability of audited data on State Government budgetary transactions
continues to be beset with some difficulties, which need to be addressed by the
concerned entities at the earliest. The CAG may also compile and publish the
audited data on liabilities in addition to the Finance Accounts of the States. The non-
availability of audited data should not delay the reporting of data on liabilities as per
the ‘accounts’ (un-audited), revised estimates and budget estimates of the latest
years, on the basis of the recommended institutional arrangements.

Till such time that the State Governments are not in a position to publish the
requisite data on their outstanding liabilities in their budget documents, all the above
data may be furnished by the concerned institutions to the RBI, as a transitional
measure, to enable consolidation and publication.

The RBI should compile the (latest available) ‘accounts’ (un-audited) and (revised
and budget) estimates of liabilities of all the State Governments and publish the
same in its regular annual publication on State Budgets, from the viewpoint of data
dissemination and to facilitate academic and policy research. The CAG may provide
the latest available audited data on liabilities and the same could also be reported
by the RBI in its annual study on State budgets, along with the ‘accounts’ (un-
audited), revised estimates and budget estimates of more recent years.
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Survey of Disclosure of Contingent Liabilities in State Budget Documents

Annex Il

Guarantee

Guarantee Ceiling

. . Guarantee
States Coverage of R'élsz\r/:'n%g;ed Redemption
Format/Information Information Fund
Disclosure provided Provided
1 2 3 4 5 6 7
FRBM Document IGAS Sector wise To limit the amount of annual incremental guarantees
orm D- total 0 90 per cent of the total revenue receipts in the year
F D- 4 | to 90 t of the total t th
Annexure to preceding the current year (State Finances Audit
Budget (Statement Report 2021, CAG).
of Government
FRBM FRBM
If\rgggg?w Guacr)zmgﬁsén%ebt Department / Document Document
POSt IGAS Institution (Form D-5) (Form D-6)
securities lent to .
; wise
companies and
other
undertakings) Vol
V/2
Arunachal FRBM Document IGAS Dtlenpsatlirttl:rt]i(ce)rr]\t/ i i
Pradesh (Form D-3) .
wise
Department / To be restricted to 50 per cent of the State’s Own Tax
FRBM Document Others Institution i i and Non-Tax Revenue of the second preceding year
(Only total) wise (State Finances Audit Report 2023, CAG).
Assam
Department /
Memorandum IGAS Institution
wise
Department / FRBM State Government gives a guarantee subject to limits
Bihar FRBM Document IGAS Institution - Document | Prescribed by the Constitution of
wise India (State Finances Audit Report 2021, CAG).
FRBM The total outstanding guarantees in a financial year
FRBM Document Risk categor FRBM Document shall not exceed 70 per cent of the State Revenue
Chhattisgarh (Form D- 4) IGAS Wiseg y Document (Form D-6)- Receipts in the preceding year as reflected in the
(Form D-5) no data books of the Accountant General (State Finances

Audit Report 2021, CAG).




Guarantee Ceiling

Guarantee Guarantee
States Coverage of Rl(sz‘IEZ\rlg:ﬂthed Redemption
Format/Information Information Fund
Disclosure provided Provided
1 2 3 4 5 6 7
- - Limit of Rs.1,500 crore on outstanding guarantees
Statement under (State Finances Audit Report 2021, CAG).
sub section (2) of Date of validity, Department /
Goa section 3 of Goa amount and Institution
State Guarantee outstanding wise
Act, 1993
The limit for Guarantees is 320,000 crore (Gujarat
State Guarantees Act, 1963).
FRBM Document Only total FRBM FRBM
(Form B- 4) IGAS (No br_eak up Document Document
provided) (Form B- 5) (Form B- 6)
Gujarat
FRBM Document Others Department
(Table 3.11) (Only total) wise total
State guarantees extended during a financial year
FRBM Document _ FRBM may be currently limited to an amount not exceeding
(Form D- 4) IGAS Sector wise - Document one per cent of the GSDP.
(Form D-5)
Haryana
Annual Financial
Statement & IGAS Instltqun )
Explanatory wise

Memorandum
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https://cdnbbsr.s3waas.gov.in/s386e78499eeb33fb9cac16b7555b50767/uploads/2023/02/2023022339.pdf
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Guarantee Ceiling

Guarantee Guarantee
States Coverage of Rl(sz‘IEZ\rlg:ﬂthed Redemption
Format/Information Information Fund
Disclosure provided Provided
1 2 3 4 5 6 7
} ; Outstanding amount of guarantees including
FRBM Document tgatghii:qinl\g/l?;:jrgil:irgﬁ on I FRBM interest (criterion) is 40 per cent of total revenue
(Form 3) and outstanding at the nly Tota Document, - receiptin the preceding financial year (State Finances
(Form 3) Audit Report 2022, CAG).
end of current year. P
Explanatory
9 Himachal Memorandum
Pradesh (Table VI)
Explanatory Other - Maximum and Institution
Memorandum outstanding at the end wise Total Bifurcation of -
(Table V1) of current year. risk into
different
categories not
given
FRBM FRBM Ceiling applicable to the outstanding amount of
10 Jammu and FRBM Document IGAS Sector wise Document Document guarantees including interest (Criteria 7.5 per cent of
Kashmir (Form D- 4) (Form D- 5), (Form D- 6) GSDP of year preceding current year) (State
No data Finances Audit Report 2020, CAG).
11 Jharkhand - - - - -
Other — Maximum, Outstanding Guarantees should not exceed 80% of
Budget principal, interest and Institution Revenu_e R(Iecel:‘ipts of second preceding year (Medium
Memorandum guare}ntge wise Term Fiscal Plan).
commission
receivable
12 Karnataka
. Other - Maximum and .
Overview of . Sector wise
Budget outstanding at the end total
g

of current year.
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Guarantee Ceiling

Guarantee Guarantee
States Coverage of Rl(sz‘IEZ\rlg:ﬂthed Redemption
Format/Information Information Fund
Disclosure provided Provided
1 2 3 4 5 6 7
FRBM Document The total outstanding Government guarantees as on
(States Fiscal Other - Only Total Only total - - the first day of April of any year shall not exceed
Plan) Rupees twenty one thousand crores (State Finances
Other - Period of Audit Report 2018, CAG).
Guarantee, Date of
13 Kerala EXp'Srg(’:Erﬁit:'sls of
fononats | pledoea, Rateor | InStor
Interest, Total Amount
guaranteed,
Outstanding
FRBM Total guarantees should not exceed 80 per cent of the
14 glr 2%22? FRE(’EAO%)T:U_%GN’ IGAS Dv(\a/i% aerttr:tz?t - Document total revenue receipts in the preceding year (State
(Form F-8) Finances Audit Report, 2021, CAG).
Limits on guarantees to be given by the State
FRBM Document Department Government have not been fixed by the State
15 | Maharashtra (Form B-3) IGAS wise total ) ) Legislature (State Finances Audit Report, 2019,
CAG).
The total outstanding guarantees as of April 1% of any
16 Manipur FRBM Document, IGAS InstiFution ) ) year shall not _exceed thrice the State’s an Tax
(Form D-3) wise Revenue Receipts of the second preceding year
(State Finances Audit Report, 2021, CAG).
Restrict issuing of guarantees, except on selective
basis where the quality and viability of the scheme to
FRBM Document, Institution be guaranteed is properly analysed (there is no
17 Meghalaya (Form D-4) IGAS wise - statutory limit) (State Finances Audit Report, 2022,

CAG).
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Guarantee Ceiling

Guarantee Guarantee
States Coverage of Rl(sz‘IEZ\rlg:ﬂthed Redemption
Format/Information Information Fund
Disclosure provided Provided
1 2 3 4 5 6 7
FRBM Fixed the cap on Guarantees at 25 per cent of GSDP
. FRBM Document, Sector wise Document (State Finances Audit Report, 2021, CAG).
18 Mizoram (Form D-4) IGAS Total (Form D-5), no
data
No law has been passed by the State Legislature
under Article 293 of the Constitution laying down the
FRBM limit within which the Government may give guarantee
(Eocumggt)’ ERBM on the security of Consolidated Fund of the State
ituti orm D-9), State Finances Audit Report, 2022, CAG).
19 Nagaland FR%’;AO Pr:%’_%em’ IGAS Insvtxggon state is yet to Document ( P )
start measuring (Form D-6)
risk weights for
guarantees
FRBM Total outstanding guarantee as on 1st April every yegr
FRI?AM Document, Others (Only total) Only total ) Document, should not excged hundreq per cent (_Jf the State’s
nnexure | (Section 13) Revenue Receipts (excluding Grants-in-Aid) of the
2nd preceding year (State Finances Audit Report,
Others (Maximum 2021, CAG).
20 Odisha amount guarantee,
loan availed, I
Explanatory Institution
Memorandum guarantee wise i i
outstanding, security
pledged, rate of
guarantee fee)
Annual Financial oth . Outstanding guarantees were to be capped at
er - Maximum and - ) .
21 Punjab Statement, outstanding at the end Institution i i 80 per cent of revenue receipts of previous year
(Statement No. f wise (State Finances Audit Report, ended March 2022,
Xill) of current year. CAG).
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Guarantee Ceiling

Guarantee Guarantee
States Coverage of Rl(sz‘IEZ\r/g:ﬂthed Redemption
Format/Information Information Fund
Disclosure provided Provided
1 2 3 4 5 6 7
Institution/ FRBM )
22 Rajasthan FR(EIr\/Iar[Joc;rrIwze)nt, IGAS Sector wise - Document,
P Total (Prarup Pr-4)
Others (Only o The total outstanc_iing Government guarantee as on
23 Sikkim FRBM Document, Maxuimum In_stltut|on i i the 1% day of_ April of any year shall not exceed thrice
(Form D-3) Guarantee) wise Total the Tax receipts of the second preceding year (State
Finances Audit Report, 2021, CAG).
Other, With (loan & Cap on total outstanding guarantees to 100 per cent
i bonds) or without . of total Revenue Receipts of the preceding year and
Appgngllces to budge)tary (Loan, Appsn((jjlces to 10 per cent of Gross State Domestic Product (GSDP),
o Tamil Nadu Memgrgr?éum bonds, Letter of _ In_stitution Memgrgr?ctium ) whichever is lower and cap on risk weigh_ted
(Budget publication Comfort, Cash Credit, wise Total (Budget guarantees to _75 per cent of total Revenue Receipts
; Debentures) support o of the preceding year and 7.5 per cent of GSDP,
64); App. IV and total outstanding publication 64) whichever is lower ((State Finances Audit Report,
Guarantee 2021, CAG).
Other (Maximum Limits the amount of annual incremental risk weighted
amount guarantee, guarantees to 200 per cent of the total Revenue
Annexure 1o additions gluring the Receipts of the preceding year (State Finances Audit
Budget: Statement year, I_Deletlons (Opher Report, 2021, CAG).
of Go'vernment than invoked) during Departmer\t FRBM FRBM
25 Telangana Guarantees and the ygar), _ and Ingtltutlon Document, Document
Debt position) Vol Qutstandlng, I’ISK wise (Form D-5) (Form D-6)
V/2- Table | weighted Outsta_ndlng
guarantee, Risk
weight, Guarantee
Commission / Fees
o FRBM Ceiling appl@cable'to t'he outstanqling amount of
26 Tripura FRBM Document, IGAS Institution i Document, | 9uarantees including interest (Criteria) is one per cent
(Form D-4) wise (Form D-5) of GSDP (State Finances Audit Report, 2022, CAG).
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Guarantee Ceiling

Guarantee Guarantee
States Coverage of Rl(sz‘IEZ\rlg:ﬂthed Redemption
Format/Information Information Fund
Disclosure provided Provided
1 2 3 4 5 6 7
AFS Department i
27 | Uttar Pradesh ' IGAS and Institution - -
(Prapatr kh - 4) ;
wise
Outstanding guarantees capped within one per cent
Institution of the GSDP of that particular year. New guarantees
28 Uttarakhand AFS IGAS wise - - given during any year should not be more than 0.3 per
cent of the GSDP for that year (State Finances Audit
Report, 2021, CAG).
_ The total outstanding Government guarantees as on
FRBM Document | Cthers, few part|.cu|ars Department i FRBM the first day of April of any year shall not exceed 90
29 | West Bengal from IGAS; wise total Document | per cent of the State Revenue Receipts of the second
preceding year (State Finances Audit Report, 2021,
Budget document Selected items of Department CAG).

No. 6

IGAS Format,

wise break up
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