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Chapter |

Introduction

1.1 The Finance Commission was constituted by an Order of the President [SO No.557 (E) dated July 3, 1998], which

read as follows:

“In pursuance of the provisions of article 280 of the Constitution of India, and of the Finance Commission
(Miscellaneous Provisions) Act, 1951 (33 of 1951), the President is pleased to constitute a Finance Commission consisting
of Prof. A.M. Khusro, former Ambassador and Vice-Chancellor, as the Chairman and the following four other Members,

namely:-
1 ShriN.C. Jain, former Advocate General of Madhya Pradesh - Member
2. Shri J.C. Jetly, IAS (Retd.), former Secretary to Government of India - Member
3. Dr. Amaresh Bagchi, former Director of the National Institute of Public
Finance and Policy - Member
4. ShriT.N. Srivastava, 1AS - Member-Secretary

2. The Chairman and the other Members of the Commission shall hold office from the date on which they
respectively assume office up to the 31st day of December, 1999.

3. The Commission shall make recommendations as to the following matters:-

@

(b)

(c)

(@)

the distribution between the Union and the States of the net proceeds of taxes which are to be, or may
be, divided between them under Chapter 1 of Part Xll of the Constitution and the allocation between
the States of the respective shares of such proceeds;

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

the measures needed to augment the Consolidated Fund of a State to supplement the resources of the
Panchayats in the State on the basis of the recommendations made by the Finance Commission of the
State;

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

4.  The Commission shall review the state of the finances of the Union and the States and suggest ways and
means by which the governments, collectively and severally, may bring about a restructuring of the public finances so as
to restore budgetary balance and maintain macro economic stability.

5. In making its recommendations, the Commission shall have regard, among other considerations, to:-

0

(ii)

(iii)
(iv)

)

(vi)

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

revenue resources of the States for the five years commencing on 1st April, 2000, on the basis of the
levels of taxation possible to be reached in 1998-99, targets set for additional resources mobilisation
for the Plan and the potential for raising additional taxes;

the requirement of the States for meeting the Plan and non-Plan revenue expenditure; keeping in view
the need for generating surplus for capital investment and reducing fiscal deficit;

the maintenance and upkeep of capital assets and maintenance expenditure of plan schemes to be
completed by 31st March, 2000 and the norms on the basis of which specified amounts are
recommended for the maintenance of the capital assets and the manner of monitoring such expenditure;

the requirements of States for upgradation of standards in non-developmental and social sectors and
services particularly of States which are backward in general administration with a view to modernise
and rationalise the administrative set up in the interest of speed, efficiency and sound fiscal management;

the need for ensuring reasonable returns on investment by the States in irrigation projects, power
projects, state transport undertakings, departmental commercial undertakings, public sector enterprises,
etc,;

(vii) such provisions for emoluments and terminal benefits of Government employees including teachers
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and other employees of aided institutions as obtaining on a specified date as the Commission deems
it proper and with reference to appropriate objective criteria rather than in terms of actual increases
that may have been given effect to;

(viii) the scope for better fiscal management consistent with efficiency and economy in expenditure including
the incentives that need to be provided for better realisations of tax and non-tax revenue.

6. In the case of local bodies -
(@ the commission shall take into account the recommendations of the State Finance Commissions; and

(b) where the State Finance Commissions have not been constituted as yet, or have not submitted their
report giving recommendations, the Commission will make its own assessment about the manner and
extent of augmentation of Consolidated Fund of the State to supplement the resources of the Panchayats
and Municipalities in the State. While making such assessment, the Commission —

(i) shall take into account the provisions required to be made for the emoluments and terminal benefits
of the employees of local bodies including those of teachers;

(i) shall take into account the existing powers of the Panchayats and Municipalities to raise financial
resources including those by way of raising additional taxes by the Panchayats and Municipalities;
and

(ii) the powers, authority and responsibility transferred to Panchayats and Municipalities under Article
243 G and 243 W of the constitution read with Schedules Eleven and Twelve.

7.  The commission may suggest changes, if any, to be made in the principles governing the distribution amongst
the states of—

(&) the net proceeds in any financial year of the additional duties of excise leviable under the Additional
Duties of Excise (Goods of Special Importance) Act, 1957 (58 of 1957) in lieu of the sales tax levied
formerly by the State Governments, and

(b) the grants to be made available to the States in lieu of the tax under the repealed Railway Passenger
Fares Tax Act, 1957 (25 of 1957).

8. In making its recommendations on the various matters aforesaid, the Commission shall adopt the population
figures of 1971 in all cases where population is regarded as a factor for determination of devolution of taxes and duties
and grants-in-aid.

9.  The Commission may make an assessment of the debt position of the States as on 31st day of March, 1999
and suggest such corrective measures as are deemed necessary, keeping in view the long term sustainability for both the
Centre and the States.

10. The Commission may review the present scheme of Calamity Relief Fund and may make appropriate
recommendations thereon.

11. The Commission shall make its report available by the 31st day of December, 1999 on each of the matters
aforesaid, covering a period of five years commencing on the 1st day of April, 2000.

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

1.2 The Chairman and all the Members including the Member Secretary served the Commission on a full time basis
for the entire period.

1.3 The Commission started its work as soon as its appointment was notified. Chairman wrote letters to the Chief
Ministers of the States and various other eminent persons seeking their views on the terms of reference (ToR) of the
Commission. The Member Secretary wrote letters to the Chief Secretaries of the States and the Secretaries of the Union
Government to give their views on the ToR and on any issue, pertaining to their Ministries and Departments. The State
Chief Secretaries were also requested to send their forecast of the revenue receipts and expenditure for each of the five
years commencing from the financial year 2000-01 to 2004-05. Constant interaction with the State Governments helped
in expediting the flow of information which enabled the Commission to start the visits of the States from January, 1999 for
holding discussions. However, the process was disrupted due to the premature dissolution of the Lok Sabha in April,
1999 and consequential declaration of elections which were held in September/October, 1999. Unavoidably, the
Commission, had to make a request for an extension of time for submission of report. The President was pleased to grant
this extension up to 30" June, 2000 and further directed that the Commission will give an interim report by 15thJanuary,
2000 for enabling provisional arrangements to be made for devolution of share in the Central taxes and other grants-in-aid
to the States during the year commencing April 1, 2000. A copy of this Order is at Annexure 1.1. The Commission,
accordingly, submitted its Interim Report, as required, to the President on January 15, 2000. A copy of this Report is at
Appendix I.1.
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1.4 The Commission issued a Press Note in the month of August, 1998 inviting the general public to give their views
on the issues before the Commission. A number of institutions and individuals submitted their representations and
memoranda, a list of which is given in Annexure 1.2 and I.2A. The Commission held discussions with some of these
persons at its headquarters in New Delhi and during its visits to various States.

15 The Comptroller and Auditor General of India (C&AG), at our request, issued instructions to the Accountants
General of the States to furnish information and data relating to our work and to assist us, as and when required. Our
discussions with the Accountants General, during our visits to the States, have been very helpful in forming our views
about the budgetary position of the States. We are thankful to them for the assistance extended to us.

1.6 The Commission started the process of consultation with the States by holding a Conference of State Finance
Ministers on September 2, 1998. Since this Commission was required to make recommendations, for the first time, for the
augmentation of the Consolidated Fund of the States for the supplementation of resources of panchayats and municipalities,
conferences of State Ministers in charge of panchayats and municipalities were separately held on September 9, 1998
and September 16, 1998 respectively. The discussions in these Conferences were useful in focussing attention to the
core issues in the ToR relating to the local bodies and helped in expediting the submission of information, memoranda and
the forecast from the States. On the suggestion made in the conference of the State Finance Ministers, a separate
meeting of the Finance Ministers of the special category States, namely, Arunachal Pradesh, Assam, Himachal Pradesh,
Jammu & Kashmir, Manipur, Meghalaya, Mizoram, Nagaland, Sikkim and Tripura was held on November 11, 1998 to
discuss the peculiar problems of these States and the difficulties that they face in generating and harnessing their own
financial and physical resources.

1.7 This Commission, for the first time, was required to review the state of the finances of the Union and the States
and suggest ways and means by which the governments, collectively and severally, may bring about restructuring of the
public finances so as to restore budgetary balance and maintain macro economic stability. We felt that consultations with
economists and economic administrators would be essential for defining the scope of this term of reference for the
purpose of making recommendations. Accordingly, the Commission held two meetings of the economists and economic
administrators on August 26, 1998 and December 4, 1998. A list of those who participated in these meetings is given in
Annexure 1.3.

1.8 We held a couple of meetings with the Deputy Chairman, Planning Commission and Members of the Planning
Commission. Our Member Secretary had interactions with the Secretary, Planning Commission separately. The interaction
helped us in getting an idea of the perception of the Planning Commission on the availability of financial resources and
developmental needs (Annexure I.3A).

1.9 At the behest of the Commission, the National Institute of Public Finance and Policy organised a seminar on the
issues before the Finance Commission. Eminent economists and economic administrators were invited to attend this
seminar. Shri Yashwant Sinha, Finance Minister, Dr. Manmohan Singh, M.P. and former Finance Minister, Shri P.
Chidambaram, former Finance Minister and Dr. C. Rangarajan, Governor of Andhra have been very useful. The proceedings
of the seminar have since been brought out in a volume by the National Institute of Public Finance and Policy.

1.10 The Commission entrusted a number of studies to prominent national academic institutions on the various Terms
of Reference. A list of the institutions along with the subject matter of the study done by them is given in Annexure 1.4.
Some of the reports of these studies were focussed and were found to be quite useful by the Commission in formulating
its views. We are thankful to these institutions for undertaking these studies.

1.11  Keeping in view the terms of reference on local bodies the Commission constituted two advisory groups — one on
panchayats and the other on municipalities. The list of members of these groups are givenin Annexures I.5and 1.6. The
Commission held a couple of meetings with these advisory groups to delineate and define the scope of the terms of
reference in regard to rural and urban local bodies. Based on the advice given in these meetings, the studies on these
subjects were commissioned. Another group on Defence was constituted to have an idea of the security environment and
the needs of defence. The list of members of this group is given in Annexure |.7. Based on the discussion in the group,
a study on the issue relating to the defence expenditure including the scope for economy was commissioned.

112  We visited all the State capitals for holding discussions with the State Chief Ministers, Finance Ministers, other
Ministers and officials of the State Governments on the various issues relating to the terms of reference and on the
forecast and memorandum submitted by them. We also held discussions separately with the representatives of urban
local bodies and rural local bodies, Ministers in-charge of urban local bodies and rural local bodies, eminent economists,
representatives of the various chambers of commerce and industry, representatives of political parties and other eminent
persons on the issues relating to terms of reference. We also made field visits to get a first hand information of the
problems of the local people in as many States as it was possible to do within the limited time available with us. The
process of formal consultations with the States was completed by our visit to the State of Jammu and Kashmir on 15 - 16
May, 2000. A list of dates of visits to the States and a list of persons met by us is given in Annexures .8 and .9A - 9E.

1.13  We had a series of discussions with the Union Finance Secretary and other Secretaries of the Ministry of Finance
to get an idea of the budgetary needs of the Central Government including those relating to internal security, defence and
development. These discussions were useful in making an assessment of the Centre’s revenue receipts and the revenue
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expenditure during the period 2000-01 to 2004-05. We also held discussions with the Secretaries of Ministries/Departments
of Rural Development, Urban Development, Defence, Defence Production, Petroleum, Fertilizers, Education, Coal, Power,
Family Welfare, Agriculture, Public Distribution. We also held discussions with the Secretary, Department of Statistics and
Director General, Central Statistical Organisation on the quality and availability of data on the various subjects as also the
possibility of making projections. The list of Secretaries and other officials met by the Commission is given in Annexure
1.10.

1.14  The Ministry of Railways gave a separate memorandum on the grants given to the State Governments in lieu of
tax on railway passenger fares. Chairman, Railway Board and other officials held discussions with the Commission on
this matter and other related issues. A list of officials from the Railways who met the Commission is given in Annexure
[.11.

1.15 The Director, Intelligence Bureau and some Directors General of Police of the States held a meeting with the
Commission to discuss the problems of the police in the States. A memorandum prepared by the Bureau of Police
Research and Development on the operational needs of the police was given to the Commission in this meeting. In
particular, the discussion concentrated on the operational problems faced by the police in the changing internal security
situation and the need to equip it to face the new challenges. A list of officials who met the Commission is given in
Annexure |.12.

1.16  Mid-way through our work, Shri J.C. Jetli, Member gave a note on the terms of reference stating that the term
‘State’ includes Union Territories (UTs) and, therefore, the Commission is required to give a report for devolution of
resources to the Union Territories and to the urban and rural local bodies in the UTs. In terms of article 280 of the
Constitution, the Commission has to get the views of Union Territories on the terms of reference, hold consultations with
them and give recommendations. A copy of the note of Shri Jetli is given in Annexure 1.13.  The matter was examined by
the Secretariat of the Commission and since the matter was important having a bearing on the interpretation of the
Constitution and the work of the Commission, it was referred to the Union Ministry of Finance along with a detailed note
on the subject for clarification. A copy of the reference along with the detailed note is given in Annexure 1.14. The Ministry
of Finance informed the Commission that the word ‘State’ used in Chapter I, Part XII of the Constitution and article 280 (3)
do not include Union Territories. The Ministry of Finance sent the clarification along with a copy of the opinion of the
Department of Legal Affairs on the subject. These are given as Annexure 1.15. In view of the clarification given by the
Union Ministry of Finance, the matter was not pursued further.

1.17  The Commission had the benefit of a visit by the Chairman of the Fiscal and Finance Commission, South Africa.
The Commission extended hospitality to the Chairman during his stay in India and held useful discussions on the various
matters relating to our Finance Commission and the experience of the working of the South African Fiscal and Finance
Commission. In addition, a four member study team on devolution of financial powers between the Centre and States of
the Ministry of Economic Development and Cooperation, Government of Ethiopia also visited the Commission and held
discussions with the Member Secretary and officials of the Commission on the various issues relating to fiscal federalism.
The staff mission of the International Monetary Fund, on their visit to India, also held discussions with the officials of the
Commission. The list of foreign visitors along with the dates is given in Annexure 1.16.

1.18 A number of eminent persons as also the representatives of national level organisations met the Commission,
and gave their view on the terms of reference. The interaction with them was quite useful in formulating our views. A list
of these persons is given in Annexure 1.17.

1.19 We also met the Law Secretaries of a few States on April 4, 2000 to discuss the financial administration. Discussion
with them helped us in appreciating the difficulties in speeding up the disposal of cases in district courts. The suggestions
given by them were very useful.

1.20 Atthe stage of finalisation of recommendations and preparation of report, two important developments took
place which had a bearing on the work of the Commission. An additional term of reference was added by the Presidential
Order dated April 28, 2000 (Annexure I.1A) as follows:

“In particular, the Commission shall draw a monitorable fiscal reforms programme aimed at reduction of revenue
deficit of the States and recommend the manner in which the grants to States to cover the assessed deficit in
their Non-plan Revenue account may be linked to progress in implementing the programme”.

1.21  Formulation of a fiscally monitorable reforms programme required another round of consultations with the States,
and the Union Ministry of Finance. The Commission, therefore, sought an extension of time upto August 31, 2000 for
submission of its report. Simultaneously, it started the process of consultations with the State Governments. Our Member
Secretary wrote letters to the Chief Secretaries of the States requesting them to send the views of the State Government
on this term of reference by May 15, 2000. The Union Finance Secretary was also requested to give views on this
subject. The Commission also convened a meeting of the State Finance Ministers on May 22, 2000 to hold discussions
with them.

1.22  The second important development related to the enactment of the Constitution (Eightieth Amendment) Act,
2000 by the Parliament which received the assent of the President on June 9, 2000. This amendment provides for
sharing of the net proceeds of all Union taxes and duties with the State. It has also drastically changed article 269 of the
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Constitution, which earlier provided for levy and collection of some taxes by the Government of India but which were
assigned to the States. The amendments made in the Constitution necessitated changes in the terms of reference.
These were modified by the Presidential Order dated June 19, 2000. By this Order, para 7 of the terms of reference was
deleted. This para required the Commission to suggest changes, if any, in the principles governing the devolution amongst
the States of the net proceeds of the additional excise duties leviable under the Additional Duties of Excise (Goods of
Special Importance) Act, 1957 in lieu of the sales tax formerly levied by the State Governments, and the grants to be
made available to the states in lieu of the tax under the repealed Railway Passenger Fares Act, 1957. The Commission
was required to give a report by June 30, 2000 on each of the terms of reference contained in the Order dated 3 July,
1998 (excluding para 7), and further a report by 31t August, 2000 on the term of reference notified in the order dated 28"
April, 2000. A copy of the notification is given in Annexure |.1B.

1.23  Accordingly, we are giving this report addressing the terms of reference contained in the Presidential Order of
July 3, 1998 (excluding paragraph 7). We will submit another report on the term of reference natified in the Order dated
April 28, 2000 by August 31, 2000.

1.24  We would like to place on record our deep appreciation of the contributions made by Dr. D.K. Srivastava, our
Principal Consultant, in the preparation of this report. The work done by him helped us in formulating our views on some
of the critical issues arising from the terms of reference given to us and we are thankful to him for his efforts.

1.25 We would also like to thank Shri K.M. Thomas, Economic Adviser, who continued to help us even after retirement,
and the two Joint Secretaries — Shri S. Vijayaraghavan and Shri Sudhir Krishna, for the hard work put in by both of them
in preparing the briefs and notes on various issues on the subjects entrusted to them. They also took the additional
responsibilities in other areas. The Directors — Smt. Sudarshana Talapatra, Dr. S. Rohini, Shri R.B. Sinha, who left on
promotion and Shri B. Nayak were also not far behind. Apart from taking work from the research teams working under
their guidance they also made their own contributions in preparing the briefs on specific subjects. We are thankful to them
for their contribution. The entire research team consisting of the Joint Directors, Dr. C. Bhujanga Rao, Ms. Ruchika Govil,
Shri A. Maitra and Dr. G.K. Arora, Deputy Directors — Smt. Madhumita Hari, Shri R.N. Tewari, Shri Deepak Israni and Shri
Yashvir Singh; Assistant Directors - Dr. O.P. Bohra, Shri V. Srikant, Shri Jasvinder Singh, Shri S. Pradhan, Ms. Nalini
Pathak and Shri Ranjan Mukherjee (left the Commission on promotion) and the whole research staff consisting of
Consultants, Senior Economic Investigators, Economic Investigators and Computors working under them did an excellent
job. Shri R.K. Gaur and Shri Rakesh Sharma, Deputy Directors, Shri H.S. Bhalla, Assistant Director, Shri S.S. Panwar,
AAO and the entire staff with them did the house keeping job and looked after the needs of each one of us. We are
thankful to all of them. We are thankful to all the Principal Private Secretaries, Private Secretaries and Personal Assistants
who did an excellent job behind the desk. In particular, we would like to thank Shri Praveen Kumar, Shri S. Ananda
Raman, Ms. Anita S. Dahara, Shri P. Suresh and Shri R. Ravichandran who did the final job of bringing the report in shape
and making it ready for presentation. We would like to thank the National Informatics Centre and, in particular, Shri V.
Manivannan, Systems Analyst, for helping us in creating a database in the Commission with a local area network in a
short time. Shri Manivannan provided excellent support to our research units and to each one of us. Lastly, we would like
to thank the Bank of Baroda for making available the accommodation and the necessary logistic support from time to time.



Chapter Il
Issues and Approach

21 A sound system of intergovernmental fiscal transfers constitutes the cornerstone of a strong and stable federal
polity. Transfers serve a two-fold purpose: one, to address the vertical imbalance — the inadequacy of revenues of sub-
national governments to meet their expenditure liabilities, arising from asymmetrical assignment of functional responsibilities
and financial powers among different governmental levels, and two, to alleviate horizontal imbalances, the disparities in
the revenue capacity of the constituent units of the federation — the States and local bodies in our case — in order that all
of them may be in a position to provide basic public services to their citizens at a reasonable level. In recognition of the
need to redress these imbalances in a fair and orderly fashion, the Indian Constitution provides for devolution of a part of
the Centre’s revenue to the States mandatorily. Further, in order that the dependence of the recipient governments on
flow of funds from above does not undermine their autonomy, the Constitution sought to entrust the task of mediating the
devolution of the revenues of the Union to the States to an independent panel — the Finance Commission —to be appointed
by the President. Similarly, Finance Commissions are now required to be set up at the State level to guide the devolution
of funds to local bodies.

2.2 The Presidential Order appointing this Finance Commission (EFC) like those of its predecessors incorporates
the mandate contained in article 280 of the Constitution centering around the tasks of determining the appropriate share
of the States in the divisible taxes of the Union government and their inter se allocation, and formulating principles to
govern the grants-in-aid to States in need of assistance. However, as noted in our Interim Report, the Terms of Reference
(ToR) given to us have several distinguishing features. In addition to the task of apportioning an appropriate share of the
Centre’s divisible revenues among the States in the form of tax devolution and grants, we have been asked to recommend
suitable measures to augment the resources of the States to supplement those of their local bodies, the panchayats and
the municipalities. Following the pattern of the past, the ToR set for us also enumerate a number of considerations to be
kept in view while making our recommendations. As pointed out in the Interim Report, these too contain some significant
new features, but they relate essentially to the function of deciding the dimensions and design of the transfers from the
Centre to the States through tax sharing and grants, with an extended mandate this time to suggest measures to strengthen
the finances of the States keeping in view the need to supplement the resources of their local bodies in the context of the
739 and 74" amendments of the Constitution.

23 What marks a striking departure from the past in the ToR referred to us is the enlargement of the Commission’s
tasks by the insertion of paragraph 4 in the ToR whereby we have been asked to review the state of finances of the Union
and the States and suggest ways and means whereby the governments, collectively and severally, may bring about a
restructuring of the public finances so as to restore budgetary balance and maintain macroeconomic stability. Even
otherwise, in deciding how much of the Centre’s revenues can be devolved to the States, the Finance Commission has to
undertake a review of the current state of finances of the respective governments and the likely scenario for the five years
for which they are required to make the allocations. The mandate to suggest measures for restructuring adds a new
dimension to our tasks, reflecting a two-fold concern viz., the persistence of unsustainably large deficits in the government
budgets at both levels and the deterioration in the composition of government expenditure with a disproportionately large
share of the receipts getting pre-empted by interest payments and unproductive expenditure, leaving too little for the
social sectors and much needed investments. The reference in Para 5 of the ToR setting out the considerations that we
are expected to keep in view, to the need for generating surplus for capital investment and upgradation of standards in
public services in the social and other sectors underscores these concerns. The ToR also wants us to pay attention to the
scope for better fiscal management consistent with efficiency and economy in expenditure.

2.4 The mandate to suggest measures for restructuring having regard to considerations of efficiency, economy and
composition of expenditure implies that revenue sharing between the Centre and the States cannot be decided in isolation
but must be anchored to a macro framework defined by parameters of fiscal adjustment in the desired directions along
with incentives to induce prudent and efficient fiscal management. This involves in the first instance visualising a macro
scenario in terms of key macro-economic variables including budget variables, that is, the level of revenue (tax and non-
tax) and expenditure (revenue and capital) and the permissible size of deficits that would be consistent with the requirement
of growth and stability and also the goals of public policy like provision of basic services to all at a minimum level and
balanced regional development. Restructuring would need disaggregating the budget targets derived for different levels
of government contrasting with those of the base year, and specification of their adjustment path. It also calls for spelling
out the directions of reform over a wide front spanning not only fiscal policy, budgetary practices and design of
intergovernmental transfers but also the monetary, legal and administrative systems within which budgets operate, in
order to facilitate the implementation of the restructuring plan. A supplement to the ToR issued towards the end of our
tenure has called upon us to evolve a monitorable fiscal reform programme to accompany the grants-in-aid that may be
recommended by us. For a Commission with limited time and resources, this poses a formidable agenda. Nevertheless,
it has been our endeavour to address our tasks as best as we can. The details of our proposals for restructuring and
recommendations regarding revenue sharing, grants-in-aid and other matters referred to us are contained in the chapters
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that follow. In this chapter, we outline the critical issues that in our view arise for consideration in the context of our ToR,
the approach adopted by us in addressing them and their rationale.

State of Government Finances in India: An Overview

Budget Imbalance: The Broad Magnitudes and Recent Trends

2.5 For an idea of the dimensions of the tasks on hand, and as mandated by the ToR, before setting out to formulate
our proposals we undertook a review of the current trends in the finances of the Union and the State governments. As
indicated briefly in the Interim Report, the picture that emerged is a matter of deep concern. The secular decline in the
fiscal balance of the economy that had set in during the eighties, marking the transition of a revenue surplus economy to
one of deficits, to which pointed attention was drawn by the Tenth Finance Commission, has not only persisted but got
accentuated in the closing years of the nineties, with some of the key deficit indicators climbing to unprecedented “highs”.
The economic reform programme launched in the wake of the balance of payments crisis of 1991 with fiscal reform as a
key component, led to a number of corrective initiatives on the fiscal front, producing some promising results in the first
two years. Expenditure growth was reined in and the deficits were down, but only for a while, it would appear. After
remaining subdued at a relatively moderate level, the budget imbalances widened as the decade was coming to a close,
with fiscal stress turning acute in 1998-99. The budget for 1999-00 seemed to hold out some promise of a turnaround.
This, however, does not seem to have been fulfilled, judging by the available revised estimates. The fact of the matter is
that, no sustained improvement can come about unless the root causes of the malaise that afflicts our public finances are
correctly diagnosed and addressed frontally with a carefully designed plan of action.

2.6 Table 2.1 sets out the budgetary outcomes of the Centre and the States, and also their combined picture in terms
of fiscal deficit (FD)* and revenue deficit (RD) as a proportion of Gross Domestic Product (GDP) over the decade of the
nineties. The table also gives the ratios of primary or non-interest fiscal deficit (PD) to GDP, another key deficit indicator
that reflects the sustainability of current fiscal operations. It will be seen that fiscal deficits of the Centre which were
already large (over 6 per cent of GDP) in the first half of the eighties, widened further in the second half (vide Annexures
I1.1 and I1.2) reaching almost 9 per cent in 1986-87 and stood at 8.3 per cent in 1990-91. With the States’ FD at 3.3 per
cent, the combined FD of the Centre and the States measured 9.6 per cent of GDP in 1990-91. However, the FD
registered an appreciable decline in the next two years going down to 7.4 per centin 1992-93. There was a setback in
1993-94 with the combined deficit level moving up to 8.7 per cent of GDP (old series). The subsequent three years saw
a resumption of the correction trail and the combined FD fell below 7 per cent for two consecutive years, 1995-96 and
1996-97, but started creeping up again thereafter, reaching 7.7 per cent in 1997-98. In 1998-99, on a comparable basis
the combined FD stood at 9.5 per cent of GDP, reaching almost the level that prevailed in the crisis year 1990-91.

2.7 The reduction in the combined FD that took place in the first two years of the reforms came about largely through
a contraction in the Centre’s budget, complemented by a downward trend in the deficits of the States as well (taking all
States in a consolidated picture). After suffering a set-back in 1993-94, the Centre’s FD went down further reaching 5.23
per centin 1996-97. Although the deficits in the Centre’s budget registered a rise subsequently, the accentuation of fiscal
stress in 1998-99, is attributable mainly to the widening of the deficits in the State budgets. Of the combined FD of 9.5 per
cent recorded in 1998-99, 4.47 percentage points emanated from the States. Evidently, fiscal consolidation has not made
much headway in the States.

Table 2.1: Centre and States: Aggregate Budgetary Balance

[% of GDP Old Series]
Year Fiscal deficit Revenue Deficit Primary Deficit
Centre  States Combined Centre States Combined Centre States Combined
1990-91 8.33 3.28 9.64 3.47 0.84 431 4.32 1.69 5.00
1991-92 5.89 2.93 7.17 2.64 0.81 3.45 1.58 1.19 2.19
1992-93 5.69 2.92 7.38 2.63 0.72 3.36 1.29 1.06 2.23
1993-94 7.43 2.49 8.68 4.04 0.47 451 2.90 0.56 3.39
1994-95 5.99 2.86 7.36 3.22 0.73 3.95 1.42 0.84 1.93
1995-96 5.38 2.75 6.81 2.66 0.77 3.43 0.91 0.86 1.61
1996-97 5.23 2.97 6.82 2.56 1.43 3.98 0.57 0.97 1.35
1997-98 6.21 3.10 7.74 3.24 1.29 4,53 1.63 1.00 1.40
1998-99 6.80 4.47 9.50 4.08 2.72 6.80 2.13 2.34 3.23
1999-2000(RE/BE) 5.96 4.98 10.40 4.03 3.13 7.16 0.96 2.55 2.13
1993-94 7.01 2.35 8.19 381 0.45 4.25 2.74 0.52 3.20
1994-95 571 2.73 7.02 3.07 0.70 3.77 1.35 0.80 1.84
1995-96 5.10 2.60 6.44 2.52 0.73 3.25 0.86 0.81 1.52
1996-97 4.90 2.79 6.40 2.40 1.34 3.73 0.53 0.91 1.26
1997-98 5.87 2.93 7.32 3.06 1.22 4,28 1.54 0.94 1.33
1998-99 6.43 4.23 8.99 3.85 2.57 6.43 2.01 2.22 3.06
1999-2000(RE/BE) 5.64 4,71 9.84 3.81 2.96 6.77 0.90 241 2.02

Note: Figures in italics indicate deficits as per cent of GDP (New Series). Old series for 1997-98 to 1999-00 have been derived from the New Series
by using a conversion factor 1.0577. For 1999-00, FD and PD of the Centre exclude the States’ and UTs’ share of small savings.
Source (Basic data): Finance Accounts and Budget Documents.
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2.8 A particularly worrisome feature of the fiscal scene as it emerged in the latter half of the nineties is that the fiscal
deficits are being driven more and more by deficits on revenue account of the budget (‘revenue deficit’ as they are called).
There was a time when revenue deficits were a rare phenomenon in India’s public finances, and the revenue budgets
used to turn out some surplus, though not large, yet of the order of 1 to 2 per cent of GDP (vide table at Annexure 11.3). A
turning point for the Centre came in 1979-80 and for the States (taken as a whole) in 1986-87, with the revenue budgets
of governments at both levels showing deficits of varying order every year thereafter. Even so, the revenue deficits of the
Centre averaged 1.11 per cent of GDP in the first half of the eighties; in 1998-99, RD of the Centre measured 3.85 per cent
of GDP (new series). In 1990-91, RD formed less than 50 per cent of the Centre’s FD; in 1999-00 the proportion touched,
according to revised estimates, 67.5 per cent. Inthe States too, RDs now constitute the main propeller of FD. In 1990-91,
RD of the States accounted for no more than 26 per cent of their FD; in 1998-99, the proportion stood at about 61 per cent.

29 The deterioration in the fiscal situation of the States in the nineties, especially in the latter half, has, in fact been
more acute than what would appear from the consolidated deficit figures of all States narrated above. The frequency
distribution of the States according to their RD and FD as proportion of respective Gross State Domestic Product (GSDP),
shows that in 1990-91, the majority of the States had RD of less than 1 per cent; and 8 of them (6 belonging to the special
category) had a revenue surplus. In 1998-99, 14 out of the 25 States had RD of over 3 per cent, and in 2 of them RD
exceeded 7 per cent of the GSDP. In 1990-91, for the majority of the States, FD was less than 5 per cent; in 1998-99, as
many as 19 States had FD of more than 5 per cent; and in 8, FD exceeded 7 per cent. Going by 1999-00 budget
estimates, the majority of the States had fiscal deficit of more than 7 per cent (Table 2.2).

Table 2.2: Frequency Distribution of States according to size of
Revenue Surplus/Deficit and Fiscal Deficit [as % of GSDP]

Surplus/ 1990-91 1995-96 1998-99 1999-2000
Deficit () BE
(% of GSDP) RS/RD FD RS/RD FD RS/RD FD RS/RD  FD
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For details, vide Annexure 11.4.

2.10 Another manifestation of the deterioration in the imbalances in State budgets is the spurt in post-devolution
deficits in all States in 1997-98 and 1998-99. Although few among the States ever showed a surplus in the budget without
the Central transfers, with tax devolution there were at least some whose revenue budgets yielded a surplus even though
small. In 1998-99, none but one (Karnataka) had a post-devolution non-plan revenue surplus. Even States which earlier
showed handsome post-devolution surplus regularly (Gujarat, Maharashtra, Goa, Kerala and Tamil Nadu), turned in a
revenue deficit even after tax devolution in 1998-99. As plan grants invariably fall short of plan revenue expenditure, plan
revenue accounts of all States are routinely in deficit. With the disappearance of post-devolution surpluses in non-plan
account combined with deficits in plan revenue account?, overall revenue deficit went up to levels never witnessed before
(Annexure 11.4). Although capital expenditure underwent continuous compression, fiscal deficits — reflecting the State
Governments’ borrowing requirement — also went up to unprecedented levels in 1998-99.

2.11  The only fiscal balance indicator that seems to have registered some improvement following the reforms of the
nineties is the primary (or non-interest) deficit. From 5 per cent of GDP in 1990-91, the combined primary deficit of the
Centre and the States decreased to 2.19 per cent in 1991-92 and remained below 3 per cent in the next six years except
for 1993-94. However, in 1998-99, like in other deficit indicators, there was a surge in primary deficit too with the combined
PD moving up to 3.23 per cent of GDP again originating both from the Centre and the States. In any case, failure to
turnaround primary deficits and generate primary surpluses reveals the structural weakness of the government finances
and raises questions about their viability in the long term.

2.12  With both the Centre and the States resorting to borrowing over the last two decades to finance even a part of
their current expenditure, the level of indebtedness of the government has gone up significantly and stood at a little above
65 per cent of GDP in 1999-00. The growth of domestic debt of the government had slowed down in the nineties following
the fiscal correction in the early years of the reforms with a narrowing of the wide gap between debt growth and the
nominal GDP growth that prevailed in the eighties (19.4 per cent as against 14.9 per cent). Yet, domestic debt growth
continued to outpace growth in GDP in the nineties as well (15.2 per cent as against 12.5 per cent)?, pointing to the
unsustainability of the fiscal deficits.
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2.13  Account should be taken in this context also of the contingent liabilities assumed by the governments (both by the
Centre and the States) over the years. As a proportion of GDP, outstanding government guarantees as at the end of
March 1998 measured 9.4 per cent of GDP. Of this, 4.7 per cent is on account of the guarantees given by the State
governments* . While this marks a decline from the level that prevailed in 1992, such liabilities also go into the assessment
of the country’s creditworthiness and sustainability of debt. Besides, in several States, there has been a tendency to
resort to borrowing “off-budget”, routing them through State-owned corporations. Though not a part of the States’ debt,
the liabilities of these corporations ultimately fall on the State government. Such practices raise questions about the
transparency of the budgets of the State governments and create doubts about their solvency even if the debt-GDP ratio
shows some stability over a few years.

2.14  Concerns at the persistence of large fiscal deficits arise from several other considerations. Deficits in government
budgets pose problems in macro-economic management, creating pressures on interest rates and prices and tend to
jeopardise external balance. Revenue deficits in particular imply pre-emption of private savings for government consumption
and tend to crowd out private investment without a corresponding increase in the capital spending by the government.
With RDs accounting for an increasingly large part of the FD, it is not surprising that the Central government’s capital
expenditure as a proportion of GDP has declined from over 6 per cent in the eighties to an average of about 4.6 per cent
in the first half of the nineties and 2.6 per cent now as of 1999-00 (Annexure 11.1). Continuous accumulation of debt has
entailed growing burden of debt servicing, with interest payments accounting for 52 per cent of the net revenue receipts of
the Centre and 22.7 per cent in the case of general category States in 1998-99 (Annexure 11.5). The proportion of
developmental expenditure in the total expenditure of the States has gone down from over 70 per cent in the late eighties
to 60 per cent now (as of 1999-00)°.

215 The year 1999-00 saw some fresh initiatives towards fiscal consolidation on the part of both the Centre and the
States. With a medium term objective of bringing down the Centre’s FD to 2 per cent and eliminating RD altogether, the
Union budget for 1999-00 aimed at an FD of Rs.79,955 crore and RD of Rs.54,147 crore to contain the Centre’s FD at 4
per cent and bring down its RD to 2.7 per cent of GDP. Revised estimates for the year, however, show that the budget has
overshot both these targets with FD at Rs.1,08,898 crore and RD at Rs.73,532 crore measuring 5.64 per cent and 3.81
per cent of GDP (New Series), respectively. That a borrowing programme of this order could be carried through without
any visible impact on prices or on interest rates during the year should not lead to any complacency, since, as observed
by the Governor, Reserve Bank of India (RBI) in his Statement on Monetary and Credit Policy for 2000-01, this was
possible because of the depressed conditions of the economy during the year.

2.16  State budgets for 1999-00 also aimed at restraining the levels of both RD and FD. The revised figures for 1999-
00, however belie the budget projections. According to latest available information, in 1999-00, RD of the States taken
together measured nearly 3 per cent of GDP and FD, 4.71 per cent. Thus the expected deceleration in the growth of
deficits has not come about. On the contrary, combined RD of the Centre and the States soared to an all time high of 6.77
per cent of GDP in 1999-00 constituting over 70 per cent of the aggregate FD which now stands at almost the same level
as at the end of the eighties that presaged the economic crisis of 1991. In some ways, the extent of imbalance is even
more acute than reflected in the deficit ratios because the budgets, particularly of the States do not fully reflect the true
state of affairs as many liabilities go unrecorded in the governments’ accounts, with loans incurred “off budget” through
Special Purpose Vehicles and bonds floated through State corporations.

Underlying causes

2.17  Factors that led to the deterioration of fiscal situation in 1997-98 and their further worsening in 1998-99, are
several. Some were passing or temporary in nature while others were systemic and persistent. Two proximate causes
were: one, the fallout of the revision of the salaries and pensions of government employees in the wake of the Fifth Central
Pay Commission driving up revenue expenditure all round and two, the cyclical recession in economic activity retarding
the growth of tax revenues at both levels of government.

2.18 The immediate impact of the pay and pension revision of employees of Central government ministries and
departments including defence services (excluding Telecom, Post and Railways) was a rise in their salary bill by 33.6 per
cent and pension bill by 35 per centin 1997-98. Salaries and pensions as a percentage of the revenue receipts of the
Centre in 1998-99 worked out to 20.8 as against 17.4 per cent prior to the revisions®. In the case of the States, the impact
has been even more severe, as the revisions were extended not only to employees of the government administration but
also to those of aided institutions and local bodies. This has been further aggravated, as in some States, pay-scales are
higher than the pay-scales of the Central government employees of certain categories. While reliable and comprehensive
figures of payments under the head salaries and pensions for the States are not available, in several States, salary related
expenditure absorb over two-thirds and in some (e.g., Maharashtra), nearly three-fourths, of their revenue receipts. Apart
from aggravating the budget imbalances, the sharp rise in salaries has resulted in inadequate provision for spending on
materials essential for running public services efficiently and maintaining assets in workable conditions. Salary intensity
in social services went up in all States leaving too little for efficient delivery of services in vital areas like healthcare and
education.

2.19 The impact of pay and pension revision on the budget was compounded by the slowdown in the growth of
revenue receipts. In 1997-98 the net revenue receipts of the Centre increased by a mere 6 per cent while revenue
expenditure grew by 13.5 per cent. In 1998-99, the respective growth rates were 11.7 per cent and 20.6 per cent.
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Revenue receipts of the States also registered a growth of only 2.8 per cent in 1998-99 while their revenue expenditure
increased by 17 per cent. The budget for 1999-00 anticipated a revenue growth of 21.9 per cent and expenditure increase
of 17.9 per cent but these estimates are unlikely to have materialised.

2.20  The slump in the growth of tax revenue was, in some measure, due to recession in the economy with industrial
production growth decelerating sharply and exports showing a negative growth in 1998-99. Difficulties faced in achieving
the deficit targets projected in the budget in 1999-00 have arisen in the case of the Centre also from unanticipated
occurrences like the Orissa cyclone and requirements of security arising out of the Kargil operations. The Centre’s
problems had their reflection in the State budgets too. The drop in the growth of Central taxes affected the flow of tax
devolution. However, it will not be correct to ascribe the resurgence of deficits in the last three years of the nineties to
cyclical or temporary factors alone.

221  According to an analysis carried out in the RBI, factors influencing the budget outcomes in India are mainly
structural, and not cyclical. Structural deficit, defined as a product of “the discretionary policy actions of an expansionary
fiscal stance of the government” measured as a proportion of GDP registered an increase during the 1980s accounting for
more than 100 per cent of the FD of the Centre in the late eighties. Following the reforms initiated in the wake of the
balance of payments crisis of 1991, the structural deficit went down, yet accounted for over 86 per cent of the FD.
Structural factors were found to be dominant in the case of the States also’.

2.22  Looking at the long-term trend in the Central government finances, the RBI study avers that the structural weakness
of Centre’s finances has its genesis essentially in inadequate revenue growth in the face of rising expenditure. Long run
structural weaknesses of the States are identified as expenditure growth tending to outpace the growth of revenues. The
gap between the two that had surfaced in the eighties widened in the mid-nineties with stagnating revenue growth and fast
expansion of expenditure. It was reduced partly by cutting back on developmental expenditure and investments but met
ultimately through large-scale borrowing, adding to the debt-servicing burden and casting shadows on the budgets of the
future.

2.23  Evenallowing for its limitations, the RBI study, by sifting the cyclical from the structural components of the deficits,
provides valuable insight into the character of the imbalance in the public finances in India. It brings out clearly that deficits
in the budgets of government, at both levels are predominantly structural and not just a cyclical phenomenon. In fact, the
causalities run deep into the system. Critical among them are the following:

a. Ontherevenue side,
i)  erosion of the tax-GDP ratio in the 1980s, and more visibly in the 1990s; and
ii) virtual stagnation in the level of non-tax revenues.

b.  On the expenditure side,

i)  periodic upward revision of the emoluments of government employees without adequate consideration
of the ability of the public sector to bear the burden and the convergence of salary structures of Central
and State governments on the one hand and of local governments, and aided institutions on the other;

i) upward shift of interest rates on government borrowings resulting from near alignment with the market
and change in the composition of government liabilities with greater reliance on market borrowings;
and

i) burgeoning subsidies, explicit and implicit.
Unsustainable expenditure growth has been fuelled also by competitive populism of governments resulting in needless
subsidies, and ad hoc announcement of packages by governments to placate particular regions and sections without

commensurate effort to raise the required resources. Other contributory factors have been poor project management,
thin dispersal of available funds over too many programmes and long gestation periods.

2.24  ltisrelevant to note that revenue growth had decelerated in the nineties even before the onset of the recessionary
phase of the economy. The tax-GDP ratios had slumped even earlier. The buoyancy of tax revenue of both the Centre and
the States which had been declining in the eighties, as compared to the earlier two decades went down further in the
nineties (Vide Table 2.3).

Table 2.3: Tax Buoyancies — of Centre and States

Total Tax Revenue Centre’s Gross Tax States’ Own Tax
(Combined) Revenue Revenue
1950-51 to 1959-60 1.38 1.38 1.39
1960-61 to 1969-70 1.16 1.15 1.17
1970-71 to 1979-80 1.30 1.27 1.35
1980-81 to 1989-90 1.14 1.15 1.12
1990-91 to 1998-99 0.96 0.91 1.04

Note: Relevant t-values indicate that the coefficients are statistically significant in all cases.
Source: (Basic Data), Indian Public Finance Statistics (various issues).
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The buoyancy of gross tax revenue of the Centre with respect to GDP works out to 0.91 during the nineties, as compared
to 1.15in the eighties. Inthe case of the States, the buoyancy coefficients were 1.04 in the nineties as against 1.12 in the
eighties. The slump in the buoyancy of Central taxes in the nineties occurred despite a smart rise in the growth of revenue
from direct taxes, as the revenue growth from the two major indirect taxes — customs and Union excises — sharply
decelerated. Tax reform, while no doubt helping to introduce some rationality in the tax structure apparently had a dampening
effect on the Centre’s revenue, as the impressive growth of direct taxes could not fully compensate for the drop in customs
and Union excises that took place in the post-reform period. On the States’ side, the dip in tax buoyancy occurred as
revenue from sales tax, the principal component of their own tax sources, showed a declining growth trend owing to tax
competition among the States to attract trade and industry.

2.25 Non-tax revenues of the Centre as a proportion of GDP registered an increase during the nineties, but the
increase has been far from adequate to neutralise the adverse impact of the fall in tax revenue growth. Non-tax revenues
of the States as a proportion of GDP on the other hand registered a decline in the nineties. There was an upward trend for
two years, 1994-95 and 1995-96, but it was short-lived. On the whole, non-tax revenue growth has practically stagnated
at both levels of government during the nineties (Vide Annexures Il.1 and I1.2).

2.26  Two principal sources of non-tax revenue are (i) return on investments of the government; and (ii) recovery of cost
of public services. Poor financial performance of public sector enterprises has been a most debilitating drag on the public
finances of our country. A large amount of budgetary funds are locked in public sector enterprises in India. Investmentin
these enterprises takes the form of equity as well as loans. In Central public sector enterprises (CPSES), total investment
had exceeded Rs.2,30,000 crore at the end of 1998-99. In the States, nearly Rs.75,000 crore has been invested in
statutory corporations and nearly Rs.42,000 crore has been invested in the government companies. Together, investment
in public enterprises amounts to about Rs.3,50,000 crore. On this investment, the rate of return generated by the State
level public enterprises is nearly zero. Itis difficult to obtain a firm figure of the rate of return in the aggregate, because the
State level public enterprises are heavily in arrears in finalising their accounts. Whatever accounts are available show that
the rates of return of most of the PSEs of the States do not cover even a fraction of their cost of funds.

2.27  Data compiled in the Planning Commission show that the average rate of return on capital invested in State
Electricity Boards (SEBs) that account for the bulk of the States’ investments in PSEs has been persistently negative. Far
from yielding the 3 per cent rate of return on their net fixed assets as stipulated in the Electricity (Supply) Act, 1948, the
SEBs registered a negative return of 18.7 per cent on their capital in 1998-99, revealing a steady deterioration over the
nineties. State road transport undertakings (SRTUSs), the other major enterprise of the States, also has been a drag on
their budgets. During 1997-98, the losses of all the SRTUs taken together were reported to be Rs.1282 crore, reflecting
organisational inefficiencies on the one hand and the uncompensated burden of social obligations on the other. While
there has been some improvement in their physical performance of late, the loss per bus per day has increased from
Rs.425in 1997-98 to Rs.565 in 1998-99. In several States the SRTUs are in extremely bad shape, with the bulk of their
fleet of buses off the road and employees going without pay for years.

2.28  Asfar as the finalisation of accounts is concerned, the CPSEs do better, with their accounts being far more up-to-
date. In 1998-99, only 83 CPSEs declared dividends. One hundred and twenty-seven CPSEs made profits but there were
also 106 loss making CPSEs. By way of dividend and interest, the return on Central government investment amounted to
5.21 per centin 1998-99. The profit making enterprises are mostly in petroleum, telecommunication and financial sectors.
Overall, the return on investment in CPSEs is below the cost of funds. It is evident that the low returns and draft on
budgetary resources by the PSUs have been one of the structural factors underlying our weak public finances.

2.29  Another basic malaise of our public finances is the poor cost recovery of public services. According to a study
carried out at the National Institute of Public Finance and Policy (NIPFP), for the years 1995-96 and 1996-97, recovery
rates were as low as 8.4 per cent of the costs for social services provided by the Centre and 16.6 per cent for economic
services implying subsidisation varying from 91 to 83 per cent of the costs®. Nearly 60 per cent of the subsidies were for
services in the non-merit category. The level of cost recovery is still lower in the case of the States. Itis 2.15 per cent for
social services and 10.75 per cent for economic services (as of 1994-95°). This is not surprising as the tuition and other
fees of State-run and State-aided colleges and universities remain unrevised for decades and medical services go practically
free even for those who can pay.

2.30 It may thus be seen that while recession in the economy has been a dampening factor, the sluggishness of
revenue cannot be attributed entirely to cyclical reasons.

2.31  Onthe expenditure side too, the abnormal growth in revenue expenditure cannot be attributed only to salary and
pension revision, though no doubt that was an immediate cause of the acute fiscal distress felt all round. Revenue
expenditure of the government at both levels are dominated by elements that are inflexible downward. Two leading items
in this category are interest and subsidies and in the case of the Centre also defence.

2.32  Among the various structural factors which accentuated budget imbalances during the 1990s, the two that stand
out in their impact are the rise in the interest rates on borrowings and change in the composition of government debt that
started in the latter half of the 1980s. With the interest rates on government securities getting aligned more and more to
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the market, the weighted average interest rates on Central government securities went up from 7.03 per cent in the early
eighties to 11.49 per cent by 1989-90 and further to 11.86 per cent in 1998-99. Interest rates on borrowings of State
governments also rose from 6.75 per cent in the early eighties to 12.35 per cent in 1998-99. Almost concomitantly the
share of market loans in the total outstanding domestic debt of the government increased from 31.0 per cent to 35.4 per
cent by the end of March 1999. The rate of interest on the other major constituent of domestic debt of the government
namely the liabilities on public account (small savings and provident funds) also registered a significant increase and their
share in the government debt went up from 36.9 per cent on the average in the first half of the 1980s to 42.8 per centin the
latter half, and further to 44.9 per cent during the 1990s. The average implicit interest rates on these liabilities worked out
to 12.15 per centin 1997-8, as against 7.22 per centin 1980-1. The debt accumulation process gathered further momentum
as interest rates on market borrowings and other sources tended to converge. As the report of the Reserve Bank of India
on Currency and Finance for 1998-9 puts it: “Thus, the concerns on sustainability of public debt in India essentially arise
from the high stock of domestic debt, its changing composition from low cost to high cost constituents, and interest rates
on such borrowings™.

2.33  The other major item of expenditure that had grown steadily in the eighties is “subsidies”. Apart from the subsidies
implicit in under-pricing of public services, government budgets also provide subsidies in explicit form. These formed
1.98 per cent of GDP and 18.6 per cent of the Centre’s net revenue receipts in 1991-92. Although the level of subsidies
has come down to less than 1.5% of GDP at present (1999-00), they still form 14.3 per cent of the Centre’s revenue
receipts. The amount of subsidies provided by the States through their budgets is difficult to make out as they are shown
under several heads but from the scrappy information that is available from various heads, it is evident that the volume of
budgetary subsidies remains large. Valiant efforts to reduce the subsidies notwithstanding, they continue to account for a
sizeable slice of the government receipts. Resistance encountered by the Union government in cutting down the subsidies
in the current year’s budget and the relentless growth of interest and salary related expenditure evidence the intractability
of the problem of budget deficits.

2.34  Theitem that has registered very rapid growth in the government budgets in the nineties is ‘Pensions’. At the
Centre, pension expenditure grew at a compound rate of over 21 per cent per annum during the period 1990-2001. In the
army, pension expenditure now exceed the pay and allowance of serving officers. Pensions have been the fastest growing
item in the State budgets too, the growth rates recorded were 19.6 per cent in 1990-95 and 26.6 per cent in 1995-99
(Annexure 11.6).

2.35 The tendency of public expenditure to multiply in response to the needs and aspirations of the people and for
governments, to resort to borrowing rather than taking hard decisions that can help to augment revenues to match the
growing volume of expenditure is not uncommon in a democratically governed developing country with decision makers
operating within short time horizons. It is commonly thought that much of our budgetary ills are, at bottom, the end
product of actions of governments motivated by short-sighted populism. However, experience shows that political
compulsions of democratically elected governments notwithstanding, it is possible to turn around budget deficits with
appropriate strategies and checks against profligacy, especially institutional reforms to strengthen the revenue base and
install effective incentives to induce fiscal discipline on the part of policy makers.

2.36  There is reason to believe that the structural weaknesses responsible for the imbalances in our public finance
stem to a large extent from the infirmities of the institutional framework that underpins the fiscal system. Institutions that
bear on the public finances include on the one hand the legal and administrative system and the political environment in
which the fiscal systems operate and the structure of inter-governmental relations on the other. Inadequacy of revenue
growth may be due as much to some inherent weaknesses of the legal structure delimiting the ambit of the tax base such
as the exclusion of services from the base of the major indirect taxes, as from discretionary policies of the government
such as providing generous concessions that benefit only some sectors of the economy. Tax enforcement may be
enfeebled not only by the inadequacy of administrative resources but also the shortcomings of the legal system in bringing
tax offenders speedily to book. The inadequacy of autonomy and accountability of management of public enterprises may
be as responsible for the poor return from public investments as pricing policies that affect their financial results. Deficiencies
of the system of budgeting and public expenditure management and absence of a binding budget constraint on governments
also constitute another source of structural weakness of the government finances in the country.

2.37  Among the institutions that play a vital role in the fiscal arena of a federal economy, a critical one is the structure
of federal fiscal relations particularly the system of intergovernmental fiscal transfers. Transfers from national to sub-
national governments are common in all federations because of the often unavoidable asymmetry in the assignment of
powers and functions among governments and uneven economic development of the constituent units causing wide
disparities in their fiscal capacity. However, it is well-recognised that, unless carefully designed, intergovernmental transfers
tend to undermine accountability by de-linking spending and taxing decisions and thereby weaken fiscal discipline and
efficient use of national resources. Limited access to tax sources can also increase the dependence of lower level
governments to those at the higher levels and erode their autonomy.

2.38  The transfer mechanism envisaged by our Constitution makers show ample awareness of the potential pitfalls.
The mandate to entrust the task of mediating the flow of federal revenues to the States to a constitutional body like the
Finance Commission appointed by the President, is a unique feature of India’s fiscal federalism. It is fair to say that the
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institution of the Finance Commission has served the country well, testified by the fact that the Finance Commission’s
recommendations relating to fiscal transfers are generally accepted and rarely have been departed from. However,
deficiencies have surfaced in the working of the transfer system in the last fifty years, which, unless properly remedied,
can impede the reforms required to restore budgetary balance on an enduring basis and can even debilitate both the
economy and the polity grievously. The problems with the current system have arisen among other things from:
(i) segmentation of the flow of federal revenue to the States and multiplicity of agencies dispensing Central funds;
(i) shortcomings in the design of vertical and horizontal sharing of federal revenues; and (iii) inadequacy of institutional
arrangements for intergovernmental consultation and policy co-ordination on an operational footing.

2.39  The most serious flaw in the current system of federal transfers in India is the flow of the Centre’s revenue to the
States in segments, viz., devolution of a fraction of the Centre’s divisible taxes and grants-in-aid of revenue of States in
need of assistance under article 275 of the Constitution through the Finance Commission (FC), transfers through the
Planning Commission (PC) in the form of assistance for State Plans, transfers to implement Centrally Sponsored Schemes
(CSS) under the Central Sector Plan, and other discretionary transfers. The statutory transfers also have several
components, viz., tax devolution, revenue deficit grants, grants for upgradation and special problems and grants meant for
local bodies and calamity relief. The dominance of tax devolution in these transfer weakens the equalising capacity of
Finance Commission transfer, even though successive Finance Commissions have tried to redress the weakness by
introducing progressive elements in the devolution formula. A more complicating factor has been the emergence of plan
grants as a parallel channel of transfer of Central funds dispensed by a different agency, viz., the Planning Commission.
Some revenue transfers take place also in the form of discretionary grants administered by the Ministry of Finance. But
they constitute a small proportion of the total, currently only about 2 per cent. Statutory transfers made up of tax devolution
and grants under article 275 account for the bulk (about 65 to 70 per cent). However, plan grants also form a sizeable
proportion (about 30 to 35 per cent, vide Annexure 11.7).

2.40  With the adoption of public sector led planning as the strategy of development and the creation of the Planning
Commission soon after the Constitution came into being, grants for the Plans have come to form a major component of
federal revenue transfers. Atfirst, the plan grants were meant to assist the States in implementing their plan by supplementing
the resources available with them from their own sources and those accruing from the Finance Commission’s
recommendations, that is the statutory transfers. The need for providing a part of plan assistance in the form of grants, in
addition to loans apparently arose from the possibility that the development plans though focussed on investment in the
priority sectors, could also entail some current expenditure over a given plan period to maintain or run the assets created
through the plan and the States might need some support to bear the resulting burden. This was not too problematic from
the angle of budget balancing so long as the revenue requirements of the States were considered by the Finance
Commission, in their totality, that is, including what the execution of the plan might call for. This was the position during the
First and Second Plans as the awards of FCs covering the two Plan periods took into account the requirements for
revenue expenditure on account of the Plans as well. Things changed with the third FC, whose award period coincided
with the Third Five Year Plan. The ToR of subsequent FCs except the Ninth, called upon them to take care of the needs
of the States on the non-plan revenue account only. Grants for meeting plan revenue expenditure were dealt with by the
Planning Commission. Revenue balance could still be ensured so long as reliable estimates were available for the
revenue expenditure component of the contemplated plan and the Planning Commission, while assessing the needs on
account of the plan for purposes of determining the plan grant for a State, took note of the likely overall scenario of its
revenue and expenditure.

2.41  Figuring out the revenue part of the plan was simple when, as was the practice in the beginning, the plan was
approved by the Planning Commission, scheme-wise. Even when the system was changed and approval was given to
the annual plan outlay made up of available balance from current revenues and borrowings from various sources, leaving
plan grants to be guided by a formula - the Gadgil formula — it was possible to see that the revenue expenditure were not
stretched too much and the focus of the plan remained on investment in physical capital creation. With increasing emphasis
on social sectors like health, education and poverty alleviation, borrowing was permitted for financing revenue expenditure
as well. Revenue deficits could still be kept in check if their dimensions were known in advance. Such checks ceased to
apply when approval was accorded to the plan outlay without specification of the revenue part, allowing Plan revenue
expenditure to emerge ex post as and when the plan got implemented.

242  Onanaverage, as much as 50 to 60 per cent of the plan expenditure of the States is currently made up of revenue
expenditure (vide Annexure 11.8) while available Plan grants meet only a part of it. This is because, under the Gadgil
formula, for States not belonging to the “special category” only 30 per cent of Central assistance for the State Plans is
given as grants and the rest as loan. Central assistance is extended in the form of grant also for the implementation of
certain plan programmes, viz. Centrally Sponsored Schemes and Central plans but in the end all States are left with large
deficits in their plan revenue account. In reality plan grants as a whole do not match plan revenue expenditure in any State
now (other than those in the special category) as may be seen from Annexure 1.4 and so a good part of the revenue
expenditure incurred under the plans is met out of borrowing in most States. The debt-servicing burden thrown up in this
process encumbers the non-plan revenue account beyond what it can bear and so borrowing is resorted to for meeting
non-plan revenue deficits as well in many States. Special category States usually have relatively large surplus in their
plan revenue account, the surplus going up in some States to over 10 per cent of the GSDP because, in their case, normal
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plan assistance is carved out separately and given mainly (90 per cent) in the form of grant. Nevertheless, their budgets
show fiscal deficits of varying orders while in some States, the deficit went beyond 10 per cent of their GSDP in 1998-99.
Consequently, the debt burden in their case too has grown enormously and tended to wear down the surplus in their
revenue budget.

243  The non-plan revenue budget of the States for a plan period has also to bear the burden of running the assets
created during the earlier plans. Routinely the liabilities arising out of this process is presented to successive Finance
Commissions as “committed” expenditure, to be taken into account while assessing the needs of the States. Thus,
contrary to the common belief, the impetus for the growth of non-plan revenue expenditure comes not from the so called
non-developmental expenditure alone but as the aftermath of the plans in which revenue expenditure are met to a large
extent by borrowing, pushing the burden of debt servicing on the non-plan side. With the blurring of the distinction
between revenue and capital in the plan outlay and enlargement of the revenue component in the actual plan expenditure
that cannot be predicted in advance the budget estimates lose credibility and controls over the budget are rendered
difficult. The practice of mingling revenue and capital parts in plan outlay and financing a large part of plan revenue
expenditure by borrowing is now well recognised as a major factor underlying the imbalance in the country’s public
finances. To quote the Tenth Finance Commission:

There is a revenue Plan, which ought to be covered by revenue receipts. The clubbing of the revenue and capital
components in one category termed the Plan outlay has generated a tendency to use borrowings to finance
revenue expenditure. Itis imperative to match the revenue resources separately with the revenue component of
the Plan. Failure to appreciate this basic requirement of fiscal discipline is one of the main causes of the endemic
fiscal disequilibrium.

244  The disequilibrium gets accentuated as the States try to obtain approval for larger and larger plan outlay from the
PC every year, even while the revenue position happens to be tight, implying ever-increasing reliance on borrowing.
Article 293 of the Constitution provides a mechanism for the Centre to keep a check on borrowing of States already in debt
to the Centre. Butthe check does not apply to certain borrowing sources viz., the small savings and provident fund of
employees. Then they have access to ways and means advances and facility of overdraft from the RBI, though subject to
certain limits. In breach of article 293 and to circumvent, certain States use PSESs to borrow rather than accessing the
market for loans directly. The tendency on the part of the States to seek approval for large plan outlays is noted in the
Ninth Plan document in the following words:

Many a time, the States show over-optimism regarding raising their own resources with a view of getting a higher
Plan size fixed, as compared to the previous year, even though the achievement in the previous year may be
much less than the originally fixed Plan size.

(Para 6.18, Ninth Five Year Plan, Vol. I)

Some remedial action is also indicated in the plan document. But the outlays approved still far exceed the official level
estimates in many cases while the actual expenditure falls short of the approved plans.

2.45  Another problem with the segmentation of statutory transfers arises from the manner in which the needs of the
States which require grants-in-aid after devolution are assessed. While right from the beginning, every Finance Commission
has tried to apply some objective criteria in assessing the revenue and expenditure of the States over their award period,
these have remained mostly confined to the growth rates relied upon to project the various items in the non-plan revenue
budget. The assessments made by the FCs are rarely adhered to by the States. At the end of each 5-year period
preceding the formation of a new FC, the actuals are presented to form the base for the estimates for the next five years.
In other words, the normative approach which is essential for equity and efficiency, has also not been fully operative.

246  Absence of arrangements for regular consultation and policy co-ordination is another shortcoming of the institutions
that underpin our federal financial relations. The Constitution provides for a mechanism for such consultation in the form
of Inter-State Council. In fact, this forum should have been utilised for evolving national consensus on economic and other
matter. But little effective use was made of that forum in the past. There are many issues of common interest and
externalities among the States as between the Centre and the States that can be sorted out only through interaction
among them. The Indian federal system has been gravely deficient in this regard, as a result of which there has been a
runaway increase in government expenditure both at the Centre and in the States. Further, the States have engaged in
tax competition by offering low rates of sales tax and other concessions to attract trade and business. There is also tax
exportation, that is taxation by a State of which the incidence falls on citizens of other States, as for example through tax
on inter-State sales. All these affect the potency of the tax sources of every State, reflecting the institutional weakness of
our federal system.

247 The strategy of restructuring of the public finances that we are devising aims at rectifying the deficiencies
enumerated above, addressing in particular the complications created by segmentation of transfer channels, reformulating
the principles governing the transfers and installing potent incentives for fiscal discipline and efficiency, and activating the
institutions of intergovernmental consultation and policy co-ordination. In redesigning the transfer system however, due
regard would need to be paid to equity and autonomy of the States as well. In the context of para 4 of our TOR, considerations
of sustainability also must be kept in view, which implie s that the transfers should be consistent with the macro-parameters
indicating the sustainable size of the public sector and the permissible level of deficits in the government budget. These
have been the guiding aims underlying our approach.
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Approach to Restructuring: The Broad Thrusts

248  Restructuring requires in the first instance defining the goals in terms of budget outcomes and the key budget
variables viz., the level of revenue, expenditure and deficit. The goals need to be set in a macro frame with disaggregation
for the two levels of government under the aggregate budget heads of receipts and expenditure oriented to achieve fiscal
balance and ensure economic stability consistent with growth and equity.

2.49  The scheme we have in view seeks to restore budget balance in the medium terms by reducing the fiscal deficit
substantially and eliminating the revenue deficit at the State level. Atthe same time, the composition of government
expenditure will undergo a change in favour of the social sector and capital expenditure. The adjustments that would be
needed to reach the contemplated targets are, in our judgement, not too ambitious though it will require earnest effort on
the part of the governments at both levels to raise the revenue-GDP ratio. We believe there is considerable slack in tax and
non-tax revenue realisation and the drop in revenue-GDP ratio that has occurred in the nineties can be made up without
hurting the economy. We have tried to identify some of the principal impediments to improving the revenue productivity of
the tax system and our recommendations contain suggestions for wide ranging reforms including some Constitutional
amendments.

250 The package of federal transfers by way of tax devolution and grants recommended by us in this report is predicated
on the expectation that the growth of revenue and expenditure of the government at both levels will occur as contemplated.
Transfers constitute a major item of outgo for the Centre and a vital revenue source for the States, and so have to be so
designed as to underpin the parameters of revenue and expenditure of both levels of government envisaged in the
restructuring plan. This necessitates setting the norms for transfers as a proportion of Central revenues (tax and non-tax
taken together) in the aggregate terms leaving the components to be determined separately but keeping within the overall
ceiling.

251  Anotable implication of this strategy is that in deciding the level of revenue transfers, all transfers have to be taken
in their totality and their components like tax devolution, grants-in-aid and grants in other forms like Plan grants, should be
decided in the light of the overall ceiling. Accordingly, after working out the likely profile of the revenue and expenditure of
the Centre for the five years 2000-05, we have set a notional limit on the overall revenue transfers, taking into account the
legitimate needs of the Centre to meet its revenue expenditure liabilities. In setting this ceiling, we have taken note of the
level of transfers that have taken place as a proportion of Centre’s revenues in recent years (Annexure 11.9) and postulated
a proportion of 37.5 per cent in order that there is no disruption in government finances at the two levels. This will serve
to raise the volume of resource flow to the States over what has been prevailing of late but not beyond what can be
accommodated within the Centre’s resource profile, and the contemplated deficit levels.

252  We have proceeded next to determine the share of the Central taxes that may devolve on the States and their
inter se allocation among the States. Here again, while suggesting some change, in the interests of certainty and stability
of the system, we have taken care not to depart too much from the pattern that has evolved in recent years although for
strengthening the equalising effort of the transfers, a reduction of the share of devolution and larger grants-in-aid would
have been preferable. The next step was to figure out the likely non-plan revenue gap of the States based on our
assessment of their revenue and expenditure scenario and the share in Central taxes likely to accrue to each State
through devolution. The grants-in-aid on non-plan revenue account have been designed to see that no State is left with
any deficit after receiving these grants. The balance of the aggregate transfers warranted by the overall notional ceiling
after allowing for tax devolution and grants-in-aid, emerges as potential plan grants. It may be added that in our scheme,
the grants-in-aid include revenue deficit grants on non-plan account and grants meant for local bodies and grants meant
for calamity relief.

2.53 Inassessing the revenue gaps of the States, we have tried to follow the normative approach as far as possible.
Although elements of normative approach have been implicit in the assessments made by the FCs in the past, since we
are proposing to use the norms more extensively than before, a brief discussion on its rationale and contents would be in
order.

Strengthening the Normative Approach

2.54 Indeciding what would be the appropriate sums to be paid to States as grants-in-aid, the FC assesses the “need”
of each State after taking into account what they can raise on their own by exercising the tax powers available with them,
and the share of Central taxes to devolve to each State as per the formula prescribed by the Commission. The Commission
also takes into account the expenditure likely to be incurred by them over the award period by applying growth rates which
they consider appropriate. But the growth rates are usually applied to the revenue and expenditure of the base year, that
is, the year preceding the first year of the five-yearly award period. Although the growth rates applied to the base year
figures are chosen by the FC which, in their judgement, would be reasonable, the base year figures reflect the result of
the discretionary actions of the States in the matter of revenue raising and expenditure priorities of their own.

2.55  Projections that proceed from the actuals of the base year create a tendency among the States to incur expenditure
in excess of available revenue, and resort to borrowing, in the expectation that the resulting burden of “committed” expenditure
including the debt servicing would go into the FC's assessment of expenditure liability for working out the likely revenue
gap for the subsequent years. This process puts the States who observe the rules of prudence and show no deficit in their
non-plan revenue account at a disadvantage, in that they do not qualify for any grants-in-aid, while those who produce
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unbalanced budgets get away with their profligacy. This practice is both iniquitous and detrimental to efficiency in fiscal
management. For the transfer system to be equitable and conducive to efficiency, the States should not be assessed on
what a State actually practises but on what it should practise, given its resource base and what it can legitimately expect
from the Centre, in other words, on the basis of some objective norms.

2,56  While, conceptually, norms to determine relative taxable capacity can be set up through econometric techniques
such as by using the representative tax system method or the regression approach, application of the normative principle
in practice presents formidable difficulty because of the heterogeneity of the States that affect their tax potential and also
because of paucity of data. However, some approximation is possible. This is what we have tried to do on the revenue
side. Assessment of expenditure requirement on a normative basis is also fraught with difficulties. Itis not possible for the
Finance Commission to decide what is the legitimate expenditure of the State objectively. Every State has its own
priorities. Even going by averages also may not be very satisfactory because when all States violate the rules of fiscal
prudence, the average tends to go beyond what can be sustained by transfers from the Centre. But since we are not
starting from a clean slate, there is no alternative but to start from the existing situation. Nevertheless, we have made an
attempt to introduce the normative principle a little more systematically than before, by adjusting the base year figures in
the light of some norms and also estimating the revenues and expenditure for the five year reference period by using
some normative growth rates. This forms the basis of our identification of States in need of assistance and determination
of sums that may be given to them as grants-in-aid.

Incentives for Fiscal Discipline

2.57 Inorderto strengthen the incentives for fiscal discipline, our scheme of debt relief widens the reward for reducing
the debt ratio. As a way of checking the tendency on the part of the governments to borrow while expanding their
expenditure, several countries have, of late, introduced certain fiscal policy rules through legislation, setting a ceiling for
the debt-GDP ratio. The question of tying a part of fiscal transfers to observance of fiscal policy rules or an agreed fiscal
reform programme will be considered in our report dealing with the added term of reference in para 4 of the ToR. Meanwhile,
the transfer proposed in this report is designed to encourage discipline and facilitate fiscal adjustment by laying down a
ceiling beyond which deficit will not be underwritten by the FC or Central transfers and any State going beyond this limit
would have to find resources on its own. The success of any such scheme depends crucially on strict observance of the
rules of fiscal discipline by both the Centre and the States in letter and spirit.

Federal Transfers: Need for a Holistic Approach

2,58 As already noted, an important implication of our approach is that potential Plan revenue grants emerge as a
residual in the transfer package. Once the ceiling on transfers is laid down and the amounts to flow as tax devolution and
grants-in-aid specified, the balance remaining out of the total overall may flow as plan grant. Consistent with our macro
scenario, these are the amounts which can devolve to the States by way of plan revenue grants.

2.59  Our ToR also require us to take into account the total revenue expenditure of the States on account of both plan
and non-plan. The Ministry of Finance in their memorandum to us also urged that the devolution package should be
based on an integrated view of the transfers so that the impact on the Central budget becomes transparent and amenable
to control. We accept this contention and in order to correct the deficiencies in the transfer scheme arising from the
segmentation of Central revenue transfer into non-plan deficit grants and plan grants have taken a holistic approach to
work out a transfer package consisting of all components of revenue transfer from the Centre to the States. Viewing the
plan and non-plan grants in tandem is, in our view, essential for restructuring of public finances and restoration of budget
balance.

2.60 As argued earlier, if the practice of borrowing to finance revenue expenditure is to be discouraged and public
services provided efficiently the requirements of revenue expenditure have to be assessed in their totality without leaving
the revenue component of the plan to be decided separately. This apparently is the consideration underlying the reference
in our ToR to the need to take into account the requirement of the States for meeting the plan and non-plan revenue
expenditure. Even otherwise, it is not possible to evolve any scheme of restructuring without looking at the revenue
expenditure in their totality.

2.61 There are, however, practical difficulties for the Finance Commission in assessing the requirements of revenue
expenditure under the plans. The Finance Commission, having been a fixed-term body appointed periodically cannot be
in a position to determine the developmental requirements of each State individually. The practice of excluding Plan
revenue expenditure from the purview of the Finance Commission has come to be followed since the Third Plan was thus
not without some merit. Moreover, in order that the macro-picture is not lost sight of and the States do not overestimate
their resources while asking for a larger Plan, incompatible with the revenue scenario, they present before the Finance
Commissions, a link between the Planning Commission and the Finance Commission was established through a common
Member. That practice ended with the Tenth Finance Commission, thereby closing the avenue of effective co-ordination
between Planning Commission and the Finance Commission.

2.62  Another difficulty in integrating plan and non-plan components in the revenue expenditure has arisen from the
desynchronisation of the reference periods of the Finance Commission with the Five Year Plan periods. For the first six
Finance Commissions, the two periods were co-terminus. The break that occurred with the Eighth Commission was
restored with the Ninth Finance Commission being asked to report for two periods, one for a single year and the other for
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the next five years coinciding with the Seventh Plan. The delay in the commencement of the Ninth Plan again broke the
link. The desynchronisation continues.

2.63  The point that bears reiteration is that restructuring towards fiscal balance is not possible unless the expenditure
needs of the Centre and the States are looked at in their totality and not segregated into compartments like plan and non-
plan. Even if the distinction is maintained, budgeting for expenditure should keep in view the macro-parameters while
fixing the size of the plan. Looking at the present system, one cannot help feeling that the size of the plan revenue budget
of the States remains indeterminate at the planning stage and is financed to a larger extent by borrowing than is sustainable.
Even if a part of the plan revenue expenditure is to be financed by borrowing, at least at the State level, there should be no
revenue deficit. The Centre’s grants should be tailored accordingly. The revenue transfer scheme designed by us is
guided essentially by these considerations.

2.64  Indeference to the requirement enjoined under para 6 of the ToR, we have tried to formulate measures for the
augmentation of the Consolidated Fund of the States to supplement the resources of the Panchayats and Municipalities
on the basis of the reports of the State Finance Commissions (SFC). Our aim in this endeavour has been two-fold:

i) to help achieve the objective underlying the 73 and 74" amendments of the Constitution by enabling the
local bodies to function truly as institutions of self-government; and

ii)  toease the burden that the State exchequers may face in nurturing the local bodies to help them attain their
potential and discharge their appointed functions.

2.65  Foran enduring solution to the problem of budget deficits, attention needs to be paid to the system of budgeting
and budgetary control. The newly constituted Expenditure Reforms Commission will, no doubt, go into the system of
budgetary practices and control and make recommendations for reforms that may be needed for improvement of the
system. However, we too have made some suggestions in this regard.

2.66  Lastly, while it might be expected that the fiscal stress may ease in the coming years, with the economy picking up
and interest rates softening, for budget balance to be restored on a sustainable basis, some of the basic structural
weaknesses of the fiscal system would need mending. Among them is the dysfunctional assignment of tax powers
between the Centre and the States and the fragmentation of the base of income tax and excise duties. Another is the
ballooning of pension liabilities of the public sector, a “ticking time bomb”, as some would say. The former may need a
change in the Seventh Schedule to the Constitution and the latter, some viable scheme of pension funding.

2.67 Inconclusion, we would like to stress that public finances are a mirror of the collective choice of the people in
regard to the size of the public sector and its contents, and the manner of its financing. However, viability of public
finances depends crucially on the awareness on the part of the people themselves regarding the options and trade-offs
involved. In a federal economy, intergovernmental transfers play a critical role in holding a balance between revenues and
expenditure at different levels of government. The balancing cannot be achieved without the collective will of the people.
We would feel rewarded if our scheme helps to generate greater awareness among the people and the policy-makers of
the need for bringing the public finances into balance on a sustainable basis.
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Chapter Il
Restructuring Public Finances

3.1 Large fiscal deficits fuelled increasingly by deficits in the revenue budgets have been the bane of government
finances in India for nearly two decades now. While a part of the capital expenditure has always been financed out of
borrowing, revenue deficits signifying financing of current expenditure also by borrowing have become malefic fixtures in
the Central budgets since 1979-80, and in the all-States profile, since 1987-88. Virtually all States, first the fiscally weaker
ones and then even the better off among them, have slipped into revenue deficit. Embedded as they are in fiscal deficits
that are universally acknowledged as unsustainable, revenue deficits are only visible manifestations of multiple and deep-
seated imbalances in government finances calling for basic restructuring.

3.2 Clause 4 of our Terms of Reference (ToR), the first of its kind for a Finance Commission, brings this issue to the
fore. It requires usto review the state of finances of the Union and the States and suggest ways and means by which the
governments, collectively and severally, may bring about a restructuring of the public finances so as to restore budgetary
balance and maintain macroeconomic stability. In addressing this task, we feel it necessary to (i) consider the relevant
parameters of macroeconomic stability; (ii) based on the parameters chosen, outline the contours of the restructured
public finances of the country with suitable disaggregation between the Centre and the States needed to underpin macro-
stability; (iii) specify the contents of restructuring; and (iv) spell out the ways and means by which such restructuring can
be brought about by the Central and State governments, collectively and severally.

3.3 In the context of the task of formulating the ways and means for achieving budgetary balance, an additional term
was subsequently referred to the Commission requiring us to draw a monitorable fiscal reforms programme aimed at
reduction of revenue deficit of the States and recommend the manner in which the grants to States to cover the assessed
deficit in their non-Plan revenue account may be linked to progress in implementing the programme. We shall address this
additional term in a subsequent report.

3.4 The structure of public finances in an economy is defined by the level and composition of expenditure of the
government (current and capital) and the instruments relied upon to finance them, viz., the tax and the non-tax revenue
sources and borrowings. The excess of government expenditure over current revenues and other non-debt receipts gets
reflected in fiscal deficits financed either by way of borrowings from internal and external sources or through seignorage,
that is money printing. If expenditure persistently exceeds revenues, fiscal deficit, to the extent it is not covered by
seignorage, steadily adds to outstanding debt, resulting in increasing interest payments'. Unless met with larger revenue
receipts, this gives rise to a self-perpetuating spiral of debt and deficit. In the absence of commensurate increase in
domestic savings, deficits in government budgets tend to spill over to the external sector in the form of current account
deficit leading eventually to adverse balance of payments. This, in turn, jeopardises the macro-stability, judged by stability
of prices consistent with growth at attainable full employment levels. The solvency of the economy also comes under
doubt. A restructuring programme is called for to steer public finances away from such a spiral towards sustainable levels
of debt and deficit.

3.5 It should be noted that not all changes in a fiscal system can be regarded as structural in character. We need to
distinguish between changes that affect the very basis of inter-relations among fiscal variables and among fiscal and
other variables from those that reside at the surface, and changes that are enduring from those that are transitory.
Changes in tax rates aimed at raising the level of tax revenue, for instance, do not constitute structural change. On the
other hand, shifts in the composition of taxes seeking, say, to reduce the government’s reliance on foreign trade taxes or
move towards a non-distortionary tax regime by replacing turnover type sales tax with value added tax, is structural.
Similarly, compositional changes in government expenditure, signifying disengagement of the public sector from direct
participation in the productive activities in the economy, are structural. Also, changes in the tax base brought about by
fiscal and non-fiscal causes would qualify as structural. In a federal economy, changes in intergovernmental financial
relations comprising assignment of powers and functions among different levels of government and the system of fiscal
transfers belong to the structural category. Again, certain changes in the public finances might be called for to meet short-
term exigencies while some others might be needed from a long-term perspective. Informulating a scheme of restructuring
it has been our endeavour to identify the content of restructuring and formulate measures to achieve them keeping these
distinctions in view.

3.6 As required by our ToR, we have, in Chapter II, reviewed the state of finances of the Union and the States, and
analysed the causes of the deterioration in the public finances of the Union and State governments, both proximate and
basic. In this Chapter, we consider issues of macroeconomic stability focussing on the implications for intergovernmental
fiscal transfers. We have outlined an adjustment path for fiscal restructuring and worked out a package of ways and
means for its implementation, keeping in view a medium term goal of fiscal consolidation in the Centre as well as in the
States.
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Public Finance and Macro-economic Stability: The Interface

3.7 Public finances impact the economy in many ways, directly and indirectly, in the long as well as the short run.
Spending by government represents a draft on the national resources for public use. The size of the draft that the public,
i.e., the government sector makes to carry out its expenditure programmes, as also the instruments used for securing
them, influence the macro-economy in fundamental ways. The public sector provides services which are not catered to by
the markets such as defence, justice, public administration and needs of the social sector like primary education and
healthcare. Public sector also promotes growth by helping build basic infrastructure and creating an environment conducive
to the development and growth of the economy to its full potential. But, unless employed efficiently, the use of resources
by the public sector can retard growth in the long run. Being a component of the aggregate demand, government expenditure
constitute the major determinant of the macro-economic outcome in the short run. The manner of financing the government
expenditure also impacts the macro-economy, depending on the extent to which such expenditure are financed out of
taxation and borrowing or seignorage and the instruments used. An ill-designed tax structure can cause distortions and
inefficiencies while reliance on either borrowing or seignorage beyond a point creates problems in the form of explosive
accumulation of debt and inflation. Borrowing has its ramifications in terms of inter-generational burden of debt, pressure
on interest rates and crowding out of private investment. It also has implications for the external sector balance as deficits
in government budgets in excess of what can be met out of domestic savings entail drafts on foreign savings through
current account deficits.

3.8 It may be useful at this point to look at the conditions of macro-stability that are of general application. Commonly,
macroeconomic stability is associated with stability in prices, allowing for a moderate rate of inflation. However, price
stability can coexist with unemployed resources in the economy. Hence, for all practical purposes, macroeconomic
stability is viewed as stability of prices at full employment of available resources?. In an open market economy, macro-
stability is attained and preserved through the behaviour and interaction of the various markets. Depending on the state of
the economy, macroeconomic instability can originate from imbalance in any one or more of the principal markets, viz.:

i) excess of aggregate demand over aggregate supply in the commodity market;

ii) excess ofdemand over supply in the financial markets including the market for money and foreign exchange;
iif) excess of supply over demand in the labour market; and

iv) imbalances in the market for non-financial assets.

The markets are interdependent and imbalance in one spills over into another. Fiscal stance of the government plays a
key role in maintaining or disrupting macroeconomic stability via its impact on the various markets, although policies in
other fields also influence the outcomes. For instance, physical controls over investment and production, and wage policy
can distort the incentives and retard economic growth resulting in shortages and incipient inflation. When prices are
controlled, instability may not be apparent even though supply demand imbalances persist. While public finances alone
cannot counteract imbalances in all markets, inappropriate policies in the fiscal arena can act as a source of instability.

3.9 For operational purposes, it is useful to look at macro stabilisation issues in terms of internal and external balance.
For internal balance, we require a growth trajectory whereby resources are fully employed and inflation is at a low level.
For external balance, we need to keep the current account deficit within a reasonable limit that is what can be serviced in
the long run out of export earnings and factor incomes abroad. Macro stability also depends critically on the handling of
monetary policy and the exchange rate.

3.10  Adistinction needs to be made also between stabilisation in the short run and in the long run. The emphasis in the
short run has to be on counter-cyclical measures. Thus, in a period of recession, the government has to embark on an
expansionary fiscal policy even if this raises the level of fiscal deficit as a proportion of Gross Domestic Product (GDP).
Counter-cyclical stabilisation may also be helped by reduction in tax rates to stimulate private spending. On the other
hand, when the inflation rate is on the rise, fiscal stance has to be contractionary and fiscal deficit, relative to GDP, may
have to be reduced.

3.11  Thelong run stabilisation objectives are different and more structural in character. From a long-term perspective,
one needs to determine the right size of the government, the composition of government expenditure and the size of debt
and fiscal deficit, all in relation to attainable or potential full employment output. It would also require a tax structure
conducive to savings, investments, risk taking and work efforts. The long run stabilisation provides the necessary time
frame for all adjustments to be completed, while ensuring that the economy is on a growth path whereby the available
resources, physical and human, get fully employed. The relevant objective then is to select the size and composition of
government expenditure and the right mix of financing instruments that maximise growth and welfare, with stability. The
focus of fiscal restructuring to ensure macroeconomic stability has to be on this objective. What should be the size and
shape of the public sector in a country is ultimately a matter of public choice and, in a way, the level of public expenditure
reflects the demand of the people for public services. However, given the concerns about the sustainability of the public
sector in India in its present size and form, propped increasingly by borrowing, in addressing the task of restructuring, we
first consider the limits to which government expenditure can be financed through debt and deficit and then explore the
lines on which the public finances can be reshaped to subserve the objectives of growth with stability.
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Sustainable Debt and Fiscal Deficits

3.12  Government's fiscal stance as reflected in the size of the fiscal deficit and the manner of financing it plays a critical
role in macro-stabilisation. The apparently cheapest source of finance for governments is seignorage, which adds to base
money or high powered money. As the economy grows, the demand for money also grows, and depending on the
elasticity of demand for money, some increase in money supply can be absorbed without inflation. But beyond a limit,
increases in base money can result in unacceptably high rates of inflation. It has been suggested that in developing
economies the “ratio of seignorage of much more than 2.5 per cent of GNP would not be sustainable and that even that
rate would only be possible in a rapidly growing economy’. In India, in recent years, borrowing from Reserve Bank of
India (RBI) has been subjected to strict limits through a memorandum of understanding between the Government of India
and the RBI. Ideally, the extent of monetised deficit should be subjected to a limit linked to GDP.

3.13  Borrowing from foreign sources, the other alternative for financing deficits, tends to appreciate the exchange rate.
However, by its very nature the flow of foreign funds depends on many factors, not all economic. The economy’s aggregate
external borrowings (public and private) have to be managed by the central bank taking into account the safe limit to the
current account deficit, the structure of existing external debt and their time profile. The government’s external borrowings
should be limited considering that its vulnerability to external shocks increases if external debt servicing requirements are
too large.

3.14  Domestic borrowings are the other main source for financing deficits in government budgets. However, it has
implications for the rate of interest and the availability of savings for the private sector. A critical issue that we need to
consider is whether government borrowing and debt are sustainable at the present level. For their sustainability over a
period of time, an essential condition is that the ratio of debt to GDP does not grow beyond a point. The debt ratio may,
however, remain stable even while there is a primary deficit (i.e., the excess of expenditure excluding interest payments
over receipts), as long as the rate of interest does not exceed the rate of GDP growth. This is known as the budget
constraint rule. However, the level of primary deficit relative to GDP should not exceed the threshold derived from the
difference between growth rate and the effective interest rates on government borrowing*. It can be seen that currently the
sustainability condition is violated in the budgets of the Centre, in the combined accounts of the Centre and States, and
individually in many States (Appendix Ill.1, Tables A 111.1-5). Unless the present trends are reversed and the deficits are
brought down, the debt-GDP ratio will keep growing undermining the solvency of the public sector. From the angle of
sustainability, it is necessary not only to contain the deficits to levels permissible under the budget constraint rule but also
to bring down the debt ratio from its present level which is rather high. The need to reduce the debt level also arises from
difficulties in debt servicing associated with high levels of indebtedness. When debt-servicing liability is large — as it
happens when the level of debt is high and a large chunk of the revenue receipts is used up in servicing the debt — the
budgets should either cut down non-interest expenditure to the barest minimum or generate adequate revenue to finance
the essential expenditure of the government after meeting the interest liabilities or do both.

3.15 Ultimately the right size of fiscal deficit relative to (full employment) GDP depends on how the borrowed resources
are used. If borrowing is for consumption or current expenditure, borrowed resources will not create any assets that can
yield a return to service the additional liability in the future. Hence, the dictum that there should be no deficit on the
revenue account; rather the revenue budget should generate surpluses for government investment. An exception can be
considered for revenue expenditure that fosters human capital formation. The sustainability of fiscal deficit would depend
on the expected rate of return on government investment, including expenditure on human capital, and the efficacy of the
revenue system to finance the resulting debt servicing needs. Other things remaining the same, if the rate of return on
government investment financed by deficit is lower than the interest rate at which the incremental debt to finance the
deficit is incurred, then debt and fiscal deficit will tend to spiral. In comparing the rate of return on government investments
against the interest rates, it is necessary to look at not only the financial returns on government capital but the social
returns as well. Fiscal deficit may be sustainable to the extent it helps to support government expenditure so that GDP
growth warranted by full employment of available resources becomes possible, provided the revenue sources are also
buoyant enough to take care of the requirements of debt servicing. However, there are clear limits to increasing full
employment output growth rate by continuously running a high fiscal deficit because of the solvency question. Further, if
the debt level is high, interest payments will pre-empt an unduly large share of current receipts leaving too little for
expenditure on other essential heads of the budget. There are also limits to the extent to which the rise in the tax level that
may be required to meet mounting expenditure commitments, would be acceptable to the community.

3.16 The immediate issue for us is (i) whether at the present juncture the fiscal deficits of governments at the Centre
and in the States should increase or decrease and (ii) at what level relative to GDP should they settle down or stabilise.
The answer to these questions cannot but be different for the Central and the State governments taken severally. Considering
the State governments first, answers will be different for different States, depending on their existing debt to GSDP ratios,
their growth rates, and the return on government capital that they may obtain, as also the rate of interest at which they can
borrow. The constraints for the Centre are not the same as for the States. One important reason is that the rate of interest
is more endogenous to the Central government because of its ability to influence the growth of money supply via the share
of monetised deficit in total fiscal deficit, its capacity to administer the interest rates (despite deregulation of the financial
market) and the lower risk premium on its borrowing. These need to be borne in mind while considering appropriate rules
to set limits for borrowing and debt of the governments at the two levels.
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Fiscal Rules for Maintaining Macroeconomic Stability

3.17  The formulation of fiscal rules in the context of macroeconomic stability involves, basically, setting a rule regarding
the size of the deficits that the government can incur in financing its expenditure. In setting this rule, account should also
be taken of the existing level of the debt. According to available information, the ratio of government debt (including
external debt) to GDP is currently about 65 per cent. This does not take into account the debt of the public sector as a
whole inasmuch as the borrowings of public sector enterprises are not included in this computation®. At the current level
of indebtedness, over 40 per cent of the gross revenues of the Centre goes into interest payments alone. In the case of
the States, interest payments constitute on an average about 22 per cent of their revenue receipts (for some States, over
30 per cent). Growth of interest liabilities has been a major factor in driving up revenue deficits of both Centre and the
States in the nineties. If the public finances are to be restructured, the level of government debt should be brought down
to a level that would help to contain interest payments to a reasonable proportion of revenue receipts so that adequate
revenues are available with the governments for providing essential public services. Simultaneously there should be a
limit on the fiscal deficit in order that the debt-GDP ratio does not grow to undesirably high levels.

3.18  While benchmarks for sustainable debt and deficit would differ depending on the extant situation of a country, in
the context of the European Monetary Union, the Maastricht Treaty has laid down certain norms for the member countries
to follow. The rule regarding deficits is that the fiscal deficit should not be more than 3 per cent of the GDP and the debt-
GDP ratio should not be more than 60 per cent. These levels of deficit and debt, however, have to be seen in the context
of the rate of GDP growth in the countries of Europe averaging around 3 per cent per annum. For a developing country like
ours, aiming at a higher growth rate (such as 7 to 8 per cent) for eradicating poverty and realising the full growth potential,
a higher level of deficit may be permissible. However, from the angles of solvency and the likely impact of a high debt-GDP
ratio on the economy, and the government budgets via interest burden, it is desirable to bring down the level of debt-GDP
ratio and stabilise it at a level of no more than 55 per cent. A reduction in debt-GDP ratio is required particularly in view of
the fact that our interest rates are much higher than in advanced countries. By this rule, if the economy grows at a nominal
rate of 13 per cent, a fiscal deficit of 6.5 per cent may be sustainable.® This is the level which we have put forward as target
for the combined fiscal deficits of the Centre and the States by the year 2004-05, given the relativities between interest
rate and the GDP growth rates.

3.19  Another rule to guide the fiscal behaviour can be derived by relating interest liabilities to revenue receipts. As
emphasised earlier, a major problem with large deficits and consequent growth of debt is the growth of interest liabilities.
Unabated growth of deficits leading to continuous growth of interest payments pre-empts a large chunk of government
receipts and the balance left may be inadequate for meeting the required expenditure liabilities of the government,
necessitating borrowing and thus creating a vicious circle. To break this circle, a rule may be laid down whereby the
interest payments as a proportion of revenue receipts is confined to a level which permits the available receipts to meet
the requirements of expenditure’. This rule is particularly relevant for the States, as in their case, access to instruments
that influence the interest rate is limited. In other words, a composite rule laying down the limit of the fiscal deficit for the
economy as a whole and an operative rule restraining the growth of interest payments as a proportion of revenue receipts
appears to us to be necessary to ensure that long run macro economic stability is not jeopardised by imbalances on the
fiscal side.

3.20  For deriving the ratio of interest to revenue receipts at the optimal level consistent with the objective of maximising
growth at full employment while maintaining macroeconomic stability, it is necessary to take account of the elasticity of
government revenues and expenditure to GDP growth and of the interest rates to deficit, in a macro-model incorporating
the relevant structural relations. Given our limitations of data and time, it was not be possible for us to set up such a model.
However, a study commissioned by us at the Institute of Economic Growth, New Delhi, shows that the interest rate does
bear a significant and positive relationship with fiscal deficits. Keeping in view this situation and the past behaviour of the
tax revenues, expenditure and interest rates, we feel that the following norms of debt and proportion of interest rates to
revenue receipts may be followed to underpin the restructuring plan:

i) Forthe system as awhole, i.e., the Centre and the States combined, the debt-GDP ratio currently stands at
above 65 per cent (Annexure I11.1). For reasons mentioned earlier, we feel that this needs to be brought down
to around 55 per cent. For this level to be attained and sustained, the proportion of interest payment to
revenue receipts should not go beyond 25 per cent as against the current level of about 35 per cent. This will
further require raising the level of revenue receipts (tax and non-tax taken together) as a proportion of GDP
to 20 per cent.

ii) For the Centre, we propose to set a norm of 35 per cent as the desirable proportion of interest payments to
revenue receipts (net to Centre) as against the existing proportion of 51 per cent. Given the target of 10.28
per cent as the ratio of Centre’s net revenue receipt to GDP in the terminal year, it may not be possible to bring
down the interest to revenue receipt ratio to 35 per cent in five years. However, this should serve to bring
down the Centre’s debt-GDP ratio from the present level of 53 per cent to 48 per cent within a five-year span.

iii) Forthe States, the proportion of interest payments to revenue receipts including devolution and grants should
be about 18 per cent as against the present average proportion of 22 per cent. However, some inter-State-
variations may have to be allowed so as to avoid causing shocks. We strongly commend that the States
endeavour to move towards this ratio keeping it as their medium term objective.



22

The Macro Scenario and Restructuring Targets
3.21  The desirable levels of government debt and fiscal deficit and the associated fiscal restructuring would need to be
anchored in a macroeconomic scenario of growth of output and prices over the period 2000-01 to 2004-05. Some of the
key macro indicators that define the perspective for restructuring programme prepared by us are set outin Table 3.1. The
growth rate of GDP during the mid-nineties (1994-95 to 1996-97) was in the range of 7.0 - 7.5 per cent, but declined
towards the close of the nineties largely due to recession. In the mid-nineties, industrial growth rate had touched a peak
of 12.8 per cent. It fellin 1998-99 to 3.7 per cent. Alongside there was a price stability not seen before. But the fiscal side
already contained seeds of instability. The overall scenario (Annexure 111.2) may be summarised as follows:
(i)  Growth rate of the economy had declined from a peak of 7.5 per cent in 1996-97 to 5.9 per cent in 1999-
2000.
(i)  The economy was in the grip of a recession during the last 3 years;
(iii)  Inflation rate was down to about 3.5 per cent in 1999-2000;
(iv) Interestrates also came down by a margin ranging from 50 to 100 basis points since January 1, 1999.
(v) The current account deficit was about 1.5 per cent of GDP;
(vi) Revenue and fiscal deficits on the combined account are estimated to be 6.76 and 9.83 per cent of GDP in
1999-2000, respectively.

3.22  The underlying growth and inflation scenario that we have in mind for 2000-01 to 2004-05 is growth in the range
of 7.0to 7.5 per cent and inflation in the range of 5.5 to 5.0 per cent. A growth of 7 per cent or above was achieved for 3
years in the mid-nineties, but more recently we slipped from this trajectory in the wake of recession. Now that the
recession is easing, we expect that a growth of 7 per cent plus can again be attained. With a noticeable decline in the rate
of growth of money, (Annexure 111.2) we have assumed an underlying rate of inflation in the range of 5.5 to 5 per cent per
annum.

3.23  Inorder to sustain output growth at the targeted level, there has to be stability in the macro-economy and that
calls for several supportive actions in the fiscal sector. In particular, tax and expenditure reforms need to be carried
forward. Subsidy reforms must be completed so that prices of key inputs like those of power, irrigation, water and
petroleum reflect their true opportunity costs. In any case, all subsidies should be explicit so that their justification, or
otherwise, can be debated in the legislature. Further, government capital expenditure must increase to sustain the targeted
growth rate by providing the necessary infrastructure.

3.24  When the structural reforms and other changes which we recommend are put into practice, the macroeconomic
scenario in 2004-05 as compared to 1999-2000 would appear to be as in Table 3.1.

Table 3.1: Macro Scenario Before and After Restructuring Over the period 2000-05

1999-2000 2004-05
5.9 Growth Rate (% per annum) 7.0-75
3.5 Inflation Rate (% per annum) 55-5.0

-15 Current Account Balance (% of GDP) -1.5
6.76 Revenue Deficit (% of GDP) 1.0
9.83 Fiscal deficit (% of GDP) 6.5

14.0 Tax Revenue (% of GDP) 16.7
2.48 Non-Tax Revenue(% of GDP)* 3.2
4.17 Capital Expenditure(% of GDP) 6.6

* excludes interest payment from States to Centre.

Source (Basic Data): As in Annexure 111.2.

Contours of Fiscal Adjustment

3.25 Having considered the underlying macroeconomic scenario, we now proceed to spell out the broad contours of
fiscal adjustment that we consider necessary and feasible. It is evident that revenue balance can be restored only if
revenue receipts grow faster than revenue expenditure.

3.26  Onthe expenditure side, interest, pensions and salaries provide only limited scope for reduction in the short run.
Some expenditure - like those on education, health and infrastructure need to be increased if growth in the economy is to
be sustained at the desired level. The revenue side is also marked by rigidities. Non-tax revenues, for example, have
stagnated at around 3.5 per cent of GDP for many years. Fiscal restructuring has to be undertaken to overcome these
constraints and the cost of adjustment has to be borne by the Centre and the States in their respective fiscal domains.
However, the consequences of what would happen if nothing was done and various components of revenues and expenditure
were allowed to grow according to their historical drives, as per the estimated trend growth rates may be highlighted.

3.27  The fiscal scenarios that would emerge for the Centre and the States — if the current trends prevailed — called the
‘base scenarios,’ are depicted in Appendix IIl.1 (Tables Alll.1 and Alll.3). For the Centre, fiscal deficit rises from 5.64 per
cent of GDP in 1999-2000 to above 6 per cent by 2004-05. Revenue deficit touches the level of 4.57 per cent of GDP and
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capital expenditure to GDP ratio falls to 2.11 per cent. On the States’ side also capital expenditure falls, and revenue and
fiscal deficits increase as a proportion of GDP. Thesetrends must be arrested. We need to look for a feasible adjustment
path to bring about the required restructuring.

3.28 It hardly needs pointing out that if we set our sights too low, going in for soft options, it will take a longer time before
revenue balance is restored, and fiscal deficit reined in. On the other hand, if we adopt a programme that is too ambitious,
revenue balance may be achieved in shorter time but the cost of adjustment as well as chances of slippage will be high.

3.29  Given the constraints and compulsions, what is required is to select a path that strikes the right balance between
desirability and practicability. For indicating the period that would be required under alternative options to achieve revenue
balance, we have identified a feasible path and compared it with the consequences of the base scenario and the soft
option. In the soft option, the tax-GDP ratio increases only by one percentage point in the five years up to 2004-05, the
non-tax revenues continue to stagnate and only a mild expenditure compression takes place. As a result, a revenue
budget balance appears in the distant future, almost beyond the foreseeable time horizon.

3.30 Dissatisfied with the results, sights are lifted and efforts are redoubled. A tougher degree of restructuring is
attempted. Bolder expenditure controls, aggressive downsizing and further revenue enhancing measures are planned
and imposed. Incentive systems are worked out. In consequence, it appears that a revenue budget balance would be well
within sight and the economy is left only with a small and manageable revenue deficit in 2004-05. In the feasible option, we
have proposed an increase of about 2.6 percentage points in the tax-GDP ratio, and compression of a little less than one
percentage point in revenue expenditure. We have targeted a growth in capital expenditure to GDP ratio such that it comes
to about 6.6 per cent of GDP by 2004-05. Unless this is done, the economy will continue to be lacking in the necessary
infrastructure and a growth rate of 7.5 per cent may not be sustainable.

3.31 A more aggressive restructuring would call for an increase of 4 percentage points in the tax-GDP ratio within five
years. Itwould require other more vehement fiscal and non-fiscal changes which will neither be economically nor politically
acceptable under democratic system.

3.32. Chart 3.1 traces the path of revenue expenditure and revenue receipts with reference to the combined accounts
of the Central and State governments. Charts 3.2 and 3.3 depict the corresponding paths of revenue and fiscal deficits,
respectively, for the base scenario and the restructured scenario under the feasible and the soft options.
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Chart 3.1: Achieving Revenue Balance: Selecting a Feasible Path
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3.33  The adjustment path that we have selected, asks for an increase of 2.63 in the tax-GDP ratio, 1.48 coming from
the Central taxes, and 1.15 coming from the State (Table 3.2). The increase envisaged in non-tax revenues will be more
from States (0.50 percentage points) and a little less from the Centre (0.25 percentage points). This is because many
public services which are not in the nature of pure public goods and the beneficiaries can be identified individually, are
delivered more at the State-level. According to available estimates, subsidies embedded in the State budgets amount to
nearly 10 per cent of GDP (as of 1994-95). Most of these are implicit in nature as few subsidies are given from the State
budgets in an explicit and transparent manner. A tax-GDP ratio of 16.7 should be achievable as this level of taxation was
realised in the eighties. Revenue expenditure falls by about 2.30 percentage points of GDP. In 2004-05 we would be still
left with a revenue deficit of 1.00 per cent of GDP at the Centre but in the States it would be entirely eliminated. Fiscal
deficit comes to 6.50 per cent of GDP as targeted and capital expenditure rises to about 6.6 per cent of GDP. The main
features of the fiscal profile that emerges in 2004-05 under the restructuring programme envisaged by us are summarised
below:

i) The growth rate of the economy is restored to 7.5 per cent per annum as achieved in the mid-nineties.

i) Inflation rate is kept around 5 per cent.

i)  The current account deficit is kept below 1.5 per cent of GDP.

iv)  Revenue account balance is restored in the case of the States.

v)  Arevenue deficit of 1 per cent of GDP is left in the Central budget.

vi)  The combined fiscal deficit is brought down to 6.5 per cent of GDP.

vii)  Aggregate tax revenues of the Centre and the States measure 16.7 per cent of GDP.

viii) Non-tax revenues reach a level of 3.2 per cent of GDP.

ix)  Capital expenditure of the Centre and the States taken together will rise to 6.6 per cent of GDP.

Table 3.2: Fiscal Adjustment: Centre and States

1999-00 2004-05 2004-05 Annual Adjustment
(% of GDP) (% of GDP) over 1999-00 (% points)
(% points)

Combined Finances

Tax Revenues 14.09 16.73 2.64 0.53
Non-Tax Revenues* 2.48 3.23 0.75 0.15
Revenue Receipts 16.57 19.96 3.39 0.68
Revenue Expenditure 23.33 20.96 -2.37 -0.47
Capital Expenditure 417 6.61 2.44 0.49
Revenue Deficit 6.77 1.00 -5.77 -1.15
Fiscal Deficit 9.84 6.50 -3.34 -0.67
Centre

Tax Revenues 8.80 10.28 1.48 0.30
Non-Tax Revenues 2.75 3.00 0.25 0.05
Revenue Receipts 11.54 13.28 1.74 0.35
Revenue Expenditure 13.10 11.47 -1.63 -0.33
Capital Expenditure 2.62 4.00 1.38 0.28
Revenue Deficit 3.81 1.00 -2.81 -0.56
Fiscal Deficit 5.64 4.50 -1.14 -0.23
States

Tax Revenues (own) 5.29 6.44 1.15 0.23
Non-Tax Revenues (own) 1.03 1.53 0.50 0.10
Revenue Receipts 10.38 12.96 2.58 0.52
Revenue Expenditure 13.33 12.96 -0.38 -0.08
Capital Expenditure 2.06 2.85 0.80 0.16
Revenue Deficit 2.96 0.00 -2.96 -0.59
Fiscal Deficit 4.71 2.50 -2.21 -0.44

* does not include interest payments from the States to the Centre.

Note: Ratios of receipts and expenditure of States are based on assessment after making adjustments for contra-entries, identified subsidies
and net of lottery receipts.

Source (basic data): Budget documents.
3.34  Having selected a fiscal reform path couched in a macroeconomic scenario, we shall now spell out the content of

restructuring and the ways and means to achieve it. Before spelling out our suggestions, we first go over the views of the
Central and State governments on the subject.
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Restructuring of Public Finances: Views of the Central Government
3.35 Inthe context of restructuring, the Central government, in its Memorandum, made the following main suggestions:

0

(ii)

(iii)

(iv)

V)

(vi)

Tax devolution and article 275 grants should be regulated by taking into account the overall resource transfers
from the Centre to States. This is important for restructuring, as one of the main reasons for the high level
of fiscal deficit of the Centre is the high level of resource transfers to the States.

In order to curtail the revenue deficit component of the Centre’s fiscal deficit, devolution of taxes should be
regulated by taking into consideration the combined revenue deficit of the Centre and the States. A reduction
in revenue deficit is urgently needed for better use of borrowed resources and also to achieve intergenerational
equity. Except for human resource development through current revenues, consumption expenditure should
be financed from tax and non-tax revenue.

As global integration of trade and capital markets is taking place, an emerging economy like India’s needs
to maintain a sound fiscal environment for the inflow of foreign capital. Anincrease in the fiscal deficit of the
Central government may affect the economy adversely more than that of State governments as the
perceptions of foreign investors depend more on the Centre’s fiscal situation.

A reduction in the fiscal deficit of the Centre is more important, as increase in the Centre’s fiscal deficit
means an increase in the rate of interest via market borrowing and thus an upward pressure on the overall
interest rate structure, which, in turn, may crowd out interest sensitive components of private spending.
The role of the State and the Central governments should be redefined and there should be a gradual
reduction in the role of the Central government as a financial intermediary for the States and the Central
Public Sector Enterprises (CPSES); consideration should be given to rationalisation and better targeting of
subsidies; and closure of unrevivable PSEs with government guaranteed market debt to fund the closure
costs.

Year-wise fiscal deficit targets for both the Centre and the States may be recommended. The Commission
has been urged to prescribe the type and limit of expenditure of the States that should be financed by their
own tax revenues and through devolution and grants. Any additional expenditure should be financed by
Central Plan assistance and by raising loans within the fiscal deficit target.

(vii) Any measure of debt relief to the States should be linked to quantifiable improvement in fiscal performance.

Restructuring of Public Finances: Views of States
3.36  The views of State governments were focussed more on the concerns of their own finances. The salient points of
their suggestions are summarised below:

a

Macro Aspects: Some States (e.g., Karnataka and Manipur) suggested the need for taking an overall view
of finances covering not only revenue but also capital accounts of the States. A few States (e.g., Bihar)
called for a general lowering of interest rate in order to step up required capital expenditure and reduce
debt-servicing burden. Bihar also wanted a reduction in the rate of interest specifically on Central loans.
West Bengal emphasised that more resources could become available by bringing black money into the tax
net.

Expenditure: Many States emphasised the need for increasing developmental expenditure in social and
infrastructure sectors. Andhra Pradesh expressed the need for a substantial stepping-up of expenditure in
primary health care, primary education, and expenditure on operation and maintenance. Gujarat has
emphasised the need for reducing the size of government and privatising State parastatals. Jammu and
Kashmir highlighted the importance of avoiding wasteful and avoidable expenditure on items such as vehicles
and telephones, and travelling by government officers. Punjab advocated reduction in non-merit subsidies,
rationalisation of non-salary expenditure, and better management of public debt. Uttar Pradesh emphasised
economy measures including non-filling of vacancies arising on retirement and an across-the-board cut of
10 per cent in non-salary non-plan expenditure. Several States stressed the need for increasing capital
expenditure as a proportion of total expenditure. Assam suggested that this ratio be taken to 70 per cent.
Revenues: Many States acknowledged that their sales tax structure needs to be rationalised so as to
generate additional revenue as well as to provide a better tax environment for private sector growth.

State Level Public Enterprises: Several States (e.g. Orissa, Punjab, Rajasthan, Uttar Pradesh) emphasised
the need for restructuring public sector undertakings, favoured increases in user charges and disinvestment,
voluntary retirement schemes and an appropriate exit policy. As a component of State level reforms, Haryana
emphasised the need for restructuring the power sector. Haryana also wanted enhanced participation of the
private sector and reduced capital expenditure by the Centre so that more funds may become available for
the States. Jammu and Kashmir advocated reduction in the budgetary support to public sector enterprises.
The Role of the Centre: The role of the Central government in providing congenial economic environment
by maintaining monetary and fiscal discipline under restructuring was emphasised by Karnataka. Tamil
Nadu was of the view that the Centre’s fiscal restructuring might take precedence over that of the States.
Borrowing: Maharashtra suggested that borrowing by the States should be assessed with reference to
their ability to service debt, rather than consideration of economic backwardness alone.

Fiscal transfers: Maharashtra wanted a mechanism for redistribution of resources favouring the States
and a curtailment of Centrally Sponsored Schemes (CSS). Several States (e.g. Maharashtra, Karnataka,
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Meghalaya and Punjab) recommended introduction of incentives for prudent fiscal management. Tamil
Nadu wanted a normative basis of assessment. It also emphasised the need to assess the CPSEs with
some objective criteria. It further said that the States should be consulted before the constitution of a
Central Pay Commission. Rajasthan recommended rationalisation and greater use of taxes under article
269.

3.37  While the suggestions taken individually do not present a full programme of restructuring, the views of the States,
and those of the Centre, provide valuable inputs for the restructuring programme contemplated by us. Most of our
restructuring plan is consistent with their suggestions except that we do not agree with the contention that a reduction in
the Centre’s fiscal deficit is more important than that of the States. We are also encouraged by the fact that most State
governments seem to recognise the need for fiscal restructuring. Their commitment to undertake the requisite steps
towards fiscal reforms also came out quite clearly during our interaction with the States in the course of our visits, when
we had detailed discussion with them on various aspects of restructuring and the issues involved.

Contents of Restructuring

3.38  To attain the targets set for the various budget variables in our restructuring plan, reforms will be needed over a
wide area, embracing the revenue sources, composition of expenditure, public enterprises and intergovernmental fiscal
relations. We consider below the broad directions of reform that will be needed in the relevant areas.

Restructuring of Revenue Sources
a Tax Revenue

3.39  The extent of increase in tax-GDP ratio called for in the restructuring programme has already been indicated: 1.48
for Central taxes and 1.15 for State taxes. The content of adjustment by major taxes is indicated in Table 3.3. These targets
cannot be regarded as over-ambitious in view of the fact that this was the level that prevailed in the latter half of the
eighties, peaking at 17.1 per cent (old GDP series) in 1987-88. The ratio had dropped thereafter and the drop was
particularly sharp — by as much as 2 percentage points — between 1993-94 and 1994-95. This was the time when the
Central taxes underwent extensive reforms. It is relevant to note that during the eighties many countries succeeded in
raising their tax ratio dramatically along with reform. The setback to revenue that occurred in the post-reform years in
India, therefore, needs a thorough analysis and investigation. It was not possible for this Commission, nor was it within its
purview, to undertake such an inquiry. Nevertheless, a few observations might be in order.

Table 3.3: Restructuring of Tax Revenues
(per cent of GDP)

Taxes 1999-00 2004-05 2004-05
over 1999-00
(% points)

IncomeTax 1.38 1.77 0.39
Corporation Tax 155 2.18 0.63
Union Excise Duties 3.26 3.69 0.42
Custom Duties 247 2.57 0.09
Central Taxes(Gross) 8.80 10.28 1.48
States’ Own Tax Revenues 5.29 6.44 1.15

Source: Budget documents and estimates.

3.40 Major head-wise break up of the Union taxes shows that the main reason for the drop in the tax ratio in the
nineties was the slump in the revenue from customs and Union excises that account for over two-thirds of the Central tax
revenues. As noted in Chapter Il, the buoyancies of these two taxes with respect to GDP declined to 0.74 and 0.71 in the
nineties as against 1.45 and 1.04, respectively, during the eighties. Some decline in customs revenue was to be expected
following the drastic downward revision of custom tariffs in the wake of liberalisation under the new economic policies.
Reasons for the decline in the buoyancy of Union excises however are not very obvious and need to be identified. Introduction
of Modified Value Added Tax (MODVAT) is sometimes cited as a possible cause. Here again, it is salutary to note that the
Value Added Tax (VAT) has been the anchor of successful tax reforms in many countries across the world over the last two
decades.

3.41  One possible reason for the sluggishness of excise revenues in the latter half of the nineties could be the recession
that adversely affected the growth of industrial production. There could be more fundamental causes as well. Narrowness
of the excise tax base with services excluded can also be a major cause. With services emerging as a fast growing sector
of the economy and constituting over 50 per cent of the GDP, it is imperative to increasingly bring in services under the tax
net for improving the buoyancy of indirect taxes.
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3.42  Services are now being taxed by the Centre selectively in exercise of the residual powers given in the Constitution
but the tax on services is being levied separately from the tax on goods. This can be a source of distortion which the tax
reforms initiated during the 1990s sought to mitigate. Hence, ideally, services should be taxed like goods both when a
service is integral to goods or independent of it. This will form a comprehensive base for the VAT, going down to the retail
stage. However, if they are taxed outside the VAT umbrella, as far as possible, services which are, prima facie, meant for
final consumption should be taxed and in case the net is sought to be cast wider, some way should be found to provide
relief for the tax paid on services used in business as under MODVAT. Power to tax services which are delivered in retail
and those which are incidental or appurtenant to the sale of goods (such as works contracts) should be given to the States
who, in turn, may delegate the power to local bodies. Wherever feasible, this will open up a rich source of untapped
revenue and augment the resources of both the Centre and the States substantially. Several initiatives have been taken
by the present Union government to transform the excise system into a Central VAT designating it as “CENVAT” and by
moving towards a single rate. However, the task will remain incomplete unless a way is found to bring in services under
taxation along with goods under a comprehensive VAT.

3.43  The tax reforms undertaken by the Union government in tandem with economic reforms in the 1990s have helped
to rationalise and simplify the direct tax system considerably. The rates have been moderated and many exemptions and
concessions have been weeded out. In the interests of stability, the rate structure should not be disturbed especially since
the revenues from the direct taxes have been quite buoyant. Care should be taken not to re-introduce the concessions and
exemptions as they tend to erode the revenue productivity of the taxes and create inequities and inefficiencies which the
reforms sought to alleviate.

3.44  Onthe States’ side, buoyancy of sales tax, the principal tax source of the States, also suffered a decline in the
1990s as in the case of Union excise duties. This again, may be due partly to recession. But another factor that may have
weakened the revenue productivity of sales taxes has been tax competition among the States. Low levels of sales taxes
in the Union Territories adds to this unhealthy competition. With liberalisation of the economy, States have been vying with
each other more vigorously than before to attract industry and trade to their respective trade regimes through offer of
generous concessions in sales tax and rate cuts. It is encouraging to note that the States have now joined together to
organise their tax system by introducing floor rates of taxes and easing out the existing concessions and tax holidays. If
pursued earnestly, these measures should help to strengthen the buoyancy of sales tax appreciably in the coming years.

3.45 There are a few other taxes which the States can levy but remain unexploited or under exploited. Taxation of
agricultural incomes is one of them and profession tax is another. The land revenue which has traditionally been the
principal mode of taxing agriculture in the country has almost fallen into disuse. Taxes on land/farm incomes in some form
may be levied to augment the resources of the Panchayats. The Panchayats may be given the powers to fix the rates,
collect the tax and retain the proceeds. Stamp duty and registration fees and motor vehicle tax can also yield more
revenue through better administration in which computerisation of information relating to taxable transactions can be of
immense help. The local governments may be empowered to levy a surcharge on some of these taxes. Urban properties
also constitute a potent source of tax revenue which also is not fully exploited. A major difficulty has been the entangling
of municipal property tax laws with rent control legislation. This has been the most important single factor that has
impoverished the municipal bodies. Laws governing the levy of property / house tax should be suitably modified to improve
the productivity of these taxes.

3.46  The profession tax is presently imposed only in 13 States. The Constitution lays down a ceiling on the amount of
the tax that can be levied by the States. The present ceiling of Rs.2500 was prescribed in 1988. Consideration may be
given to an upward revision of the ceiling levied by the States, by amending the Constitution. It should be made possible
to change this ceiling through a parliamentary legislation instead of a Constitutional amendment.

3.47  The existing potential for raising the tax-GDP ratio, at bearable tax rates, remains unrealised because of
administrative weaknesses. In the administration of direct as well as commodity taxes, computerisation opens up hew
possibilities of checking evasion through exchange of information between the Central and the State governments and
among the State governments.

348 Massive arrears of assessed but uncollected revenues remain on the account books of both Central and State
governments. Effective steps for collecting these arrears in the next few years can help to ease the resource position of
the governments at both levels.

b. Non-Tax Revenues

3.49  Non-tax revenue accrues to governments from (i) investments in the form of dividends on equity and interest on
loans, (i) user charges and fees for goods and services provided by the governments, (iii) royalty on minerals, (iv) forest
revenue and (v) miscellaneous general receipts.
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3.50 Inthe case of non-tax revenues not only structural change, but a paradigm shift is called for. Where governments
consider it essential to publicly provide private goods, such provision should be at efficient costs, and the costs should be
recovered from all users who can pay for them eliminating the subsidy implicit in under-pricing. Governments, at both the
Central and the State levels, provide an array of social and economic services. In many cases, it can recover the costs
from the users, because the services are individualised, and users can be identified and charged according to the extent
of their consumption. However, while the costs of providing services have been increasing, the fees and user charges
have remained virtually frozen in nominal terms for years. As a result, implicit subsidisation has increased, draining the
governments’ budgetary resources, and getting ultimately financed by borrowing. User charges should be index-linked (to
input costs) and the process of periodic revision should become automatic. However, users can be persuaded to pay if the
quality of services is commensurate with the price charged and the production of the services is cost-efficient so that the
users are not made to pay for the inefficiency of the public sector. Autonomous tariff commissions should be appointed to
advise on the revision of railway tariffs, bus fares and administered prices so that the link to costs is maintained while
protecting the interests of the consumers.

351 The main reason for the declining trend in the receipts of the State governments from interest is the low rate of
return on loans and advances. The rates of return have generally been hovering between 2.5 to 3.5 per cent in the last
twelve years. In several States the average rate of interest realised on loans and advances is less than half per cent, while
their cost of borrowing has been consistently more than ten per cent. This implies heavy subsidisation of borrowers. An
increase in the recovery of interest by even one percentage point on the outstanding loans and advances will considerably
strengthen the States’ finances.

3.52 A major structural drag on the public finances in India has been the poor return on investments of the government
in public sector enterprises and statutory corporations. Directions of reform of public sector enterprises are considered
in a subsequent section. The other two major sources of the non-tax revenue of the States — royalty on minerals and
revenue from forests — depend to a very great extent on the policy and approach of the Central Government. The royalty
on minerals other than coal and lignite was last fixed in 1997. For 19 out of a total 54 minerals included in the relevant
notification, the rates are ad valorem. In the case of coal, the last revision was done in October 1994 and specific rates
were fixed for different grades of coal. The prices of coal have been revised several times since then and judging by
inflation, the royalty rates fixed in 1994 have gone down in real terms. The irony is that the State Electricity Boards have
to pay the continuously increasing price of coal for their power stations but State Governments have no share in the
increased price because of the fixed rates of royalty. Periodic revision of the rates of royalty would improve the financial
position of several States, and ease the burden on the Centre. However, the impact of such revision on the economy and
the incidence of higher mineral prices on the non-mineral owning States needs to be kept in view.

3.53  Werecommend that royalty rates on minerals be revised regularly and the decision about the revision of the rates
of royalty be taken well before the date on which the revision falls due so that it can be notified immediately after the
completion of every three-year period as provided under the law. In case the process of revision is not completed by the
date the new revision is due, the States should be entitled to compensation.

3.54  Fixation of royalty rates is done by the concerned Ministry/ Department. For the sake of transparency and fairness,
the task of making recommendations on royalty rates should be entrusted to an independent body.

3.55 Forests also constitute a significant source of revenue for States having large forest areas. However, forests
should not be seen merely as a source of revenue especially since the forest cover of the country has come down below
the desirable level. The forests need to be nurtured in the context of the national forest policy, in order that the rate of
afforestation is greater than that of denudation. In recent years, the revenue from forest has declined markedly for many
States. Revenue from forests can be augmented even while keeping in view the objectives of national forest policy,
provided the States having forest potential prepare scientific work plans for management of forests. Such Plans should be
drawn up expeditiously. The procedure for approval of plans may be simplified and streamlined in order to reduce delays.

Restructuring of Government Expenditure

3.56  Alongside revenue augmentation, restructuring of public finances will require structural changes on the expenditure
side as well. While the thrust should be on compression, the composition of expenditure would need to be restructured in
favour of priority sectors like elementary education, primary healthcare, water supply, sanitation, roads and bridges and
other infrastructure. Items that would require a tight rein are salary and pensions, interest payments and subsidies. There
has to be a radical change in the method of financing the plan expenditure as well. The order of adjustments in our reform
scenario for the major expenditure items is indicated in Table 3.4
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Table 3.4: Restructuring of Expenditure
(per cent of GDP)

Centre 1999-00 2004-05 2004-05

over 1999-00
(% points)

Revenue Expenditure

Centre

Interest Payments 4.73 4.26 -0.47
Pensions 0.74 0.65 -0.09
Other General Services 2.50 2.14 -0.36
Social Services 0.36 0.29 -0.07
Economic Services 0.36 0.29 -0.07
States

Interest Payment 2.30 255 0.25
Pension 1.15 1.00 -0.14
Other General Services 1.63 1.74 0.12
Social Services of which 5.13 5.81 0.69
Elementary Education 1.32 1.75 0.43
Primary Health 0.17 0.45 0.28
Water Supply and Sanitation 0.29 0.50 0.21
Economic Services of which 2.90 2.33 -0.57
Roads and Bridges 0.22 0.60 0.38
Capital Expenditure

Centre 2.62 4,00 1.38
States 2.06 2.85 0.80

Source: Budget documents and estimates.

3.57  The lines on which action needs to be taken to bring about the desired expenditure pattern are indicated below:
Salaries: Wages and salaries have been growing primarily because of periodic revisions carried out on the
recommendations of the Pay Commissions of the Centre, and the States falling in line, without due regard
to the capacity of individual States to pay. The burden of pay revision is compounded by releases of DA
twice a year by the Centre which has an effect on the States too. While it is the prerogative of the States to
decide the size of their government, the total wage bill cannot be allowed to rise beyond a certain proportion
of revenue receipts which represent the capacity to pay. In this background, we recommend the following:

a)

0

(ii)

(iii)

(iv)

(V)

As full neutralisation for the increase in the prices has been given to all categories of employees,
there is no need to appoint any new Pay Commission as a matter of routine and at intervals of ten
years. A new Pay Commission should be appointed only when warranted by special circumstances.
As the recommendation of the Central Pay Commission have an impact on the States, the terms of
reference of the Pay Commission should be settled in consultation with the States. Similarly, the
decisions on the recommendations of the Pay Commission should be taken in consultation with the
States.

Itis noticed that the size of establishment is disproportionately large in relation to the requirements of
administration in several States. Inimplementing the Pay Commission recommendations the Central
Government has been in some respects more generous than what the recommendations of the Pay
Commission implied. Some States have gone even beyond those levels resulting in the rise of
emoluments of the employees beyond what is warranted by their capacity to pay.

Salaries and other allowances should bear a relationship with the revenue expenditure of the Centre
and the States and the ratio should be such so as to leave adequate funds for maintenance and
development expenditure. Itis suggested that an Expert Committee may be appointed to determine
the present relationship between salaries and other allowances with the revenue expenditure of the
Centre and the States and to suggest the relationship which should be attempted. States having
high ratio should bring it down gradually. This will also include the salary component of grants given
to local bodies and other aided institutions. This relationship between salary and allowances and the
revenue expenditure should be periodically determined.

The capacity of the Centre/States to pay salaries from their own resources should be one of the main
criteria for determining the pay and allowances of the employees. This position obtained till mid-
eighties, when the States determined their own pay scales. States cannot afford to offer pay
scales unrelated to their revenue capacity and then expect the Central Government to extend support
or resort to borrowing. The same criterion should apply to the revision of salary and allowances at
the local level.



31

(vi)  Inorder to avoid the shocks to the Central and State budgets that emanate from periodic pay revisions,
it is desirable to evolve a national policy for the salaries and emoluments of government employees
across the country. Such a policy can be made acceptable and effective only if it is evolved through
a consensus among the States and the Centre in the forum like the Inter-State Council. Only a forum
like this can lay down the differentials in the pay scales of the Centre, States and local government
employees keeping in view their capacity to pay from their own resources. The question of regulating
DA releases may also be examined by the Council.

a) Pensions: As noted in Chapter Il, pensions have been the fastest growing item of the States’ budgets in
recentyears. Atthe rate at which pensions are growing, liability for pension payments is going to cast a very
heavy burden on the budgets in the coming years. Several factors have contributed to the growth of pensions.
One has been the generous rise in the pensions recommended by the Fifth Pay Commission and, two, the
recent judicial pronouncement directing that no distinction should be made between people retiring at different
points of time and all pensioners should be treated alike in the matter of their pension rights. Another factor
has been the addition of the liability on account of pensions payable to retired employees of aided institutions
and local bodies to the government’s pension bill. The increasing longevity of people, though welcome, has
also meant growing pension liability of governments. What causes concern is the fact that pensions are
paid by governments on pay as you go basis, i.e., there is no corpus or fund which could take care of the
pension liabilities. Consideration needs to be given to evolving a system under which pensions do not
become an unsustainable burden on the State exchequer. A large amount of pension burden is on account
of retired defence employees. A suitable scheme to absorb the retirees from the armed forces in other
government departments can help to contain the growth of defence pensions.

b) InterestPayments: Interest as a proportion of the revenue receipts of the States has increased sharply over
the years, particularly during the last 10 years. The scheme of deficit reduction outlined in our restructuring
plan, should help to check the debt growth of the States and thereby the growth of interest payments. From
the supplementary memorandum on small savings received from the Ministry of Finance, it appears that
the Centre may offer the State governments an option of pre-payment or rescheduling of past loans attributable
to small savings. The guiding principle would be incentive-based maturity reduction. Thus a loan of 25
years' duration could be rescheduled to 15 years'’ loan with lower interest rates. If such a scheme is introduced,
the States will be paying less on account of interest, as the payments will be on reducing balances. We
commend that this proposal be given consideration, as without some substantial reduction of the interest
burden, it will be difficult for the States to come out of the woods.

c) Subsidies: Subsidies are provided by governments implicitly as well as explicitly. While the Centre’s budget
provides estimates of explicit subsidies in the State budgets, the outgo on account of subsidies is scattered
under several heads. Subsidies, no doubt, have their uses as these help to alleviate the poverty of the low
income segments of the population by providing access to essential goods and services free or at affordable
prices. However, subsidies are apt to be misused and often go to the benefit of the non-poor. All subsidies
should be reviewed continuously to eliminate or reduce them, especially in the case of non-merit goods.

3.58 Reform in the Method of Financing Plan Expenditure

a. Central Assistance for State Plans: Emergence of revenue deficits in the government’s budgets has resulted,
to a considerable extent, from the manner of plan budgeting and financing. At the time when planning was
initiated, the expectation was that the finances for the plan would come out of surpluses to be generated by
the public sector, although some draft on the private sector savings was not ruled out. This expectation did
not materialise as the public sector savings turned out to be inadequate and the bulk of the requirements for
the plans were made out of borrowings. On the other hand, contrary to the focus of planning geared to
investment planning, revenue expenditure has emerged as the major component of the plan outlay. Butthe
budget surpluses have been inadequate to meet the plan revenue expenditure and in most States now even
non-plan revenue account is in deficit. In this situation, Plan revenue expenditure are financed to a large
extent out of borrowings in all general category States. This has meant accumulation of debt to finance
revenue expenditure in larger and larger proportions. A pre-requisite for restructuring of public finances is to
bring some discipline in the financing of the plans whereby the plan revenue expenditure are financed mainly
out of available balance of revenue receipts after meeting non-plan expenditure and borrowing is resorted to
primarily for investments. Revenue deficits are inherent in the practice of giving Central assistance for States’
plans in the form of grants and loans in the proportion of 30:70 as is the case with non-special category
States, while their plan revenue expenditure constitute nearly 60 per cent of the plan outlay. To remedy this,
we suggest the following structural change in the revenue budget:

i)  The requirements of the States for plan revenue expenditure should be assessed with reference to
their deficiencies in basic minimum needs. A fresh look needs to be taken at the Gadgil formula with a
view to evolving a suitable alternative. With the liberalisation of the economy and withdrawal of physical
controls over location of industry through licensing, the States are now free to attract private investments
from domestic as well as foreign sources. In fact, the States with good infrastructure are attracting
private investments in much larger measure than those where the infrastructure is weak. The Central
investments hereafter should be redirected taking this fact in view.
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i) The requirements of the States to meet revenue expenditure as a whole including plan revenue
expenditure should be looked after by the Finance Commission. Even if the Finance Commission is
not in a position to assess the plan revenue expenditure of individual States, the grants to meet the
revenue components of the plan can be dispensed by the Planning Commission within the overall
ceiling indicated by the macro parameters for restoring budget balance.

b. Financing of the Centrally Sponsored Schemes: During the course of the last three decades, the Central
Sector Plan Schemes/CSS have become an important vehicle for transfer of resources to the States outside
the State Plans, and over and above the transfers flowing through the mechanism of the Finance Commission.
These were started primarily to provide funding for projects in areas/subjects considered to be of national
importance and priority by the Central government. The details of the schemes are drawn up by the Centre
and their implementation and funds for their implementation are allocated to the State governments or directly
through District Rural Development Agencies or similarly created organisations. There is little freedom left to
the State governments to modify the schemes to suit local requirements or to divert funds to areas which are
considered of local priority. On the other hand, the State budgets are burdened with additional revenue
expenditure when the schemes are completed and their maintenance expenditure is pushed under the “non-
plan” category. During the course of our visit to the States, several State governments expressed the view
that these schemes along with the funds be transferred to the States. Plans for transfer of CSS are drawn up
from time to time. Recommendation for transfer of CSSs were made by earlier Finance Commissions also.
But no decision has so far been taken in this regard.

In our view, CSSs need to be transferred to the States along with funds. All other schemes should be
implemented by the panchayati raj institutions and urban local bodies on the basis of plans prepared by the
District/Metropolitan Planning Committees. The transfer of these schemes would mean that the staff working
in the related Ministries/Departments would become surplus and would need to be redeployed. This would
lead to a reduction in the revenue expenditure of the Centre.

Rethinking the Role of Government

3.59 Expenditure restructuring would call for a rethinking on the role of governments itself. In general, governments
may have to withdraw from a number of areas and strengthen their role in selected sectors in the overall context of
economic reforms. Goods and services may be defined over a wide range from pure public goods at one extreme to pure
private goods at the other. In the intermediate space, there may be goods that are basically private in nature but with
different degrees of externality. Whereas public goods have to be provided by governments, in the remaining sectors the
government sector should have a limited role. Even in the context of public goods, a distinction may be made between
private production of public goods financed by public authorities, as compared to public production of public goods. In
other words, supply and production need to be distinguished. Where the public authority is responsible for supply, it need
not necessarily get into the act of production. Government needs to enter only in those areas where due to large externalities,
private sector participation, by itself, would lead to sub-optimal supply.

3.60 Ina growing economy like ours, the capital stock as well as the volume of employment is bound to expand.
However, this does not rule out the need to eliminate the waste and inefficiencies in government. There is obvious
overstaffing in several governmental departments and public sector undertakings leading to low productivity barring very
few exceptions. During our visits to the States, we found that several governments are how examining the scope for
downsizing the government apparatus. We recommend that rationalisation and redeployment of government employees
be taken up in right earnest. Downsizing should be viewed in the context that a developing economy with large gaps in
vital social sectors may require public sector involvement in greater measure in some areas while government’s presence
in other areas may be unnecessary and wasteful. The focus of downsizing, therefore, should be on retraining and
redeployment of staff, early retirement of persons in advanced pre-retirement age, supported with a large National Renewal
Fund. Work contracts should be modified and fresh contracts should now be considered for all newly employed persons
hereafter with suitable conditions of appointment and employment, with a view to evolving a new work discipline.

Enhancing the Efficiency of Government Expenditure

3.61  The task of expenditure restructuring cannot be fully accomplished, until attention is paid to the efficiency of
government expenditure. A pre-requisite to this is the reform of budgeting processes and improved management and
control of government expenditure. Budgets in India, both at the Centre and in the States, are known for their poor quality
forecasts. Frequent supplementary demands and appropriation bills bear evidence to this malady. Budget estimates
often turn out to be far out of line with “actuals”. Budgets are also non-transparent and items where government is involved
are sometimes kept “off budget”. Various “funds” have been created which add to opacity of the budgeting process. The
phenomenon of “March spending” pushes a considerable amount of expenditure to the last few months of the financial
year where the quality of decision making suffers. Excessive categorisation of expenditure into plan and non-plan, and
developmental and non-developmental categories, also adds to non-transparency of government expenditure. Although
provisions exist for examination of accounts in the Constitution (articles 149, 150 and 151), scant follow up of the observations
made in the reports of the Comptroller and Auditor General (C&AG) is responsible for not providing the necessary feedback
which could improve the quality of budgeting, and management and control of government expenditure.
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3.62 Itis now well recognised that if the budgets are to remain under control, there should be a multi-year perspective.
In U.K.,, for instance, now the budgets lay down limits on expenditure which the departments can control, for a three-year
period, allowing flexibility and incentives for managing the budgets. A comprehensive review on expenditure is undertaken
involving a thorough examination of departmental accounts and objectives and a zero-based analysis for each programme
to find the best way of delivering the government’s objectives. The comprehensive spending review led to significant
changes in the framework for planning and controlling public spending. In India too, a similar review of all government
programmes and longer-term expenditure targets for government departments/agencies should be laid down and variation
or departure should be allowed only very sparingly. In addition, it is necessary to pay attention to the weaknesses in the
system of budget formulation and control.

3.63 A major weakness of the budgeting process of governments in the States and also at the Centre is the practice of
spreading resources over too many projects. Often only a token amount is provided in the year in which the project is
announced but this commits the future budgets also for which no detailed estimates are provided in the current year's
budget and the projects remain incomplete for years for lack of adequate funds. For government expenditure to be brought
under the discipline of resource availability and efficiency in resource use, proper budgeting and strict discipline in matters
of launching new projects is required. Also there should be a commitment to completion of projects within the stipulated
period and to provide necessary funds.

3.64  Another necessary reform in budgeting is to do away with the dichotomy between ‘plan’ and ‘non-plan’ in expenditure.
With the introduction of planning, budget heads have come to be divided under ‘plan’ and ‘non-plan’ and the distinction runs
through all items of expenditure on revenue as well as capital accounts. Apart from creating problems in keeping the revenue
deficits and thereby fiscal deficits in control, as pointed out earlier, the distinction has had a deleterious effect on the quality
of public services. Essential maintenance has been neglected as they do not come under the plan and existing assets
including schools and hospitals are starved of much needed support for their running. In recognition of these ill-effects of the
plan/non-plan distinction in budgeting, the Union Finance Minister had observed in the budget speech for 1998-99:

The distinction between plan and non-plan expenditure in our budgetary system has created several problems. It
has led to an excessive focus on so called plan expenditure with a corresponding neglect of items such as maintenance
which is classified as non-plan. Various bodies, including the Finance Commission have advocated the elimination
of the plan and non-plan distinction in the budget. | propose to constitute a Task Force, including representatives of
Planning Commission, Finance Ministry, Comptroller and Auditor General of India and State Governments to examine
these issues in a comprehensive manner and to make recommendations for a functionally viable and more focussed
presentation of government expenditure in the budget.

We fully endorse this suggestion and would like it to be followed up.

3.65 Inthis context, we would like to suggest that: (i) government may examine the feasibility of introducing a multi-
year budgeting process, (ii) introduce objective methods of preparing budget estimates so as to improve the quality of
budget estimation,  (iii) stipulate a maximum time within which reports of C&AG are scrutinised by Public Accounts
Committee and examined by Parliament or Legislature, as the case may be, (iv) review all expenditure classifications
other than revenue and capital, and (v) fully computerise cash flow management at all levels of government.

3.66 In order to improve the efficiency of public expenditure we need to have better targeted, beneficiary oriented
programmes and an effective monitoring mechanism. It may be mentioned that the evaluation of public programmes has
so far been primarily expenditure oriented. However, expenditure is not an end by itself. Evaluation of performance in
terms of achievements related to the objective is seldom done. This needs to be remedied.

Restructuring of Public Sector Enterprises

3.67  Disinvestment has often been considered merely as a means of dealing with large budget deficits. However, it
needs to be considered primarily in the context of restructuring of the public sector enterprises. Disinvestment is some
times conceived in terms of selling of the worst and chronically loss-making enterprises, sometimes as disinvestment of
the shares of the highly profit-making and surplus generating enterprises and, at other times, in terms of selling packages
or bundles of shares of good, bad and indifferent enterprises together. Some of the best enterprises are being sought to
be sold off primarily because their shares are eminently saleable while the shares of the loss making units do not sell.

3.68  Major structural reforms initiated in the nineties have nearly totally bypassed the public enterprises of this country.
The structural reforms of the 1990s concentrated on giving greater role to the private sector leaving the public enterprises
largely untouched and unreformed. In the second phase of structural reforms, restructuring should be undertaken extensively
in the public enterprises, giving them the same benefits of autonomy and freedom as the private sector has lately witnessed.
Public Sector Enterprises have to be freed from the shackles of the Ministries from which they originally emerged. The
management of PSEs has to be autonomous, professional, accountable, transparent and durable for a good length of
time. Such reforms, in terms of autonomy, deregulation, accountability and professionalism in public enterprises, should
be immediately launched. After an era of, say, five years of structurally reformed existence, if a public enterprise fails to
demonstrate its sustainability and cannot get out of the zone of chronic losses, such an enterprise should be sold off - at
whatever price it can sell. When all such chronically loss making and inefficient public enterprises, which bring a bad
name to the whole of the public sector, are actually closed down, it will be seen that the profitability of the sustainable
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public enterprises will be quite high and much more than is the case today. These successful enterprises will then be a
major source of resource generation and budgetary support and will play a substantial role in cutting down the overall
deficits, in particular, the revenue deficits, of the Central and the State governments. Many PSEs, even though loss
making often possess vast expanses of land and other real estates. Their sale value could be substantial and when
realised could be ploughed back into the expansion of other units.

3.69  The main elements of Central government’s policy on public enterprises announced in the Union Budget for
2000-01 consist of (a) restructuring and reviving the potentially viable PSEs; (b) closing down the PSEs which cannot be
revived; (c) bringing down government equity in all non-strategic PSEs to 26 per cent or lower, if necessary; and (d) fully
protecting the interest of the workers. To the extent these elements have been applied in the restructuring of some PSEs,
the results have been found to be good. These applications, we believe, should continue. While protecting the interest of
the workers, the rationalisation of the workforce in the PSEs has become a necessity and is an important condition for the
very survival of these enterprises. Inadequately trained and excessive work force affects the performance of the enterprise
adversely. As a means of sustainability and growth of the PSEs, measures to improve the efficiency and productivity of
workers are important. Equally important is the need to reduce the surplus work force through such measures as early
retirement with adequate compensation, golden handshakes, re-employment of young workers with training and retraining
in jobs emerging in new and expanding enterprises and the provision of national renewal funds for the aforementioned
purposes.

3.70  There are alarge number of public sector enterprises in the defence sector. Their interface with the rest of the
economy is lower than desired. If they have to improve their productivity and competitiveness, there should be effective
performance audit and increase in interaction with the private sector for research and development. These undertakings
should have access to wider markets.

3.71  Most State level public enterprises are running at a loss. Therefore, they are unable to pay any dividends.
State Electricity Boards and State Road Transport Undertakings are chronic drain on State budgets. The performance of
Electricity Boards is critically affected by the following factors:

i.  structure of tariffs involving rigidities and excessive cross-subsidisation;
ii. high unit of cost of supply due to old plants and bottlenecks in availability of inputs like coal; and
ii. technical inefficiencies resulting in high cost of generation, and sometimes camouflaged as theft.

The strategy of unbundling the SEBs into separate units looking after generation, transmission and distribution, is presently
being tried out in some States. Such unbundling is possible with or without privatisation and States may select a suitable
option depending on their circumstances. However, the determination of proper tariffs reflecting costs and keeping
subsidisation and cross-subsidisation implicit in the tariff structure should be rationalised and kept at minimum levels.
State level tariff commissions need to look at the issue of revision of electricity tariff structure keeping in perspective the
interests of different categories of consumers, changes in cost structure, the functional implications for the SEBs, as also
for the State governments.

3.72  State Transport Undertakings (STUs) are also running in losses in many States. Poor productivity combined with
subsidised tariffs, concessions, and higher share of low profit routes keep the STUs in the red. Key elements of reforms in
this sector are tariff revisions in line with input costs, elimination of concessions,
suitable mix of profitable with non-profitable routes, and improvement in efficiency parameters, including lowering of the
staff-bus ratio.

3.73  Mostother SLPES, subject to exceptions, are in the doldrums. They need to be sold off. Closure, disinvestment of
equity, merger of SLPESs operating in the same products and services where horizontal/vertical integration may lead to
economies and externalities, and voluntary retirement schemes may help reduce the fiscal burden.

Institutional Reform
a Federal Fiscal Relations

3.74  Restoration of budgetary balance on an enduring basis would require institutional reform. A major source of fiscal
instability is the vertical imbalance that necessitates transfer of revenues from the Centre to the States. The first step
towards achieving fiscal stability and accountability is to reduce this vertical imbalance as much as possible so that the
governments at all levels are able to raise the resources they require, keeping the need for transfers at a minimum. This
in turn calls for a review of the scheme of assignment of tax powers and functions between the Centre and the States in
our Constitution. A widened access to the tax bases would enable the States to generate larger revenue and reduce their
dependence on the Centre. In some cases, it would lead to better exploitation and yield.

b. Management and Control of Debt

3.75  Itwould be useful to introduce some methods for explicit control on growth of debt as also of contingent liabilities.
Articles 292 and 293 of the Constitution provide for the fixation of limits by Parliament on borrowing and on guarantees by
the Central government. Article 293 provides for fixation of limits by State Legislatures in the case of State borrowing as
also guarantees of loans extended by the State governments. This article also provides for the consent of the Central
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government if there are any outstanding Central loans with the States or if there are any loans in respect of which Central
government has extended a guarantee. Clause 4 of article 293 provides for conditional consent. So far, these provisions
in the Constitution have not been effectively used. However, considering that the debt problem has become serious,
explicit controls need to be laid down, taking advantage of existing provisions in the Constitution. Some States (e.g.
Karnataka and Gujarat) have taken the initiative and passed legislation for restricting growth of contingent liabilities, i.e.,
guarantees. We suggest that other States also consider determining tangible levels on the growth of debt and contingent
liabilities. Annexure Il1.3 provides details on outstanding government guarantees for the period 1992 to 1998. The limits
that may be set under articles 292 and 293 should also include the borrowings by the governments from Public account
and other sources, which are not borne on the security of Consolidated Fund of the Central government and the State
governments, respectively. Any statutory or constitutional amendment, if required in this regard, may also be considered.

C. Constitutional and Legal Changes
3.76  We have said earlier that if other means do not suffice, we may have to also consider bringing about Constitutional
amendments, wherever required, as also changes in other statutes. While the matter has been dealt with at some length
later, here we mention a few areas where Constitutional amendment may help in bringing about the contemplated
restructuring. These are:
(i) bringing services under the Concurrent List (change in the Seventh Schedule);
(i) making Inter-State Council responsible for arriving at decisions on fiscal policies having inter-State or Centre
- State ramifications (amendment in article 263);
(iii) ensuring that the Inter-State Council meets regularly and a national consensus is arrived at all important
issues; and
(iv) taking nominal limits for profession tax out of the Constitution and making it subject to only statutory change
(amendment in article 276). These and a few other suggestions are contained in the Chapter on concluding
observations.
Shri N.C. Jain, Member, has given a separate note on the restructuring giving suggestions for some Constitutional and
legal changes about Finance and Planning Commissions. The note is appended at the end of this report.

Restructuring of Finances of Special Category States

3.77  Out of 25 States currently forming the Indian Union, 10 are grouped under a “special category” for various purposes,
particularly plan financing. Unlike the general category States, States of the special category get Central plan assistance
for their plans in the form of 90 per cent grants and only 10 per cent as loan. Such special consideration is given to this
category of States presumably in view of their weak economic bases. Their own revenue sources meet on an average a
small percentage of their revenue expenditure. The bulk of their revenues come from the Centre. Because of their weak
revenue base, all the special category States have large deficits on their non-Plan revenue account before devolution.
With 90 per cent of Central assistance for the State Plans in the form of grants, the revenue budgets of the States are left
with sizeable surpluses. Even so, all the special category States have large fiscal deficits. Even with massive infusion of
Central funds, the finances of these States remain under acute stress with fiscal deficits running at over 10 per cent of
their GSDP in some cases. Evidently, the system of financing of the expenditure of these States needs a fundamental
restructuring. In our view, such restructuring should proceed on the following lines:

(i) The non-plan revenue gap of these States assessed on the basis of norms relevant in their case after taking
into account their share in Central taxes should be met out of Finance Commission grants. There should be
no need for any Plan grant to meet these gaps.

(i) Responsibility for development of infrastructure of vital importance to the region requiring large investment
should be that of the Centre.

(iif) The system of plan assistance for special category States may be reviewed. The review of Gadgil formula as
suggested by us earlier should also cover the review of plan assistance to the special category States.

Summing up

3.78  The plan of restructuring of the finances of the Government recommended by us is designed to move the public
finances of the Indian economy away from chronic deficits and unsustainable debt and bring them on a course that will
strengthen the foundations of growth consistent with stability. The restructuring plan recommended by us aims at bringing
the combined revenue deficit of the Centre and the States to a level of not more than 1 per cent of GDP, containing the
combined fiscal deficit to a level less than 6.5 per cent of GDP, restoring the tax-GDP ratio to around 17 per cent of GDP,
enhancing non-tax revenues by 0.75 percentage points (of GDP) over 5 years, reprioritising expenditure towards basic
needs like elementary education, primary healthcare, water supply, and sanitation and essential infrastructure, and
increasing capital expenditure on the combined account to around 6.6 per cent of GDP. The strategy that we have
suggested in order to bring about the contemplated restructuring is predicated on:

0] widening the tax base and, in particular, bringing services fully under the tax net in a properly designed
scheme which requires, among other things, listing of services in the Concurrent List;

(i) using profession tax as also taxation of farm incomes to augment tax revenues in the States;

(i) gearing up administration for better exploitation of the tax bases, without unduly increasing the tax rates;

(iv) relying on user charges for enhancing non-tax revenues by index linking them to changes in input costs;

(v) reviewing the policy towards fixation of royalty rates of minerals by index linking them to inflation for

augmenting the revenues of the States;
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salaries and other allowances should bear a relationship with the revenue expenditure of the Centre and
the States. The ratio may be worked out by an Expert Committee constituted for this purpose;

building up infrastructure in every State, particularly in the special category States, for the generation of
economic activities on a substantial scale which alone can provide them with a strong revenue base;
cutting subsidies and making them explicit and transparent;

transferring Centrally sponsored schemes to the States along with funds;

revising the present system of determining and providing assistance for State plans;

resizing the governments at all levels by redeployment and downsizing;

improving budgetary procedures and procedures for evaluation and monitoring of public expenditure
programmes;

introducing comprehensive structural reforms for public sector enterprises;

reviewing the assignment of tax powers between the Centre and the States for better exploitation and
revenue yield;

suggesting limits on borrowing that may be fixed by reference to norms regarding the ratio of interest
payment to revenue receipts, as also the size of debt relative to output (GDP/GSDP), and suggesting that
limits to borrowing and guarantees be fixed by relevant legislation for the Centre and for each State; and
restructuring finances of the special category States by changing the method of providing plan assistance
and direct Central participation in building up infrastructure in these States.

3.79  While the required restructuring is to be carried out by the Central and State governments, our own approach to
designing fiscal transfers is guided by the objectives of restructuring that we have outlined. In particular, our scheme of
fiscal transfers is designed to provide incentives to induce prudent fiscal behaviour. We propose to build up effective
incentive structures in our scheme of tax devolution as also in our assessment of revenue needs of the States, which is to
be on a normative basis for determining grants-in-aid. Debt relief is also to be linked with improvement in fiscal performance.
We also propose to further strengthen the incentive structures when we consider the additional term of reference mentioned
in para 3.3 in a supplementary Chapter.



Endnotes

Seignorage also goes into public debt where, as in India, this takes place through borrowing from the central bank
of the country.

This is now called the non-accelerating inflation rate of unemployment or "NAIRU".

The Economics of the Government Budget Constraints, Zahid Husain Memorial Lecture by Stanley Fischer
(March, 1989).

The debt-GDP Ratio remains unchanged between two successive periods, if
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where,

p, - ratio of primary deficit to GDP
a, - ratio of debt to GDP

I, - effective interest rate

g, - GDP growth rate, and

subscript ‘t’ refers to a given period

In the case of States, the relevant ratios may be considered with respect to GSDP. For the economy as a
whole, both GDP growth rate and the interest rate endogenous to the system and, in particular, would be
affected by the levels of deficit and debt. Near-exogeneity may be a more valid assumption in the case of
States. Stability conditions are qualified by these considerations.

In considering the appropriate levels of fiscal deficit, we have confined our attention to the budgets of the
governments and not taken account of the borrowing of the public sector as a whole. With deregulation of the
economy and moves towards privatisation, we presume that the finances of the public sector undertakings will be
shaped increasingly by the market and not be dominated by government decisions.

The ratio of fiscal deficit to GDP (f,) that will sustain the debt-GDP ratio at a given level (a,), is given by f 2 a%l?ig
297
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where g is the growth rate, as shown below
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The desirability of having such a rule for budget balancing was recommended by Dr.C. Rangarajan in his
inaugural address at the Seminar on "Issues before the Eleventh Finance Commission" held in January, 1999, at

New Delhi.
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Chapter IV
Assessment of Centre’s Resources

4.1 Central resources constitute the pool from which transfers to States are made in the form of tax devolution and
grants. Assessment of resources of the Centre is, therefore, basic to any exercise for the determination of the level of
transfers to States in the form of share in Central taxes and grants for various purposes including revenue deficit grants.
Our Terms of Reference also require us to take into consideration the Centre’s own needs especially relating to ‘expendi-
ture on civil administration, defence and border security, debt-servicing and other committed expenditure or liabilities.” In
addition, this Commission, for the first time, has been required to review the finances of the Central Government and to
make suggestions for their restructuring for restoring budgetary balance. The assessment of Central resources and
expenditure has, therefore, been kept in alignment with the restructuring programme, outlined in Chapter Ill in the context
of para 4 of our TOR. The restructuring of the finances of the Central Government presupposes a holistic view of the total
expenditure — revenue and capital. We have, therefore, taken into account the desirability of increasing expenditure on
capital account while indicating the sustainable limits of fiscal deficit.

Centre’'s Memorandum and Forecast

4.2 The Central government, in their memorandum, have stated that the Commission should not view the share of
Central taxes, and the grants given under article 275 in isolation, but to calibrate these transfers taking into account the
overall resource transfers from the Centre to the States. The memorandum says that unless such a holistic approach is
adopted, it would not be possible to bring about a restructuring of the public finances in keeping with the objectives set out
in para 4 of the ToR. We, in principle, agree with this view. Our overall approach has been outlined in Chapter Il. In this
context we propose to indicate the extent of potential fiscal transfers, comprising all transfers to the States on revenue
account, in relation to the aggregate revenue receipts of the Centre.

4.3 The memorandum of the Central government further states that the continuing high level of transfer of resources
to the States is one of the main reasons for the high fiscal deficit of the Centre. It points out that a substantial portion of
discretionary transfers to the States is nothing but the Centre’s budgetary intermediation of debt for the States. The
Centre’s capacity to pursue counter-cyclical fiscal policy has been greatly constrained due to large and persistent fiscal
deficits. In the absence of fiscal rectitude, macro-economic management has been almost impossible during the last
decade. In our approach to restructuring of the Central finances these concerns have been taken care of. In particular, the
Centre’s fiscal deficit has been set to decline to a level of 4.5 per cent of GDP by 2004-05 which includes 0.5 percentage
point on account of net on-lending to States.

4.4 The Ministry of Finance had furnished to us item-wise projection of revenue receipts and non-plan expenditure in
August 1999 in which the assumptions and growth rates adopted for various items were spelt out. Apart from considering
the forecast and memorandum of the Central government, we also had occasion to discuss various aspects of Central
finances with Ministry of Finance. In making our assessment, we have taken into account the projections of the Ministry
keeping in view the fact that some of the information used in the Centre’s forecast has become dated in the light of recent
policy initiatives spelt out in the budget for the year 2000-01. We have given due consideration to these developments,
and have placed reliance on the budget estimates for 2000-01, unless there were reasons for us to depart from these and
take a different views.

45 As already discussed in Chapter I, restoration of budgetary balance would require additional revenue efforts by
the State governments as well as by the Central government towards raising both tax and non-tax revenue. The Centre
has to play a greater role in the process of adjustment, facilitating and guiding the States by its own example. On the
expenditure side, compression of non-priority revenue expenditure and augmentation of capital expenditure, focussed on
selected infrastructure sectors, has been made an integral part of the restructuring programme outlined by us.

Revenue Receipts

4.6 The Central Government has given a forecast of the tax receipts and non-tax receipts for the period 2000-05. In
their forecast, the growth of direct taxes — income tax and corporation tax, mainly — has been assumed to grow by 20 per
cent, customs revenue by 10 per cent and excises by 11 per cent. This has been based according to the Ministry, on the
growth rates of recent past with some degree of optimism. This assumes a marginal improvement in the tax-GDP ratio
every year to reach a ratio of 10 per cent of GDP in 2004-05. In our view, there is a need for some further improvement,
if the public finances have to move towards the stated objective of restoring budgetary balance. We have made an
assessment of the tax revenue of the Centre, keeping this objective in view, as also the fact that our first attempt should be
to progress gradually, to the tax-GDP ratio (old series) already achieved in 1987-88 and 1990-91. In our view, ensuring
better tax compliance is key to raising of tax revenue.

4.7 The first step in projecting the revenue and expenditure of the Centre for 2000-05, as in the case of States, is to
assess the base year figures. Budget estimates for the year 2000-01 have become available for the Centre, and in
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estimating the Centre’s resources, we propose to go mainly by these with one modification, viz., a moderation of revenue
from corporation tax. We, in our estimates for 2000-01, have scaled down the expected revenue receipts from corporation
tax from Rs.40,040 crore appearing in the Central budget to Rs.37,978 crore. This has been done on the consideration
that the growth assumed in the budget is unduly high, viz., 33.8 per cent as against a historical growth rate of 20.6 per
cent. Even with the step up in the rates of tax and other measures, such acceleration in the corporation tax is unlikely to
be achieved. Also, with the announcement of additional concessions for the information technology sector during the
course of the discussion on the 2000-01 Budget in Parliament, the growth of corporation tax is likely to be less than what
has been stipulated in the budget. Hence, the estimate of corporation tax has been revised downward to Rs.37,978 crore
by taking the average of the budget estimate and the projection obtained by applying the historical growth rate to make it
realistic and bring it achievable. No departure has been made from the budget estimate for other items.

4.8 The estimates of tax revenues for the subsequent four years have been derived by applying growth rates com-
puted on the basis of buoyancy norms worked out by us for individual taxes. The nominal GDP has been assumed to grow
at 13 per cent per annum reflecting real growth in the range of 7 to 7.5 per cent and inflation in the range of 5 to 5.5 per
cent of GDP. The buoyancy of each tax has been worked out on the basis of: (i) assumed nominal rate of growth of GDP
(i) past growth rates of the concerned tax during the period 1987-88 to 1999-00(R.E.), (iii) additional resource mobilisation
measures contemplated in the budget of 2000-01, and (iv) the need for raising the tax-GDP ratio by about 1.5 percentage
points by 2004-05 as compared to the 1999-00 level of gross Central tax revenues at 8.8 per cent of GDP, consistent with
the requirement of our restructuring plan. The buoyancy-based growth rates along with corresponding historical growth
rates, given in parentheses, are: corporation tax, 19.5 [20.06], income tax, 18.85 [18.74], customs, 14.3 [10.93], and
Union excise duties, 15.6 [10.90] per cent per annum. In our judgement the prescriptions or norms of buoyancies are not
unrealistic or unfeasible. For corporation tax and income tax, the growth rates assumed are not very different from the
past growth rates. Reasonable increases have, however, been assumed in the case of customs duties and Union excises.
Significant improvement in customs revenue growth is to be expected with the new EXIM policy whereby imports of a
large number of commodities including consumer goods will now be permitted, with a minimum level of tariff. Excise
revenue should also show better growth in the coming years with the recent reforms and imposition of non-rebatable
special excise duties on a number of commaodities. The 2000-01 Budget assumes a growth of 12.1 per cent in customs
duties and 16.8 per cent in the Union excise duties over that of 1999-00 (RE). Further, given the potential for widening the
tax base by bringing additional items of services under the tax net, we consider it desirable as well as feasible that
domestic taxation of goods and services will have a buoyancy significantly higher than one.

4.9 For non-tax revenues, the Centre’s forecast projects a decline in terms of ratio to GDP. Recent trends in the
annual growth of the non-tax revenue give a rather different picture; during the last five years it has grown at a rate varying
from 17 to 19 per cent. In view of this, there is no basis for assuming a decline in the non-tax revenue as a percentage of
GDP. Non-tax revenue receipts should be able to bear not only the burden of adjustment as we envisage for the States but
should make an increasing contribution to the Central exchequer. We are, therefore, targeting only a small increase of
0.25 percentage points of GDP in a period of five years, over the 1999-00 level. For the year 2000-01, non-tax revenues
have been taken as given in the budget. We expect the improvement to take place during the next four years. This should
not be difficult to achieve, given the room available for improving the performance of public sector enterprises and depart-
mental undertakings specifically, the Railways and Post, and the scope for raising user charges on various general, social
and economic services provided by the Central Government.

4.10 There has been a distinct improvement in the performance of Central Public Sector Enterprises (CPSES) during
the decade of the nineties, resulting in a significant contribution by the profit making units to the Central exchequer.
Details of the performance of these are given at Annexure IV.1. While most of the profit making enterprises have been
able to declare dividends and thereby contribute to the Central exchequer, there has also been a significant decline in the
budgetary support to them. However, we expect a higher rate of return from these enterprises during the period 2000-01
to 2004-05, and have taken this into account while estimating the non-tax revenues of the Central Government.

4.11  Among the departmental undertakings, the biggest two are the Railways and the Post. In the case of Railways, by
convention, an amount by way of dividend is payable every year, computed at the rate of 7 per cent of capital at charge.
However, in determining the capital at charge, the investments made in certain specified lines, such as strategic lines, new
lines and those in the north eastern region, are excluded. In addition, some subsidies are also paid from general rev-
enues. Further, a part of the dividend payable is deferred on various considerations. The Railways also subsidise several
of their services of which a major one is on account of coaching services. The net result is that the contribution of the
Railways to the general exchequer is meagre relative to its potential. The contribution will dwindle further following the
revision of the emoluments of railway employees and the consequent deterioration of their finances in the last two years.
The Railways provide a valuable service to the community as these are in the nature of public utility used by all segments
of population — rich and poor. However, this should not be taken as a ground for not improving its financial performance.
The Railways, on their own, should be financially viable. The approach should be not only to balance the current revenue
and expenditure but also generate surplus for payment of dividend as stipulated by the Railway Convention Committee
and for essential expenditure on maintenance and modernisation. This will not be possible unless the railway fares and
freights are revised at regular intervals to keep pace with the costs. While freights are raised from time to time, it is noticed
that losses are incurred on coaching services for all classes, except AC classes, and these losses have increased in
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recent years. The railway budget for the year 2000-01 has referred to the scope for raising revenues in several ways such
as commercial exploitation of railway land and space, leasing of surplus telecommunications capacity and promotion of
railway tourism. Itis necessary that Railways exploit these sources arduously. In keeping with the thrust of fiscal policy of
the government all round, namely, to reduce subsidies wherever not merited, a look should be taken at the subsidies
provided to Railways as well. The Railways being the premier transport undertaking of the government in the country
should also set an example by regular revision of fares through an indexation formula. We believe that if these steps are
taken, the Railways should be in a position to contribute more to the Central exchequer regularly apart from generating
more resources for much needed maintenance and improvements.

4.12  The Department of Posts has to depend on the general budget for support, as it incurs losses. These losses have
registered a sharp rise in the last three years. The deficit was of the order of Rs.1700 crore in 1999-00 and has been
anticipated to be Rs.1,982 crore in 2000-01 Budget. The principal factor in the rise of deficit since 1998-99 has been the
increase in wages, salaries, and pensions. Revenue receipts on the other hand have not increased commensurately.
Many of the postal services also come within the category of public utility and are used by rich and poor especially by
persons living below poverty line. Some element of subsidy is, therefore, inevitable. However, with technological improve-
ment in the communication system and the growth in the per capita income, the need for heavily subsidising this sector is
bound to diminish. The implicit subsidies need to be brought down by raising the rate suitably at regular intervals.

4.13  User charges provide another potent source of non-tax revenue. For a variety of social and economic services,
the cost - recovery is extremely poor. The Discussion Paper on Government Subsidies in India (May 1997) brought out by
the Ministry of Finance had, after a comprehensive analysis of explicit and implicit subsidies, came to the conclusion that
the subsidy regime in India is non-transparent, inefficiently administered, poorly targeted and regressive, leading to distor-
tions in allocation of resources. In a more recent study on the Central Budgetary Subsidies in India (NIPFP, 1999), the
recovery rate in social services in 1996-97 was estimated at 8.36 per cent, and that in the economic services, at 16.58 per
cent. The study argues that the dynamics of subsidy growth should be reversed by bridging the growing gap between input
costs and receipts of publicly provided goods. While costs keep moving up, user charges remain fixed in nominal terms.
Unless user charges are periodically revised upward to reflect the increasing costs, cost recoveries will remain poor,
implying extensive implicit subsidisation of services supported by the budget. In our view, subsidy reforms are called for,
both at the Centre and the States. The Centre should, however, lead by example. Thus our view is, implicit subsidies
should be reduced by raising the user charges in a phased manner on a year-to-year basis, so that not only the inflation
component is fully taken care of, but also there is a reduction in the element of subsidisation in real terms.

Revenue Expenditure

4.14  The major components of the revenue expenditure of the Central Government are interest payments, plan rev-
enue expenditure, defence, subsidies and pensions. Expenditure on salary is another major component which is not
separately reflected in the budget but is a part of the major items of expenditure under various heads. In the nineties the
sharpest growth in the non-plan revenue expenditure of the Central government has been in interest payments, pensions,
and salaries, while other non-Plan revenue expenditure related to maintenance and delivery of social and economic
services was compressed relative to growth in GDP. The Plan revenue expenditure also showed wide fluctuations in the
annual rate of growth. In our scheme of restructuring of non-plan revenue expenditure, we envisage a slower growth of
interests payments, pensions and salaries. The aim is to raise the growth of expenditure in other sectors, especially social
and economic, leading to improvement in the quality and quantity of these services.

4.15 Coming to the specific items of non-Plan revenue expenditure, we have followed different rules for projecting
different items rather than using growth rates for all items as used in the forecast made by the Central government. In
particular, interest payments are derived by applying the effective interest rate to the outstanding debt of the Central
government at the end of the previous financial year. The adjustment path of fiscal deficit provides year wise increments
to debt. In particular, fiscal deficit is slated to fall to 4.5 per cent of GDP in 2004-05. The effective interest rate is set at 9.83
per cent per annum which is implicit in the budget estimate of 2000-01. This already reflects a reduction of about 0.4
percentage points from the effective interest rate of 1999-00, which is estimated at 10.26 per cent per annum. A lowering
of the nominal interest rate will imply that the effective interest rate on government borrowing would also go down although
this reduction may be of a smaller percentage point. While fresh borrowing would be at the lower nominal rate, the stock
of debt will continue to be serviced at older rates except in some schemes of small savings and provident funds where the
entire stock of debt will be serviced at the new reduced rate.

4.16  The expenditure on pensions has grown at 17 — 18 per cent during the last one and a half decade — largely due
to frequent upward revision in the pension fixation formula, entittements of dearness allowance, the revision in the ceiling
for commutation and the extension of the pensionary benefits to some uncovered employees. The non-pensionary retire-
ment benefits — gratuity, encashment of leave etc. — were also enhanced. The expenditure on these benefits is now
expected to stabilise, as the necessary revisions have already been done in the case of existing pensioners. We, there-
fore, assume that the pensions will grow at 10 per cent per annum. This is the same growth rate as has been provided for
in the case of States. This will take into account the periodic revision of dearness relief and annual addition to the number
of pensioners as also the payment of retirement benefits.
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4.17  Defence revenue expenditure is also projected to grow by 10 per cent per annum. It may be noted that in the wake
of the Kargil crisis, the need for reviewing defence requirements had assumed urgency. The budget estimate for 2000-01
provides for a step up of 13.35 per cent over the previous year’s revised estimate for defence revenue expenditure. We
have accepted the provision given in the budget estimate. With this stepped up base, a growth rate of 10 per cent should
take care of the revenue requirement in the period upto 2004-05. Further, as outlined in the restructuring programme in
Chapter I, we have provided for a steady increase in the capital expenditure of the Central government which is enough
to cover the necessary defence capital requirements such that aggregate defence expenditure could reach the level of 3
per cent of GDP by 2004-05. We would emphasise that while the required resources may be provided, all possible
measures for securing economy in defence expenditure should be taken.

418  Subsidies are an important item of revenue expenditure in the budget of the Central Government and constitute
more than one per cent of GDP. The three major segments in which these subsidies are given are fertilizers, food and
exports. In addition, subsidy to the Railways for dividend relief and other concessions, included in ‘other subsidies’ have
been steadily increasing. Some action has been taken towards reduction of subsidies given on food and fertilizers. We do
expect that the efforts made towards reduction of these subsidies would continue. We would also suggest that the
subsidies given to Railways and to some other organisations and programmes should be reviewed every year with a view
to reduce and eliminate them. However, we have provided for the subsidies at the same nominal levels as budgeted for
2000-01, for all the years up to 2004-05. This implies a reduction in real terms. While reducing the volume of subsidies,
these must be made more effective by better targeting.

4.19  Forthe purpose of projection, other non-Plan revenue expenditure have been divided under the three principal
functional categories viz., (i) general services; (ii) social services; and (iii) economic services. General services, excluding
interest payments, defence and pensions have been projected by a composite growth rate, based on differential growth
rates of salary and the non-salary components. In estimating the growth of expenditure on salary, 5 per cent growth has
been provided, as in the case of States. Non-salary expenditure has been projected to grow at the rate of 7 per cent per
annum for general services, 15 per cent per annum for social services, and 11 per cent per annum for economic services.
The differential rates of growth for the three categories have been contemplated as we expect the non-development
component of the revenue expenditure to be provided to the extent of the assumed rate of growth of inflation, and the
increase in the population. In the economic segment of the development expenditure, the Government is disengaging,
confining itself to the promotional role in the building of infrastructure and other essential areas conducive to development.
However, Government will have to play a higher role in the social sector especially in the domain of human resources
development. A higher rate of growth in the expenditure in this sector has, therefore, been provided. These growth rates
correspond with those used in the case of States. In working out the expenditure, the proportion of salary to non-salary
expenditure in the year 2000-01 has been taken at 50 per cent for general services, 20 per cent for social services and 30
per cent for economic services. These proportions have been worked out on the basis of information available from
budget documents. The residual category of other expenditure comprising postal deficit, grants to foreign governments
and other expenditure is projected at 5 per cent per annum to maintain levels in real terms. The expenditure of Union
Territories without legislatures is grown at 13 per cent per annum to maintain its relative share as a percentage of GDP.

4.20 The revenue and expenditure projections as per our assessment for the period up to 2004-05, are given in
Annexure V.2 and item-wise details in Annexure IV.3. It may be mentioned that in the process of working out the non-plan
revenue expenditure, plan revenue expenditure gets determined as a residual in view of the target set for the revenue and
fiscal deficits for each year. Based on the ceiling indicated for potential fiscal transfers to States, which includes the
States’ share in Central taxes and the grants-in-aid under article 275 and other non-plan grants, the amount that can be
transferred to States through plan grants comes out as residual after these transfers. Since the Fourth Finance Commis-
sion, with the exception of the Ninth Finance Commission, the task of the Finance Commission has, for various reasons,
been confined to recommending tax devolution and grants to meet the revenue deficits in the State budgets on the non-
plan side, and to leave them with some surpluses for meeting the requirements on the plan side. However, in recent years,
the non-plan revenue account of most States has remained in deficit necessitating recourse to borrowing. Borrowing
requirements of the States on revenue account are pushed up further by deficits on the plan revenue account, since the
plan grants from the Centre fall far short of their plan revenue expenditure. All these result in accumulation of debt
emanating from revenue deficits alone which leads to considerable annual growth in the interest burden that encumbers
the non-plan revenue budget, and squeezes out essential expenditure on maintenance - roads remain without repairs,
schools without chalks and books, and hospitals without essential medicines. If this trend is to be reversed and the public
finances of the country are to be put on an even keel, the needs of the States and the Central transfers must be viewed in
an integrated framework in which the sustainable limits of borrowing - the fiscal and revenue deficits - are laid down firmly
and adhered to.

Potential Fiscal Transfer

4.21  Revenue transfers to States are not confined merely to share in taxes and grants-in-aid recommended by the
Finance Commissions. Devolution of funds through the Centrally sponsored schemes, block plan grants, and other
discretionary transfers also have become important component of the transfer mechanism. Central Government, in their
memorandum, have suggested a holistic approach — to take into account the fiscal transfers to the States made by the
Central Government in its entirety. We looked into the Centre’s revenue transfers to States as percentage of the Central
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Government’s gross revenue. We found that the revenue transfers to the States between the period 1979-80 to 1997-98
fluctuated between 37.02 (1997-98) to 39.69 (1990-91 & 1991-92) (Annexure IV.4). Itis only in 1998-99 and in the revised
estimates of 1999-00 that these percentages have significantly come down to around 32 - 34 per cent. In the light of past
trend, we suggest that the Centre’s fiscal transfer to the States should be around 37.5 per cent of the gross revenue
receipts of the Central Government. After deducting the share of the States in Central taxes, and the grants-in-aid, the
balance amount would be available for being given as grants under various schemes and as Centre’s support to State
Plan. This would provide stability in fiscal transfers for both the Centre and the States. Itis for the Planning Commission
to decide what should be the size and content of the Plan. However, the Finance Commission, in fixing the share of the
States in the Centre’s revenues has kept a macro-picture in view that lays down the broad parameters of revenue expen-
diture and the permissible deficits at the two levels of Government. This is in keeping with the Scheme of restructuring
suggested by us.

4.22 Infixing the limits on the total revenue transfers from the Central budget, we have been guided by the need to
provide adequate funds to meet the Centre’s requirements on committed expenditure such as interest payments and
defence, as also availability of adequate funds for its plan revenue expenditure and other vital areas of expenditure. The
exercise for the Tenth Five Year Plan is yet to begin. Inthe absence of any clear picture of the likely size of the Centre’s
Plan in our reference period, we have based our estimates for the Centre’s revenue plan on the budget estimates of 2000-
01 so that there is no disruption in the contemplated plan programmes.

Capital Account

4.23  In order to take a comprehensive view of federal fiscal transfer we have also looked at the capital side of the
budget. Capital receipts comprise recovery of loans, non-debt capital receipts (like disinvestment not allocated for retire-
ment of debt) and net increment to outstanding debt (fiscal deficit). For recovery of debt we have taken the historical
growth of 7.33 per cent per annum. Disinvestment target is set at Rs.10,000 crore in each year, for the next five years out
of which Rs.1000 crore is used for retiring debt every year. This is as per Central forecast, and the practice of setting
apart a portion of disinvestment for retiring debt has been initiated in the budget of 2000-01. In the Central forecast fiscal
deficit is slated to fall to 3.6 per cent of GDP by 2004-05. We have, however, projected a fiscal deficit of 4.5 per cent by
2004-05. This has been done for the purpose of increasing the capital expenditure from the contemplated 2.32 per cent
of GDP in 2004-05 in the Central forecast to the level of 4.00 per cent of GDP in our restructuring programme. The
increase will take place over the years gradually. This would provide the much needed investment in the vital sectors of
the economy which is essential for sustained growth in future.

Comparison with Central Government Forecast

424  We had noted in Chapter Ill that one of the disturbing features of public finances in recent years has been the
steady erosion of public investment in relation to GDP. As a part of the restructuring strategy, capital expenditure should
rise as a percentage of GDP. We have targeted a level of 4 per cent of GDP for capital expenditure (net of repayments) to
be attained by 2004-05. For the base year we have used the budget estimates of 2000-01. The adjustments are brought
about in the remaining four years i.e. 2001-02 to 2004-05. With revenue balance, capital expenditure has been implicitly
set at 2.32 per cent of GDP in the Central forecast although it is not explicitly stated. We think, that this is rather inad-
equate, if the economy has to embark on a path of higher rate of economic growth in the coming years.

425  Some of the important year-wise growth rates for the period 2000-01 to 2004-05 used in the Central forecast are
summarised below: nominal GDP, 14 per cent; interest payments, 16 per cent; subsidies, 16 per cent; defence expendi-
ture, 15 per cent; grants to States, 15 per cent; and other non-plan expenditure, 14 per cent. The main difference between
projections furnished by the Ministry of Finance and our own assessment lies in the fact that we are envisaging a greater
revenue effort and a marginal decline in the non-Plan revenue expenditure. In particular, the tax-GDP ratio is expected to
increase by about 0.28 per cent point more than what the Ministry has forecast, and the non-tax revenue is expected to
grow by 0.25 per cent point by the terminal year of the report period relative to GDP as compared to 1999-00 level
whereas the Ministry has projected a decline in this ratio.

426  The salient differences between our assessment and the Centre’s forecasts have been highlighted in Annexure
IV.5. The Centre’s forecast is based on 14 per cent nominal rate of growth with an inflation of 6.5 per cent and real growth
of 7 per cent or vice versa. We have assumed a nominal rate of growth of 13 per cent with a slightly lower rate of inflation
and a slightly higher rate of economic growth. Further, in the Central forecast, the pre-devolution revenue account of the
Centre indicates an increase of a little more than one percentage point in the tax-GDP ratio. The tax revenue risesto a
level of 10 per cent of GDP by the year 2004-05 involving an increase of about 1.16 percentage points with respect to GDP
as compared to 1999-00 level. We think that, an enhanced revenue effort both on the tax and the non-tax side is urgently
called for.



Chapter V
Assessment of States’ Resources

5.1 In making our recommendations regarding tax devolution and grants-in-aid to the States, we are required under
our terms of reference to assess the resources of the States for the five years commencing on 1t April, 2000 and their
requirements for meeting the plan and non-plan revenue expenditure, keeping in view the need for generating surplus for
capital investment and reducing fiscal deficit.

5.2 In order to help us in this assessment, we sought information from the States and the Union government on their
receipts and expenditure from 1987-88 onwards and the forecast for the period 2000-05 on an year-wise basis. In re-
sponse, the States have furnished their pre-devolution forecast of plan and non-plan revenue receipts and expenditure.
The assumptions underlying the forecasts, however, vary widely across the States, based as they are on varying anticipa-
tions of the growth of Gross State Domestic Product (GSDP), inflation and the likely response of revenues and expendi-
ture. A summary of the pre-devolution revenue receipts and plan/non-plan revenue expenditure consolidated for the 25
States and compiled from their forecasts are given below:

Table 5.1: Pre-devolution Forecast - All States

(Revenue Account)
(Rs. in crores)
Sl. No. Item 1999-2000 2000-01 2004-05
B.E. %to %to % to
GDP. GDP. GDP.
1 Revenue Receipts
i) Tax Revenue 103648 5.37 108801 4.98 162224 4.56
ii) Non Tax Revenue 18379 0.95 24799 1.14 30491 0.86
i) Non-Plan Grants 1711 0.09 1691 0.08 2265 0.06
Total (i-iii) 123738 6.41 135291 6.20 194979 5.48
2. Revenue Expenditure 240557 12.45 315251 14.44 501670 14.09
Plan 42889 2.22 48665 2.23 76012 214
Non-Plan 197668 10.23 266586 12.21 425657 11.96
3. Surplus/Deficit on Revenue Account  -116819 -6.05 -179960 -8.24 -306691 -8.62
4.  Non-Plan Revenue Surplus/Deficit -73930 -3.83 -131295 -6.01 -230678 -6.48
5. Estimated G.D.P. at
Current market Prices 1931819 2182956 3559252

For computing the ratios to GDP in the above table, nominal GDP growth has been assumed at 13 per cent per annum
consistently with what has been assumed for assessment of the Centre’s resources.

5.3 The forecasts and the resulting revenue gaps indicated by the States present an alarming picture. In the aggregate
they show arise in the pre-devolution deficit on non-Plan revenue account from 3.83 per cent of Gross Domestic Product
(GDP) in 1999-00 to 6.48 per cent in 2004-05. In part, this results from the projection of non-Plan revenue expenditure
(NPRE) at a growth rate much lower than that of revenue. As a proportion of GDP, NPRE is projected to go up from 10.23
per cent of GDP in the base year (1999-00) to 11.96 per cent by the terminal year 2004-05, growing at the rate of 16.6 per
cent per annum against a trend growth rate (TGR) of 16 per cent over the twelve years, 1987-1999. Tax revenue, on the
other hand as a proportion of GDP is shown to decline from 5.37 per cent of GDP to 4.56 per cent by the terminal year, the
underlying growth rate being only 5.7 per cent in the forecast period, as against 14.8 per cent observed during 1987-1999.
The projection of non-tax revenues also follow a similar pattern, indicating a decline from 0.95 per cent of GDP in 1999-
2000 (B.E.) to 0.86 per cent by 2004-05.

54 If restructuring of public finances to restore balance in the budget is to take place, it is imperative that the trends
depicted in the States’ forecasts are reversed. Our assessment of the resources of the States is intended to indicate how
this can be achieved, keeping in view the needs and also the capabilities of the States judged by their potential and past
performance. In making the assessment, while taking note of the trends and the likely growth of GDP in the coming five
years as well as other relevant factors, we have followed as far as possible, a normative approach. The intention is to
apply some rules uniformly to all States with appropriate variation wherever needed to take account of factors that
unavoidably affect their revenue capacity and expenditure needs. In the allocation of Central revenues among the States,
both equity and efficiency demand that the revenue requirements of every State are assessed on the basis of some
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objective norms instead of relying on what they project, and after due consideration of their limitations and needs in each
case.

5.5 As indicated in Chapter Il, the essence of the normative approach in assessment of revenue capacity lies in
estimating the revenues, a State can raise by exercising its powers under the Constitution with ‘reasonable’ effort. To
minimise the scope for any subjective judgement, ‘reasonable’ in this context may be taken to mean an average effort, the
average being the level at which the States in general have been observed to be performing in revenue raising. On the
expenditure side, the normative approach would imply in essence that the expenditure requirements of each State will be
worked out broadly on the basis of the average expenditure per capita that a State has to incur on the revenue account to
provide public services at a ‘reasonable’ level, after allowing for cost differentials among them arising from factors not
within their control, such as terrain, age-profile of the population, varying rates of inflation and other relevant factors.

5.6 The normative approach serves to ensure inter-State equity in that no State can obtain a larger share than what
is warranted by the deficiencies of its revenue base attributable to its backwardness or low income level or other factors
that have a bearing on its taxable capacity but are beyond its control. Nor can any State expect whatever expenditure it
may choose to incur, regardless of what might be justifiable normatively, to be underwritten without question by the
Finance Commission. For various reasons it is not possible to implement the normative principle all the way. The
heterogeneity of the States in their endowments and present levels of development pose problems in setting up standards
which can be applied uniformly even after making suitable allowance for their specific situation. Then there are acute data
problems as well. Nevertheless, as far as possible, we have introduced some elements of the normative principle in our
assessment of the revenues and expenditure of the States for the five year period for which we are required to recommend
tax sharing and grants-in-aid.

5.7 We have applied the normative approach in two stages: first, by introducing some normative elements in computing
revenue and expenditure of the base year and next, by moving the base year figures forward to derive revenue and
expenditure estimates for 2000-05 by applying appropriate growth rates stipulated on the basis of some reasonable
norms. Salient points of our assessment exercise for States’ resources are set out in the following paragraphs.

Base Year Assessment: 1999-2000

5.8 In estimating the resources of the States for the five years, 2000-05, our first concern has been to set the base
from which the projections are to be made, i.e. figures of revenue receipts and expenditure for each State for the base year
1999-00. The simplest way of going about it would be to proceed on the basis of the estimates furnished by the States in
their budgets, i.e. budget estimates (BE) figures in the 1999-00 budget and wherever available, revised estimates (RE). It
is however, well known that often there are significant variations between BE/RE figures and the actuals. That apart, it
appeared to us that it would not be appropriate to project future revenues and expenditure taking either BE or RE figures
as the base. This is because the budgets or even actuals for a year reflect receipts and expenditure as they emerge from
the structure of tax and non-tax revenues on the revenue side and composition of expenditure in actual operation and not
what a State can be expected to raise in revenue or spend on a normative basis after allowing for its handicaps. Hence,
the budget figures of the base year or even the actuals, if available, require some modification to set up the base year
figure. This modification has been made by us partly on the basis of past trends and partly by using certain objective
norms. Unless the BE/RE figures of the base year are adjusted normatively, the assessments made by the Finance
Commission lose their efficacy in inducing prudent fiscal behaviour and every time a new Finance Commission is appointed,
the actuals of the base year are presented as a fait accompli with little regard for what the previous Finance Commissions
had considered a reasonable budget scenario for individual States. The rules of adjustments or modifications followed by
us in deriving the base year figures of revenue and expenditure, item-wise, are indicated below.

Tax Revenue

5.9 For setting up the base year figures of tax revenue of a State normatively, there are two possible approaches. The
first one is to estimate the potential of revenue for each tax individually it can raise under the Constitution taking into
account the variations in the respective tax base in the given State as compared to the general or average pattern and
applying the average rate of tax to the base. This is known as the representative tax system approach. An alternative way
is to estimate the taxable capacity of a State taking the aggregate revenue from all taxes that a State can raise under its
Constitutional powers and setting up relationship between tax revenue and variables that influence the tax base and other
factors that determine the tax yield but are beyond the control of the State.

5.10  While in principle the representative tax system approach is preferable, it was not possible for us to adopt this
method because of severe data problems regarding the individual tax bases and complications arising from heterogeneous
tax practices across the States and the varying impact of exogenous factors on their taxable capacity. For instance, the
restrictions imposed by the Central Sales Tax Act, 1956 on the States’ powers of sales taxation in respect of commodities
declared to be goods of special importance to inter-State trade or commerce impact differently on different States, depending
on the composition of their output and the variations are not easy to capture in the absence of reliable data on inter-State
trade. Then again, while State excise duties yield substantial revenue in most States, there are States like Gujarat where
full prohibition is in vogue, and Tamil Nadu where partial prohibition is in force. Also, there are taxes which are levied and
collected in some States by local governments like octroi for which complete information is not available with us. We,
therefore, opted for the aggregate tax revenue approach instead of looking at the taxable capacity of the States, tax by tax.
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5.11  Forthis purpose, we had commissioned a study at Indian Statistical Institute (1SI), Calcutta. Applying the regression
approach, the study set up a model to estimate the relative contributions of variables which might be considered as
significant determinants of taxable capacity of a State such as the per capita SDP. A number of variables were identified
in this regard, and along with some selected dummy variables, regression equations were estimated obtaining statistically
reliable results. However, the reliance on a large number of variables and dummies raised questions as to which of them
could be considered to be within the control of the States and which were not. There are also acute data problems as
reliable information regarding the identified explanatory variables were not available. Figures of per capita State incomes,
for example, are simply not computed. What we have is data on State domestic product whereas it is well known that
taxable capacity is determined to a great extent by levels of per capita income. Data on several of the explanatory
variables also are dated. Further, the results were rather sensitive to the assumptions regarding the combination of
variables as was evident from the alternative formulations. Hence, we proceeded on some broad judgements to determine
the taxable capacity of the States.

5.12  Keeping in view the limitations mentioned above, for estimating the tax revenues of the States for the base year
normatively, we first worked out the trend growth rates (TGR) of the total own tax revenue of each State over the period
1987-99 and then applied the TGR so derived to the actuals of 1998-99. We have not gone by the growth rates of
individual taxes because of the varying tax practices among the States as mentioned above and the possibility of substitution
among different tax handles.

5.13  Having derived the base year tax revenue figures in this way, we worked out the tax-GSDP ratio (hereafter tax
ratio) of each State for the year 1999-00. The States were then divided into two groups, viz., special category and general
or non-special category. The tax ratio of each State was compared with the average ratio of the respective groups. Where
the average tax ratio of a given State fell below the relevant group average, we made upward adjustment in the ratio on the
reasoning that all States should try to move towards their group average over a period of time. The adjustment we have
in view is intended to reduce the gap between a State’s tax ratio and the average ratio of the group. Keeping in view their
relative revenue capacity as reflected in their per capita GSDP, where the per capita GSDP of a State fell below the
average per capita GSDP of the respective group of States by more than 15 per cent, we adjusted the tax ratio of the State
in question by 10 per cent of the difference between the tax ratio of that State and the average ratio of the group in
guestion. Where, however, the per capita GSDP of a State was not less than the relevant group average by more than 15
per cent, that is to say, the State’s per capita GSDP is close to the group average, the tax ratio was adjusted by 30 per cent
of the difference between the tax ratio of that State and the average ratio of the relevant group on the reasoning that States
should be able to have tax ratio approximating to their group average. For example, with the group average of tax ratio at
7 per cent, the tax ratio of a given State at 6 per cent, if the per capita GSDP of the State happens to be 85 per cent or
more of the average of the group, the tax ratio of that State for the base year is taken to be 6.3 per cent (6 plus 30 per cent
of 7 minus 6). For the special category States, the upward adjustment in the tax ratio for the base year has been restricted
to 10 per cent of the difference between the tax ratio of a State and the group average in all cases. The effect of this
normative adjustment for States which were below the respective group averages in their tax ratio is given in
AnnexureV.1.

Non-Tax Revenue

5.14  The main components of hon-tax revenue of the States are interest receipts, revenue from forestry and wildlife,
irrigation rates and royalty on minerals. It was noticed that these are heterogeneous in nature, and are not amenable to a
uniform treatment across the board. Hence, we have proceeded to estimate the base year figures of each major item
individually in most cases. Separate norms were applied for different items of non-tax revenues, namely, interest receipts,
dividends, revenue from forestry and wild life, irrigation rates and royalty on minerals. The basis of derivation of the base
year figures, item-wise, is indicated below:

i) Interest receipts have been estimated separately for interest from loans and advances and interest from
others. Interest from loans and advances has been estimated on the basis of TGR applied to the actuals of
1998-99. For others, the estimates are based on the average realisation in the three preceding years.
Interest accruing from the irrigation department has been excluded from non tax revenue receipts and
expenditure as these are merely contra entries.

i)  Fordividends and other miscellaneous receipts under general services, the average realisation in the three
preceding years is taken as the base.

i) Receipts from forestry and wild life, and royalty on minerals were estimated for the base year in the same
way as dividends i.e., on the basis of average of three years.

iv)  Inthe case of receipts from irrigation, TGR based estimates or BE for the base year, whichever is higher
was adopted.

v)  Lottery receipts constitute a significant source of non-tax revenues in some States. No clear trend was
discernible in the receipts from lotteries and the gross receipts vary widely from year to year. Hence net
receipts of 1998-99 was taken for the base year, whenever the lottery receipts occur.

vi)  For rest of the items under general, economic and social services, receipts for the base year have been
estimated by projecting the 1998-99 actuals with the TGR.
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5.15 In the present exercise, non-tax revenues have been estimated on the lines indicated above with one more
change. Inthe case of some States, user charges as a proportion of their revenue expenditure (excluding interest and
pension) were found to be unduly low as compared to the average of the group of general category States. In order to give
a clear message that all States should make at least average effort to recover a part of the cost of providing public
services as reflected in their revenue expenditure, we have adjusted the ratio of non-tax revenue to revenue expenditure
of such States (excluding interest and pension benefits) in order to reduce their gap as compared to the group average by
50 per cent. This rule has, however, been applied only to States belonging to the general category.

Revenue Expenditure

5.16  Asinthe case of revenue receipts, considerations of both equity and efficiency require that the revenue expenditure
of the States also be estimated on a normative basis. Ideally, an equitable system of federal transfers should bring about
a measure of parity in the capacity of the constituent units to provide basic civic services to all citizens at a reasonable or
at least a minimum level. The determination of the relative revenue capacity of the States on a normative basis is intended
to serve this purpose. Variation among the States in the capacity to provide civic services, however, can arise also from
difference in needs such as a large proportion of the aged or children in the population, or morbidity, and also because of
variations in the unit cost of providing public services stemming from terrain (hilly tracts), and so on. Hence in designing an
equitable system of transfers, it is necessary to complement the assessment of relative revenue capacity with an assessment
of expenditure needs.

5.17  Determination of expenditure needs on a normative basis is, however, more problematic than that of taxable
capacity. The reason is that differences in the level and composition of expenditure can arise from variation in the levels
of income and consumption and also from the preferences or choices of the people regarding the services they desire
from the government sector. One way of getting over these problems would be to look at the differentials in the per capita
revenue expenditure of different States in the services which are basic to governance and are usually common among all
States. For instance, the three functional categories of services into which the expenditure of government are usually
classified, namely, general services, social services and economic services, contain major heads, such as, interest,
pensions and police under general services, and expenditure on elementary education, rural primary health, family welfare
and other social welfare activities under social services. An attempt could be made to examine the differences in the per
capita expenditure needs of different States for the services under these heads derived normatively and see how the
actuals fall short of the norm-based needs. The differences multiplied by the population of the State would then serve as
the base for determining revenue needs for purposes of equalisation transfers.

5.18 We commissioned a study at the Institute of Social and Economic Change, Bangalore, to work out the revenue
expenditure needs of the States based on the normative approach. The study provided estimates of revenue expenditure
of the individual States for the main items excluding interest payments, pensions and a few other items. The estimates
were derived by fitting regression equations with selected explanatory variables. Although, the equations satisfied the
standard statistical tests, it was not possible for us to use the results mainly for the reason that in several cases the
estimates were way out of alignment with the actual expenditure and since we are not starting from a clean slate, imposition
of norms derived statistically would be too disruptive. Besides, the expenditure needs of a State for purposes of equalisation
should be viewed in juxtaposition with, or as supplement to revenue capacity equalisation transfers and not in isolation.
There were also conceptual as well as data problems as in the case of taxable capacity estimation. For instance, for
police expenditure, information which could help to quantify the requirements of States having insurgency problems was
not available. The only option available to us, therefore was to impart elements of the normative principle in estimating the
revenue expenditure of the States in the base year in a limited way as indicated below.

5.19  Keeping the normative principle in view as far as possible, for estimating non-plan revenue expenditure of the
States for the base year i.e., 1999-00, we proceeded in three steps. The first step was to look at the figures arrived at by
applying the TGR on the actuals of 1998-99. Where the TGR turned out to be negative, the average of the three years,
1996-99, was taken for the year 1999-00. It was noticed that revenue expenditure of all States had grown at a fast pace
during the nineties. However, some restraint became visible in the provision of expenditure under certain major heads of
accounts recently. It was therefore decided as a second step that if the TGR based estimates happened to be higher than
the BE of a particular major item, the BE would be adopted. The TGR based estimates were retained for others. In other
words, in the second step, the TGR based estimates projected from 1998-99 or the budget estimates for 1999-00, whichever
was lower, was taken.

5.20 However, it was noticed that in many States expenditure under the heads of account relating to pensions and
interests were unduly high, whichever way they were estimated, whether by using the TGR or by adopting the BE.
Considering that the upward revision of pay and pensions would have been carried out by 1998-99, the growth of pensions
in the year 1999-00 was limited to 15 per cent over the actuals of 1998-99. Similarly, interest payments for 1999-00 were
estimated by projecting the 1998-99 actuals by 15 per cent on the reasoning that the States should exercise some check
on the growth of their borrowings and no one should expect that whatever commitments they may make on account of
interest liability will be accepted by the Finance Commission for purposes of assessment of their revenue needs. To go by
the actuals of interest payments in all cases would be unfair to States which have been more prudent in the matter of
borrowing. We have, therefore, made another adjustment in the interest liability in the case of States whose interest
payments as a percentage of revenue receipts were found to be higher than their respective group average. Thus, for
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States whose interest payments as a proportion of revenue receipts as indicated above did not exceed the group average,
the estimates arrived at by the rule TGR/BE whichever was lower, were not disturbed. However, for States for whom the
ratio was above the group average, only 80 per cent of the excess was accommodated in our assessment. Annexure V.2
provides details of the compression carried out in respect of interest payments for various States.

Projections for 2000-05

5.21  After firming up the base year figures in the manner indicated in the preceding paragraphs, we proceeded to
make projections for our reference period namely, 2000-05 by applying appropriate growth rates and by relying on certain
reasonable norms. The growth rates also have a normative thrust, oriented to the restructuring scheme. The method
followed for projecting revenues and expenditure of the States from the base year is described briefly below:

Tax Revenue

5.22  The taxratio of the Centre and the States registered a decline during the nineties. In the case of the States the
decline has been less pronounced but all the same, the sluggish growth of States taxes contributed to their revenue gap.
This trend can be reversed only with determined effort by the governments to raise more revenue through taxation.

5.23  In our discussion on restructuring we have indicated that the improvement in the tax ratio for all the States
considered together over the five year period under consideration should be of the order of 1.15 percentage points of GDP.
With an underlying growth rate of GDP of 13 per cent, this translates into a growth rate of about 17.5 per cent in the tax
revenues. However, rather than applying a growth rate of this order uniformly across the States we considered it desirable
to allow for reasonable inter-State variation in the tax revenue growth rate depending on differences in their potential
revenue base. In particular, we took into account the differential constraints arising from variations in the rate of growth of
GSDP among the States and also their existing tax ratios relative to their past. The tax revenue growth rates for the
projection period were derived by using prescriptive tax buoyancies ranging from 1.1 to 1.35. The States were then
grouped according to GSDP growth-rate (12, 13 and 14 per cent) as also with respect to the tax buoyancies. A State was
placed in a higher or lower growth rate category depending on the constraints to growth they may face as reflected by
respective TGRs of GSDP. Further, the States were placed in a higher or lower buoyancy group depending on whether,
compared to their own past, they improved or deteriorated in terms of the tax ratio. For this purpose, a comparison was
made between the average tax ratio over 1994-95 to 1996-97 to the corresponding average ratio over 1987-88 to 1989-90.
A State, where the tax ratio is low compared to its own past, signifying deterioration in the recent years, was put in a higher
tax buoyancy group with the expectation that it should be able to improve its position back to where it was in terms of the
tax ratio. A State, which showed improvement in its position, was placed in a lower buoyancy group so that it was not
penalised for showing a better tax effort. But since the buoyancies we have prescribed are all above 1, (1.10, 1.20,1.30,
1.35), all States also will be required to make efforts to raise their tax ratios from the present levels. In the case of special
category States, all of them were placed in the lowest buoyancy group except for three, which were put in the next higher
buoyancy category. Annexure V.3 provides information on cluster of States in three groups, prescriptive buoyancies and
buoyancy based growth rates.

Non-Tax Revenue

5.24 A basic source of weakness of government finances in the States (as at the Centre) is the poor return on the
capital invested and negligible recovery of cost of services rendered by the government by way of user charges. The total
investment made by the States in Government companies and statutory corporations in the form of equity and loans
stood at Rs.1,16,368 crore as of 31.3.1997. These investments yield very little to the State’s exchequer in the form of
dividends, interests or profits. As for user charges, only 2.13 per cent of the revenue expenditure on social services is
realised by the States. In the case of economic services, the recovery rate is somewhat better, mainly because of royalty
from minerals and receipts from forestry. But these are more in the nature of taxes rather than user charges. There can
be no enduring solution to fiscal problems of the States unless government investments yield a reasonable return and the
rate of recovery of the cost of public services through user charges shows some appreciable improvement. Studies show
that recovery rates can be enhanced substantially in the case of non-merit goods and the implicit subsidies flowing
through governmental activities can be reduced.

Interest and Dividends

5.25  Coming to specific items of non-tax revenues, interest from loans and advances received by the States is, on an
average, around 3 per cent on the outstanding amounts. The loans and advances are extended out of the borrowed funds
only and the borrowings have to be serviced from return on investments made out of them. Hence itis proposed to set a
norm of 9 per cent return by way of interest on loans and advances in order to narrow the gap between the ratio of return
and cost of funds. However, to allow some time to the States to come up to this level of interest realisation, we postulate
the norm set by us to be achieved over a five year period so that the 9 per cent rate is realised by 2004-05. Accordingly,
interest receipts from 2000-01 have been estimated in such a way that the gap between the current level of realisation and
the targeted level for 2004-05 is closed each year on a proportional basis. For States which are already realising 9 per
cent or more as interest on loans and advances, the estimates furnished by them have been adopted. For dividends, we
have set a norm of at least 2 per cent on equity or the actuals/RE in 1999-00 whichever is higher for the year 2000-01.
Thereafter dividends have been projected to grow to 5 per cent by 2004-05 on the basis of proportional increase every
year.
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Royalties

5.26  Royalties on major minerals, crude oils and natural gas are dependent on production and the rates fixed by the
Government of India. However, to keep pace with inflation, a growth rate of 5 per cent has been adopted for projecting
revenues from royalties on major minerals.

Irrigation Receipts

5.27  The other important item of non-tax revenue is receipts from irrigation charges. Irrigation rates at present are
nominal in many cases and cover only a fraction of the operation and maintenance (O & M) expenditure. Ideally, the target
should be to fix irrigation rates in such a way that the receipts cover not only the maintenance expenditure but also leave
some surplus as return from capital invested. We recognise that this objective cannot be achieved immediately. Hence,
we propose to moderate the targets for increase in irrigation receipts in the following manner:

Table 5.2: Projected Return from Major and Medium Irrigation Projects

Sl. No. Range of Revenue Receipts from Projected
Major and Medium Irrigation increase per Remarks
Projects per hectare year (%)
1. Below Rs.150 25 Subject to a minimum of
Rs.80 per hectare in 2000-01
2. Rs.150 to 250 15 —
3. Above Rs.250 10 —

Forestry & Wildlife

5.28  Receipts from forestry and wildlife have been declining, not only as a proportion of total non-tax receipts but also
in absolute terms. Several States have urged that the scope of raising more revenue from this is dwindling because of fast
depleting forest resources and also due to court rulings relating to felling of trees and transportation of timber. We have
had occasion to peruse the relevant court orders on the subject. We found that the court directives and orders restrict only
indiscriminate felling of forest trees without a duly approved scientific plan. The forest policy of the Centre also points in
this direction. On these considerations, we do not find any justification for keeping the freeze on the receipts from forestry
at the 1999-00 level and instead we have assumed a growth of 5 per cent per year in forestry receipts over the estimates
for 1999-00.

Lotteries

5.29  Some States derive substantial amounts of non-tax revenue from lotteries. In view of the national policy to
discourage lotteries, we have taken the base year figures of receipts net of expenditure as the likely revenue from the
lotteries for all the years.

User Charges
5.30 In all cases of user charges, a 25 per cent step-up per year over the base year has been assumed in our
estimates of revenue receipts. We feel that this step-up is essential if the implicit subsidies are to be reduced.

Return from Public Sector Undertakings

5.31  Paragraph 5(vi) of our ToR requires us to consider the need for ensuring reasonable returns on investments of the
States in irrigation projects, power projects, transport undertakings, departmental undertakings and public sector enterprises.
The need to obtain reasonable returns from investments made by the States in these entities has been underlined in
Chapter Il. In conformity with this objective, we have postulated a higher return in the form of dividends and interests and
these have been incorporated in our estimates for revenue receipts during the forecast period. We are aware thata 5 per
cent dividend on equity and 9 per cent interest on loans and advances are not adequate to meet the cost of borrowings of
the States. However, keeping in view the current realities, it would be unrealistic to postulate a higher return. Besides, an
element of subsidy in the interest on loans cannot be eliminated altogether, since some of the investments also yield a
social return such as investments to uplift backward areas or on roads to connect rural areas. Our norms of receipts from
non-tax revenue sources seek to strike a balance among all these considerations. Details of estimated net return on the
investments by the States in the power and transport sectors are given at Annexures V.4 and V.5 respectively.

Non-Plan Revenue Expenditure

5.32  For projecting the revenue expenditure of governments in different States over the five year period, starting from
the base year, we had two alternatives: (i) adopt uniform growth rate for all the three functional categories of government
services, and apply the rates uniformly to all States, or (ii) work out differential rates for different categories namely, the
general services, the social services and the economic services with appropriate variation as between States.

5.33  The justification for adopting differential rates for different categories of services is that the proportion of the two
main components of the revenue expenditure namely, salaries and other than salaries, vary considerably as between
services. Forinstance, the salary intensity of general services in most States is higher than that of the other two services.
The two components also grow at varying rates. Considering the net impact of normal attrition (3 per cent), increments
(2.7 per cent) and inflation protection (5 per cent), salary bill growth may reasonably be taken at 5 per cent per annum.
This growth allows for one per cent fresh recruitment against 3 per cent retirements. Non-salary components determine
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the quality of public services in the social sector as in the case of health and education etc and should be expected to grow
at least at the same rate as GDP. In order to allow for improvement in the level of these services, we have assumed an
increase of 2 per cent over the GDP growth in social services that is 15 per cent growth per annum. For general services,
the growth for non-salary components is assumed at 7 per cent and for economic services, at 11 per cent. Seven per cent
growth in the non-salary components of general services is assumed to take care of inflation (5 per cent) and population
growth (2 per cent). For economic services, we assume an 11 per cent growth in non-salary components in view of the
growing involvement of private sector in many areas of economic activity including infrastructure, and the diminishing role
of the public sector.

5.34  Aswill be seen, we have worked out an appropriate growth rate for each category of services taking into account
the salary intensity and the varying rates of growth of the two major components of revenue expenditure i.e. salary and
non-salary. In this process, we have tried to introduce a normative element in the salary growth by grouping the States
under broad bands of salary intensity and bringing them down nearer to the average of the respective group.

Interest

5.35 Inthe case of interest payments, we have assumed a growth rate of 10 per cent which is markedly lower than the
trend growth rate. A lower growth rate has been adopted to bring interest growth in line with the normative approach. In
our view the States have to exercise restraint in the matter of borrowing and rely more on revenue resources for expenditure.
Itis time it was realised that there has to be a check on the borrowings and thereby on interest payments if the finances
are to be brought in order.

Pensions

5.36  Asregards pensions and other post retirement benefits it is presumed that the impact of pension revision has
largely been absorbed by 1999-00 and the future requirements of expenditure would depend upon the net increase in the
number of retired persons and the need to provide inflation protection in their basic pension. Considering these two
dimensions, a 10 per cent growth per year in pension and the other retirement benefits over the base year has been
considered reasonable.

Subsidies

5.37  Subsidies are provided by the States implicitly and explicitly. Our recommendations for raising the level of cost
recovery in irrigation and other public services through higher user charges and returns on investments in public sector
enterprises would serve to reduce the implicit subsidies substantially. As for subsidies provided explicitly through the
State budgets, we do not have comprehensive information regarding the amounts involved. However, where we have
been able to identify them, these have been taken as ‘nil’ for the forecast period. For departmental undertakings, we have
not allowed for any loss, implying that, in our assessment, no subsidy will be extended to them from the State budget.

Maintenance of capital assets:

5.38 In making our recommendations, the ToR require us to take into account, among other considerations, the
maintenance and upkeep of capital assets and the norms on the basis of which the amounts necessary for maintenance
may be provided and also specify the manner of monitoring of such expenditure. Itis a matter of concern that our capital
assets are languishing because of poor maintenance. There has been a tendency to take up a number of new projects
without making adequate provision for maintaining the existing assets. The poor state of our roads, irrigation projects, and
government buildings bear testimony to the sad neglect of maintenance. This has happened in spite of the fact that
successive Finance Commissions in the past have made liberal provisions for maintenance of capital assets in their
assessment of revenue expenditure. The reasons for this state of affairs are: one, maintenance expenditure is usually
classified as “non-plan” and thus these get a low priority in the budget allocations; two, the funds assessed by the Finance
Commissions get diverted to other areas of expenditure as no specific fund is created for the maintenance of capital
assets; and three, budget allocations, which as it is often fall short of the requirements, are used up largely in meeting
salary expenditure and the running cost of establishment itself. All this needs to be changed but it cannot come about
without an attitudinal change towards the priorities, budgetary allocations and monitoring of such expenditure. With this
caveat we now proceed to indicate the norms of expenditure required for maintaining capital assets specifically for irrigation
projects, roads and bridges and government buildings.

Irrigation Projects

5.39  Incomputing the admissible expenditure on maintenance of irrigation projects, the Tenth Finance Commission
(TFC) had adopted a norm of Rs.300 per hectare for utilised potential and Rs.100 per hectare for the unutilised part. The
Commission had also followed the past practice of enhancing the norms by 30 per cent for hill States. It had provided
suitable increases in the norms in each year of the forecast period to insulate the expenditure against inflation.

5.40 Intheir memorandum on the subject, the Ministry of Water Resources have suggested a provision of Rs.450 per
hectare for major and medium irrigation projects for the maintenance of the utilised potential and a provision of Rs.150 per
hectare for maintenance of the unutilised potential. For the maintenance of utilised potential of minor irrigation projects
the memorandum suggested a provision of Rs.225 per hectare and a provision of Rs.75 per hectare for unutilised potential.
Further, Rs.300 per hectare for special repairs of existing irrigation systems and a step-up by 30 per cent for maintenance
of utilised potential of projects located in hill States have been recommended by the Ministry.
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541  We understand that it has not been possible to maintain most of the major and medium irrigation projects at the
desired level primarily due to paucity in budget allocation. The Standing Committee on Agriculture in their report for 1998-
99 drew the attention of the Union Government on the imperative need for giving high priority to maintenance of these
assets. We have adopted the norm, of Rs.450 per hectare for the maintenance of the utilised potential and Rs.150 per
hectare for unutilised potential in the case of major and medium irrigation projects as suggested by the Ministry. Considering
the cost differentials for maintenance in the hill States, an additional provision of 30 per cent is being made in their case.

5.42  Onthe basis of the data obtained from the Planning Commission, the utilised and unutilised irrigation potential at
the end of 1999-2000 has been worked out for individual States. We have assumed that the States whose unutilised
potential in 1999-00 was less than 10 per cent of the total would be fully utilising their potential by 2004-05. States with
unutilised potential between 10 to 25 per cent could be expected to reduce the unutilised part to 5 per cent and those with
unutilised potential exceeding 25 per cent will reduce it to 10 per cent by 2004-05.

5.43  The TFC had provided Rs.150 per hectare for the maintenance of minor irrigation projects in respect of utilised
potential. There was no provision for any unutilised potential. It had also recommended an additional 30 per cent
allocation for hill states and hill areas of other States. We have adopted a norm of Rs.225 per hectare for the utilised
potential in respect of minor irrigation projects with a 30 per cent step-up for hill States and hill areas as suggested by the
Ministry.

5.44  While working out the requirements for the maintenance of irrigation projects, it was noticed that in some States
the TGR based estimates are higher than the norm-based estimates. For the sake of better maintenance, we have not
disturbed the higher estimates. An increment of 5 per cent per annum has been provided to take care of the possible
price increase. Annexures V.6 and V.7 indicate provision for maintenance of major & medium irrigation projects, and minor
irrigation projects, respectively.

Roads & Bridges

5.45 The TFC had estimated the requirements for maintenance of roads and bridges of the States on the basis of
norms suggested by the Ministry of Surface Transport (MoST) and information on road length of different categories
furnished by the States. The requirements of funds thus worked out was found to be rather high and therefore, the
Commission had limited the total provision for all the States to twice the amount provided by the Ninth Finance Commission.
The State-wise distribution was made on the basis of the average of their percentage share in (a) the all-State norm based
aggregate expenditure and (b) the estimated all-States total expenditure in 1994-95. The provisions for individual States
so worked out were suitably modified to ensure that each State got at least twice the amount provided by the Ninth
Finance Commission. It was also ensured that the provisions were at least 20 per cent higher than the expenditure in
1994-95. The Commission thereafter provided a graduated increase in the expenditure each year without affecting the
totals.

546  We have obtained norms for maintenance of roads from the MoST. The Ministry has suggested zone-wise norms
for total maintenance and repair costs in different rainfall areas for all categories of roads with traffic intensity based on the
Report of Sub-Committee on Norms for Maintenance, October, 1999. These norms are at the 1999-00 level of prices and
divided into two categories viz. i) maintenance and repairs (normal) and ii) maintenance and repairs (special). The norms
for hilly areas are given separately in the Report. The norms received from the States were incomplete and dated in
respect of large section of roads. It was therefore, considered reasonable to adopt norms provided by the MoST with
some modifications.

5.47  Maintenance expenditure as per the MoST norms for normal repairs have been worked out in the above manner
for the base year. For comparison, maintenance expenditure on roads for the year 1999-00 has been worked out on the
basis of trend growth rate as well. In the case of States whose expenditure as per the MoST norms in 1999-00 turns out
to be too high as compared to the projected estimates for 1999-00 on the TGR basis, the normative provision for the base
year 1999-00 was limited to 125 per cent of the actuals of 1998-99. In respect of the other States, the projected expenditure
for 1999-00 was allowed to remain undisturbed. Having firmed up the base year estimates in this way, a 5 per cent step-
up was provided in each year to take care of inflation. We have also provided 30 per cent step up for the hill areas in our
estimates. Annexure V.8 indicates the provision for maintenance of roads and bridges.

Buildings

548 The TFC had considered three factors for determining the requirements for maintenance expenditure of buildings
during the forecast period, 1995-00. These three factors are (i) the trends in actual expenditure on maintenance of buildings,
(i) the steep increase that had occurred in the costs involved and (iii) the poor state of upkeep of the State government
buildings. Keeping these factors in view, the TFC had provided a step-up of 250 per cent by 1999-00 on the norms followed
by the Ninth Commission for 1994-95. Provision for each year for their forecast period was worked out taking inflation into
account within an upper and a lower ceiling.

5.49 Inorder to estimate the State-wise annual maintenance expenditure on buildings in 1999-00, we have made a
comparison between the figures worked out on the basis of the norms of the Central Public Works Department (CPWD)
and the State Government norms. For this purpose, we have collected information related to residential and non-residential
buildings from all States under two categories namely, civil and electrical.



51

5,50 Inderiving the estimates of maintenance expenditure on buildings for the base year (1999-00) State-wise, we
have compared the estimates based on the CPWD norms and the State norms. The lower of these two figures was
compared with the estimates derived for the year 1999-00 based on TGR. We have not disturbed the TGR based estimates,
if they happened to be above the norm-based figures. In other cases, we have adopted the norm based estimates subject
to a maximum of 25 per cent step up on the 1998-99 figure for the actual expenditure of the State to derive the base year
estimate. Starting from the base, the requirements for forecast period was worked out with a step up of 5 per cent each
year to allow for inflation. Annexure V.9 sets out the provision made for maintenance of buildings.

Committed Liability

551 Wearerequired, as per the terms of reference, to consider, inter-alia, maintenance expenditure of plan schemes
completed by 31t March, 2000. The TFC was also required to consider the liability on account of maintenance of plan
schemes completed by 31March, 1995. It was pointed out by the TFC that the transfer of maintenance of plan expenditure
to non-plan account in the middle of the Eighth Plan was problematic. The reason was that as per the guidelines of the
Planning Commission, maintenance of plan schemes taken up during a five year plan period continues to be on plan
account till the end of that plan and a transfer of maintenance expenditure of plan schemes completed during a given plan
period into non-plan account is done only in the first year of the next plan. Yet, keeping in view the terms of reference, the
TFC had taken 30 per cent of the plan revenue outlay for the year 1994-95 in the non-plan revenue account of 1995-96 as
committed liability for the general category States and Meghalaya. In respect of the special category States other than
Meghalaya, the provision was higher at 40 per cent on the consideration that these States did not transfer maintenance
expenditure of plan schemes completed during the Seventh Plan period into non-plan account during the Eighth Plan.
The Eighth Five Year Plan continued up to 1996-97. The TFC, however, did not provide for incremental requirement of
funds for plan schemes completed during the last two years of Eighth Plan i.e. 1995-96 and 1996-97. It felt that the
Planning Commission might consider making provision for such schemes till 1999-00 under the plan as was done for the
schemes of two annual plans of 1990-91 and 1991-92.

5,52  There are conceptual as well as operational difficulties in providing funds for maintenance of plan schemes
completed by 31t March, 2000. First, expenditure on running these schemes will continue to be covered under plan till
2001-02. Any provision for maintenance of plan schemes for the year 2000-01 on the basis of completed schemes as on
31t March, 2000 will result in over-estimating the total non-plan revenue expenditure of the States for 2000-01 and 2001-
02 as the States following the guidelines of the Planning Commission will count such expenditure on the plan side.
Second, since the forecast period of this Commission goes up to 2004-05, the requirement of funds under non-plan
revenue expenditure will not be covered fully for the years 2003-05 if the plan schemes completed during the years 2000-
02 are not taken into consideration. Considering all these, it appears appropriate to us that maintenance requirements for
plan schemes may be provided only from 2002-03, on the basis of the estimated expenditure on plan schemes in 2001-
02. This will cover plan schemes completed by 31t March, 2000 also.

5.53  There are a number of operational problems in providing adequate fund for maintenance of plan schemes. No
specific information is available about plan schemes completed by 315t March, 2000 or to be completed by 31t March,
2002. Also, itis not clear how many of these schemes will be in operation after completion of the Ninth Plan. Information
was sought from the Planning Commission and also from the States in respect of requirement of funds for maintenance
of such plan schemes. Some information was received from the States in this regard, but these related mostly to the
expenditure requirements in 1995-96 and 1996-97. These requirements were implicitly covered in the projection of non-
plan revenue expenditure put forward by the States for the forecast period as they formed an integral part of non-plan
revenue expenditure in the budgets of the States from 1997-98 onwards. However, the information in respect of requirement
of funds for transfer of these schemes either in 2000-01 or in 2002-03 was not provided by the States. Itis also noticed
that there was no definite trend in the non-plan revenue expenditure of the States in the past to identify an increase of
expenditure on account of transfer of plan expenditure into non-plan expenditure for the maintenance of plan schemes at
the end of each Five Year Plan. In view of this, we feel that the norms adopted by the TFC i.e. 30 per cent of plan revenue
expenditure for general category States may be continued as there is no large structural change in the composition of plan
revenue expenditure in the last five years.

5.54  Asregards special category States, it is noticed that the per capita plan expenditure is much higher than the all
India average mainly due to large plan grants from the Centre. They have also been diverting a significant part of plan
assistance for meeting non-plan expenditure in consultation with the Planning Commission. Further, most of them have
been incurring maintenance expenditure under their plan with the approval of the Planning Commission. Since we are
providing adequate grants to these States to meet deficits on non-plan revenue account it should not be necessary to
divert plan grants for non-plan purposes. These States can thus meet committed liabilities on the plan side, as done in the
past, without any adverse impact on their developmental expenditure. Hence, no provision has been made in the case of
special category States for non-plan revenue expenditure for committed liability arising out of plan schemes to be completed
by 31st March, 2002.

5,55 Arelated issue is the estimation of revenue expenditure of the States under the plan till 2001-02. Neither the
States nor the Planning Commission were able to provide any firm or reliable estimates of revenue expenditure under the
Plans completed by the end of March 2002. In the absence of any specific information from these sources, the only
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alternative was to arrive at plan revenue expenditure at the end of 2001-02 on the basis of trend growth rates for the period
1987-99 over the estimated plan revenue expenditure for the base year 1999-00. This projection is only for the limited
purpose of estimating requirements of committed liability. The requirements for committed liability arising from the Ninth
Plan in 2002-03, 2003-04 and 2004-05 for the general category States have been worked out at 30 per cent of the
estimated plan revenue expenditure by the end of 2001-02. State-wise projection for maintenance of plan scheme likely
to be completed up to end of March 2002 worked out for 15 States for the years 2002-05 is placed at Annexure V.10. These
amounts do not cover additional liabilities arising out of maintenance of Centrally Sponsored Schemes (CSS). A large
number of these continue as plan schemes from one Five Year Plan to another in some form. Some of them get terminated
at the end of a given Five Year Plan. The requirement of the States for maintenance of C.S.Ss. under “non-plan”, therefore,
is considered to be not substantial. Further, the Ninth Five Year Plan has envisaged transfer of large number of C.S.S. to
the States. When this happens, we presume that such transfer will be accompanied with transfer of funds as well. In view
of these considerations, we have not provided any separate fund on account of committed liability for maintenance of
Centrally sponsored schemes.

Monitoring of Maintenance expenditure

556  We arerequired, under our terms of reference, to recommend the manner of monitoring expenditure for maintenance
and upkeep of capital assets and maintenance of plan schemes. We have provided reasonable sums for the maintenance
and upkeep of capital assets and for maintenance of plan schemes. We have noticed that maintenance of capital assets
in the past has been poor not because of lack of funds provided by the Finance Commission but because of lack of
adequate budgetary provision within the overall resources available to the States. The TFC had examined the reasons for
the poor state of maintenance of capital assets and it was noticed by them that the main reason had been the exhaustion
of a large part of the provision for maintenance expenditure by spending on establishment, leaving little for maintenance
per se. They further noticed that the information system in the States was not geared for providing data regarding the
exact amount spent on maintenance and on maintenance related establishment. It was further noticed that though the
respective work divisions entrusted with maintenance had the necessary details, these were not reflected in the accounts
or in any other reporting system in a fashion which would permit easy monitoring. The TFC had, therefore, suggested
changes in the system of maintenance of accounts in such a way that the expenditure on the works component and the
establishment expenses get reflected separately and are easily accessible. The details of the re-designed accounting
system on maintenance expenditure proposed by the TFC as explained in Appendix 3 of their report dwelt upon the need
for providing the new sub-heads and minor heads in order to make the accounts more transparent. From the replies of the
States furnished to us, it is seen that these new heads have not been introduced so far. Transparency in accounting is
imperative. Hence, we endorse the suggestion of TFC in this regard.

5.57  For monitoring, the TFC had recommended the formation of a High Powered Committee chaired by the Chief
Secretary, with Secretaries of the Departments of Finance, Planning, Irrigation and Public Works and the Chief Engineers
of Works Department as members. It was further stipulated that this Committee may review every quarter the allocation
and utilisation of the funds for maintenance and ensure that allocated funds are not diverted to other areas. From the
expenditure on maintenance shown in the accounts, it seems that nothing much has been done in this direction as
expenditure levels still continue to be far below the amounts provided in the estimates of the TFC.

5,58  We have made reasonable provisions for the requirements of maintenance of capital assets and for committed
liability arising from completed plan schemes by the end of 2001-02. The States should make budgetary provisions each
year to a level at least equal to the provisions for maintenance recommended by us. We are of the opinion that this can be
achieved only if States themselves take initiative to fix priorities and to provide sufficient budgetary support for maintenance.
In this context, we reiterate the recommendation of the TFC in regard to the monitoring by a high power committee. The
functioning of this committee at the state level should be activated. Further, the budgetary provisions and expenditure for
maintenance of capital assets and for committed liabilities on plan schemes may be assessed by the Planning Commission
at the time of assessment of their resources and estimation of the balance from current revenues. Planning Commission
may consider devising a suitable mechanism for this purpose.

5,59  The fiscal position of the States is under acute stress. We believe that a mere tinkering with tax rates here and
there, or small increases in user charges and marginal cuts in expenditure cannot be a lasting remedy to the problem.
Structural changes both in revenue raising and expenditure are called for. Details of these are discussed in Chapter Il. We
have assessed own resources of the States and their non-plan revenue expenditure, keeping these aspects in the
background. In the process, we have introduced norms, though in a limited way, which are considered reasonable to
achieve. The results of our assessment of States’ own resources are indicated in Annexures V.11 to V.35.



Chapter VI
Sharing Union Tax Revenues

6.1 Article 280 (3) of the Constitution requires the Finance Commission to make recommendations as to the distribu-
tion of the net proceeds of shareable taxes between Union and the States, and the allocation between the States of their
shares in such proceeds. Formulation of principles that should guide the assignment of share to the States and the
determination of individual share of each State constitutes a central task of the Commission.

6.2 The Constitution (Eightieth Amendment) Act, 2000 has altered the pattern of sharing of Central taxes between
the Centre and the States in a fundamental way. Prior to this amendment, Taxes on Income other than agriculture income
and Union duties of excise were shared with States under articles 270 and 272 respectively. The Eightieth Amendment
Act has substituted a new article for article 270 and omitted the old article 272. The new article 270 provides as under:

“270(1) All taxes and duties referred to in the Union List, except the duties and taxes referred to in
articles 268 and 269, respectively, surcharge on taxes and duties referred to in article 271 and any cess
levied for specific purposes under any law made by Parliament shall be levied and collected by the
Government of India and shall be distributed between the Union and the States in the manner provided in
clause (2).

(2) Such percentage, as may be prescribed, of the net proceeds of any such tax or duty in any
financial year shall not form part of the Consolidated Fund of India, but shall be assigned to
the States within which that tax or duty is leviable in that year, and shall be distributed among
those States in such manner and from such time as may be prescribed in the manner pro-
vided in clause (3).

(3) Inthis article, “prescribed” means, -

() until a Finance Commission has been constituted, prescribed by the President by
order, and

(i)  after a Finance Commission has been constituted, prescribed by the President by
order after considering the recommendations of the Finance Commission”.

The Finance Commission is now required to recommend such percentage of taxes or duties referred to in the
new article 270 that may be assigned to the States and also recommend the manner in which these may be distributed
among the States.

6.3 This Amendment Act is based on a recommendation of the Tenth Finance Commission (TFC) which had recom-
mended an Alternative Scheme of Devolution (ASD) in its report submitted in November 1994. Under this scheme,
proceeds of all Central taxes, except surcharges, would constitute a common shareable pool from which a share was to
be devolved to the States. The TFC recommended 29 per cent of the proceeds to be devolved to the States under this
Scheme. This percentage share included devolution on account of additional excise duties levied in lieu of sales tax as
well as the grant-in-lieu of the tax on railway passenger fares.

6.4 In December 1996, the Government of India had brought out a Discussion Paper on the Alternative Scheme of
Devolution spelling out the pros and cons of the proposed scheme. On the basis of a consensus reached in the Third
Meeting of the Inter-State Council held on 17" July, 1997, the Government of India accepted the scheme with some
modifications. A Constitution (Eighty-Fifth Amendment) Bill, 1998 was introduced in the 12" Lok Sabha. The Bill was
referred to the Standing Committee of Parliament on Finance. The Standing Committee gave its report to the Parliament
in the last week of February 1999. However, the Bill lapsed with the dissolution of the Lok Sabha. A modified version of
the Bill was introduced in the Lok Sabha as ‘The Constitution (Eighty-Ninth Amendment) Bill, 2000’ on March 9, 2000. The
Bill was passed by Parliament and received the assent of the President of India on June 9, 2000, as ‘Constitution
(Eightieth Amendment) Act, 2000.’

6.5 The main changes brought about by this amendment are as follows:

(@ All Central taxes and duties, except those referred in articles 268 and 269 respectively and surcharges and
cesses, are to be shared between the Centre and the States.

(b) Only States in which these taxes and duties are ‘leviable in that year’ are entitled to get a share in these
taxes and duties.

(c) Apercentage of “net proceeds” of these taxes and duties as may be prescribed by the President by order
after considering the recommendations of the Finance Commission is to be shared by States.

(d) The percentage of “net proceeds” of these taxes and duties which is assigned to the States in any financial
year shall not form part of the Consolidated Fund of India.
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(e) The article 270(2) which referred to taxes on income prior to the amendment contained the following
provision :

“Such percentage as may be prescribed, of the net proceeds in any financial year of any such tax, except
in so far as those proceeds represent proceeds attributable to Union Territories or to taxes payable
in respect of Union emoluments, shall not form part of the Consolidated Fund of India.”

In the new article 270 which refers to all taxes the words “net proceeds” attributable to Union Territories or
to “taxes payable in respect of Union emoluments” have been omitted.

(f)  The recommendation of the Tenth Finance Commission regarding sharing of “gross proceeds” was also not
accepted in the new Amendment Act and the words “the share of net proceeds” was prescribed in order to
maintain consistency between articles 270, 279 and 280.

6.6 Article 269 has been recast by the Amendment Act. The new article includes only taxes on sale and purchase of
goods and taxes on the consignment of goods. All other taxes that were listed under article 269 prior to the amendment
have been deleted from this article.

6.7 In view of the changes brought out by the Constitution (80" Amendment) Act, 2000 the terms of reference were
modified by the Presidential Order dated 19 June, 2000 and para 7 of the original terms of reference was deleted. This
para required the Commission to suggest changes in the principles governing the distribution of additional excise duties
in lieu of sales tax on sugar, textiles and tobacco, and the grant in lieu of the tax under the repealed Railway Passenger
Fares Tax Act, 1957.

6.8 The Commission is now required to determine the share of the net proceeds of Union Taxes and Duties which may
be assigned to the States and the respective share of each State. The share to be given to each State is only in respect
of taxes and duties which are leviable in that State in the relevant year. We have therefore obtained information from the
Union Finance Ministry about the taxes and duties which are leviable in all the States of the country and whether there are
exceptions. The Union Ministry of Finance has informed us that at present all taxes except the expenditure tax and
service tax are leviable in every State of the country. Expenditure tax and Service tax are not leviable only in the State of
Jammu & Kashmir. We have kept this position in view while determining the inter-se share of the States in the distribution
of Central taxes.

Aggregate Share of States

6.9 We are required to determine, first, the aggregate share of the States in all Union taxes and duties under article
280(3)(a) of the Constitution and para 3 of our terms of reference. The determination of the aggregate share of States in
the net proceeds of all Union taxes and duties, often referred to as the vertical devolution, requires a comprehensive view
of (i) the expenditure needs of the Centre; (ii) the aggregate resources of the Centre; (iii) the aggregate requirements of
States on revenue account, and (iv) the resources of States from own sources. We have already discussed the resource
and expenditure position of the Centre in Chapter 1V, and similarly the requirements of the States in relation to their own
revenues in Chapter V.

6.10 Inconsidering the issue of vertical division of the Central tax revenues, it would be useful to briefly review the
changes in the aggregate share of States in the net proceeds of all Union taxes and duties, excluding surcharge, cesses
and the cost of collection during the last two decades. This has been worked out on the basis of share of all States in the
Union excise duties and income tax recommended by the successive Finance Commissions and converted as a share in
all Union taxes and duties, including the grant in lieu of tax on railway passenger fares, and the additional excise duty in
lieu of sales tax on textiles, sugar and tobacco (Annexure VI.1).

6.11 It may be noted that the share of the States in the net proceeds of all Union taxes and duties including grant in lieu
of railway passenger fares tax and additional excise duty on sugar, tobacco and textiles has fluctuated between 26.30 per
centand 31.59 per cent. Even during the period of devolution covered by the same Finance Commission, the year to year
fluctuations in terms of percentage of all Union taxes and duties have been significant. This may have been largely due to
fluctuations in the rates of growth of income tax and Union excise duties, which were the only taxes shared with the States
before the Eightieth Amendment to the Constitution, apart from the grants given in lieu of passenger tax, and the collec-
tions from additional excise duty in lieu of sales tax on these commodities.

6.12 Intheir memoranda, States are in unison in asking for the changeover to the alternative scheme of devolution,
and for giving up the present system of tax sharing of revenues from specified taxes, viz., income tax and Union excise
duties. Many have, however, asked for a higher share in the pool of Central taxes as compared to the 29 per cent share
that was recommended by the Tenth Finance Commission. They have asked for shares that range from 33 to 50 per cent
of the gross proceeds of Central taxes. Some of the important benchmark figures in this range are 33 per cent [Bihar,
Meghalaya, Mizoram, Tripura, West Bengal], 33.33 per cent [Haryana, Punjab, Rajasthan, Sikkim, Tamil Nadu], 35 per
cent [Goa, Madhya Pradesh, Orissa] 40 per cent [Karnataka, Kerala], and 50 per cent [Andhra Pradesh, Assam,
Maharashtra]. Some States have suggested that initially it may be a lower figure, but the share should ultimately be raised
to 50 per cent. Most of them have asked for sharing the ‘gross’ rather than the ‘net’ proceeds. Most special category
States have asked for an earmarking of 30 per cent of the shareable pool of taxes for distribution among the special
category States only. A few States have indicated that the aggregate percentage recommended by the Tenth Finance
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Commission be retained, but have asked for exclusion of the 3 per cent share included in the figure of 29 per cent in
respect of the sharing of additional excise duties in lieu of sales tax on specified commodities. For these commodities,
they want that the tax rental arrangement should be terminated and the power to levy sales tax on these commaodities be
restored to them.

6.13  In their memorandum, the Central government has urged that the Commission may provide for an assured
minimum absolute level of vertical tax devolution, which may be pegged at 29 per cent of the current level of Central taxes,
e.g., linked to the 1999-2000 level, with a reduced percentage (say 20 per cent) of vertical tax devolution for incremental
gross tax revenue of the Centre over the 1999-00 level.

6.14  States have raised objection to the frequent levy of surcharge on income tax, which assigns exclusively to the
Centre an amount of the tax which otherwise would be shareable as it is realised from the same tax base. It has been
argued that instead of the measure being used for meeting any emergent requirements of a specific nature, the surcharge
is used as a normal source of revenue. In the process, the States are made to lose considerable revenue which other-
wise, would have been available to them had the surcharge been integrated into the income tax rates. As a result of
frequent representations from the States, the surcharge on income tax was completely withdrawn from the financial year
1994-95. However, it was reintroduced in the budget for 1999-00 and retained in the budget of 2000-01 with an enhanced
rate for taxable income above Rs.1.5 lakh. Article 271 has been retained in its present form, which means that Parliament
can now levy surcharge on all Union taxes and not merely on income tax and the taxes specified in article 269 as was the
position before the Eightieth Amendment to the Constitution. Surcharge levied on any tax is not shareable, and therefore,
to the extent that power to levy surcharge is used as a revenue raising measure, it affects the States. We have ourselves
recommended the levy of surcharge for the purpose of meeting the expenditure for providing relief to the affected popula-
tion at the occurrence of a calamity of rare severity. However, these occasions are expected to be rare. We would like to
state that while there is no harm in levying surcharge on any specific tax for meeting an unexpected and unforeseen item
of expenditure, it should not be resorted to as a revenue raising measure to fill the budgetary gaps. It should be levied for
a specific purpose, for a limited period.

6.15 Inthe light of our assessment of Central finances, as also the State finances, we have recommended the share
of States in income tax and Union excise duties in our interim report, for making provisional arrangements for the year
2000-01 as 80 and 52 per cent, respectively. This was done with a view to ensure that the States do get about 29 per cent
of the gross revenue from Union taxes, the additional excise duties and the grant in lieu of tax on railway passenger fares.
We have completed our assessment for the entire period from 2000-01 to 2004-05 of the Central resources and State
finances. Since the submission of interim report, the necessary changes in the Constitution providing for sharing of all
Union taxes and duties have been done. On the basis of our analysis and assessment of the Centre’s and States’
budgetary requirements we are of the view that the share of the States be fixed at 28 per cent of the net proceeds of all
taxes and duties referred to in the Union List, except the taxes and duties referred to in articles 268 and 269, and the
surcharges and cesses, for each of the five years starting from 2000-01 and ending in 2004-05. Our recommendations
made for the sharing of income tax and Union excise duties in the interim report would, consequently, stand modified.

6.16 The Constitution (Eightieth) Amendment has come into force. A consequence of this change is that the net
proceeds of the additional excise duties levied under the Additional Excise Duties (Goods of Special Importance) Act,
1957, cannot be passed on to the States as article 272 of the Constitution has been deleted. These are now part of the tax
revenue receipts of the Central Government and are sharable with the States. In view of these changes, there is a need
for a review of the earlier arrangement. Pending that, we further recommend that 1.5 per cent of all shareable Union taxes
and duties be allocated to the States separately, thus totalling 29.5 per cent of the net proceeds of all Union taxes and
duties. Inter-se distribution among the States be done in the same manner as the distribution of 28 per cent of net
proceeds. We further recommend that if any State levies and collects sales tax on sugar, textile and tobacco, it will not be
entitled to any share from this 1.5 per cent.

Determining Inter se Shares of States

6.17  We now consider the issue of inter se distribution of the aggregate share of States in the Central tax revenues.
Up to the Seventh Finance Commission, the formulae used for determining the income tax shares were clearly distinct
from those for the Union excise duties. Since then, a process of convergence between the two sets of formulae is
distinctly noticeable.

6.18 Population and collection/assessment were the only two criteria used for determining the inter se shares of the
States in the case of income tax up to the Seventh Finance Commission. In respect of Union excise duties, the criteria,
as these evolved over time, had placed greater and greater emphasis on factors relating to economic backwardness and
fiscal weakness of the States. However, population continued to be the largest determining factor up to the Sixth Commis-
sion, although its weight went down from 100 to 75 per cent. This weight was further reduced to 25 per cent (a fall of 50
percentage points from the preceding Commission) by the Seventh Commission. As already noted, beginning with the
Eighth Finance Commission, two changes occurred. First, there was a move towards unifying the formulae for the inter se
distribution of both income tax and Union excise duties and, secondly, a portion of the Union excise duties was kept aside
for distribution according to ‘assessed deficits’ of States after the devolution of Central taxes. The unified formulae used by
the Eighth, Ninth and Tenth Commissions are given in Table 6.1.
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6.19 In the unified formula of sharing of taxes recommended by the Eighth, Ninth and Tenth Commissions, two changes
are noticeable. From the shareable amount of income tax, ten per cent was set apart for distribution on the basis of
assessmentin each State by the Eighth and Ninth Finance Commissions. The Tenth Finance Commission did not adopt
any criterion of assessment for the purpose of distribution. No such criterion was adopted for the distribution of Union
excise duties. The second change related to setting apart of a portion of the Union excise duties for distribution to the
States on the basis of ‘assessed deficits’. This practice was started by the Eighth Finance Commission and was contin-
ued by the Ninth and the Tenth Finance Commissions. The share kept aside for this purpose was also gradually in-
creased. It was 5 per cent of the ‘net’ proceeds of Union excise duties in the case of Eighth and the first report of the Ninth
Commission. It was raised to 7.425 per cent in the second report of the Ninth Commission, and subsequently to 7.5 per
cent by the Tenth Commission.

Table6.1: Inter se Sharing of Union Taxes: Eighth, Ninth and Tenth Finance Commissions

Finance Criteria Applicable
Commission to
Popula- Distance Inverse Poverty Index of Area Index of Tax
tion of Ratio Backward- Infrastruc- Effort
Income ness ture
Eighth 25 50 25 - - - - - 90% of
Shareable IT*
Ninth
(I Report) 25 50 12.5 125 - - - - 40% of UED
Ninth
(Il Report) 25 50 12.5 - 12.5 - - - 90% of
Shareable IT*
29.94 40.12 14.97 - 14.97 - - - 37.575% of UED
Tenth 20 60 - - - 5 5 10 100% of
Shareable IT and
40% of UED

* The remaining 10 per cent was to be distributed according to contribution in the case of income tax. Similarly, the balance of the shareable
amount in the case of Union excise duties was to be distributed according to assessed deficits.

Source : Reports of successive Finance Commissions.

6.20  Two basic principles for determining the inter se shares of States are those of equity and efficiency. The principle
of horizontal equity is guided by the consideration that, as a result of revenue-sharing, the resource deficiencies across
States arising out of systemic and identifiable factors are evened out. The principle of equity makes up for resource
deficiencies. As such, it also tends to create a vested interest in continuing with the resource deficiency. To neutralize this
adverse incentive, it needs to be complemented by suitable criteria for rewarding ‘efficiency’, i.e., efforts to improve the
resource bases and deliver services at minimum (efficient) costs.

6.21  Oneissue in designing incentive-based criteria is whether they should be dynamically related to future achieve-
ments or related only to achievements already accomplished. Dynamic incentives are expected to modify current/future
behaviour. But in this case, since relevant data become available only with the passage of time, the Finance Commission
can only define the formula, but cannot determine the actual shares of States. Ideally, the incentive should be based on
year to year performance. But because of operational difficulties, and in the interest of certainty of the relative shares of
States in the tax devolution during the period of our recommendation, we do not consider it feasible or desirable to build
any incentives that may change from the quantum of devolution for a State from year to year. However, we are providing
some dynamic incentive for better fiscal performance in our proposal for debt relief. We also trust that the index of fiscal
discipline that we are suggesting for the devolution formula will act as an inducement for States to show better fiscal
performance.

6.22  As already noted, the practice of keeping a portion of shareable tax revenues from Union excise duties exclu-
sively for the purpose of allocating it among the States according to the amount of assessed deficits, after States’ own
revenues and tax devolution on all other counts have been taken into account, was brought in vogue by the Eighth Finance
Commission, and was continued by the Ninth and Tenth Finance Commissions. This in effect implied a conversion of a
part of the share of taxes into grants-in-aid. It also masks the extent of deficits of the recipient States. In the interest of
transparency, we have decided to discontinue this practice, and have not kept any portion of shareable taxes separately
for distribution among the States with assessed deficits.

6.23  Inthe context of selecting appropriate criteria for determining the inter se shares of States, we have also ascer-
tained the views of the States as indicated to us in their Memoranda and the discussions that we had with them. While
most States want continuation of the use of population as a factor, the weights that they have recommended vary from 20
to 70 per cent. A 20 per cent weight, for example, has been recommended by Andhra Pradesh, Bihar, Karnataka, Kerala,
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Rajasthan, and Tripura. Tamil Nadu has recommended a weight of 40 per cent for population and 20 per cent for popula-
tion control. Gujarat and Haryana have suggested a small weight for poverty ratio [share of population below poverty line].
Many States have also asked for continuation of ‘area’ as a factor with weights ranging from 5 to 20 per cent.

6.24  The use of progressive indices like distance of per capita income from the highest per capita income or the
inverse of per capita income, or a composite index of backwardness, have also been suggested by some States. Among
these, most States have recommended the use of the distance criterion with a weight ranging from 10 to 60 per cent. The
60 per cent weight has been recommended by Bihar and Tripura. Orissa has recommended a weight of 60 per cent for the
inverse of per capitaincome. Uttar Pradesh wants a weight of 50 per cent to be given to a composite index of backward-
ness.

6.25  Several States have asked for the continuance of the use of index of infrastructure with weights ranging from 5 to
40 per cent. States like Karnataka, Madhya Pradesh, Maharashtra, Orissa, Rajasthan and Tamil Nadu have recom-
mended the use of index of infrastructure.

6.26  Tax effort or an index of fiscal discipline has also been strongly recommended as a criterion in determining the
inter se shares of the States with weights ranging from 5 to 20 per cent. Gujarat, Haryana, Karnataka, Maharashtra, Tamil
Nadu have recommended a weight for tax effort as high as 20 per cent. Kerala, Punjab and Rajasthan have recom-
mended a weight of 10 per cent while Andhra Pradesh has recommended a weight of 15 per cent. Other factors men-
tioned by individual States range from locational disadvantage [Kerala], State specific factors [Tripura], collection or con-
tribution to Central taxes [Maharashtra, Gujarat and Haryana], expenditure on Human Resource Development [Andhra
Pradesh], administration expenditure [Kerala], social services expenditure [Kerala], maintenance of social and physical
infrastructure [Andhra Pradesh], Central investment [Tamil Nadu], employment rate [Kerala], population of SCs/STs [Madhya
Pradesh], proportion of people above 60 years of age [Kerala], and density of population [Kerala].

6.27  Two core criteria which have been used by previous Finance Commissions for providing higher per capita devo-
lution to lower per capita income States are distance and inverse-income formulae. In the case of the Eighth Finance
Commission, the combined weight given to these two criteria was 75 per cent. In the case of the Ninth Finance Commis-
sion, the combined weight was 62.5 per cent for income tax and somewhat lower for Union excise duties. The Tenth
Finance Commission had decided to use only one out of the two formulae, namely, the distance formula, discarding the
inverse income formula, and giving it a weight of 60 per cent. The reason given was that, owing to the implicit convexity in
it, the middle income States have to bear a relatively higher burden of this adjustment. This position holds true even now.
Many States have favoured this formula and therefore, we have decided to use it for inter-State distribution giving it a
weight of 62.5 per cent. This matches with the combined weight given by the Ninth Finance Commission to the two criteria
in this group, and it is still lower than the weight given to the two criteria by the Eighth Finance Commission. This also
recognises the fact that income and consequently, fiscal disparities have increased over time between the States.

6.28 Inthe calculation of distances, earlier Commissions had used comparable Net State Domestic Product (NSDP)
figures. However, we have obtained comparable Gross State Domestic Product (GSDP) figures from the Central Statis-
tical Organisation (CSO), and have used these in our analysis. In the present state of collection and processing of income
related data in the States, this gives a better inter-state comparability of the State Domestic Product (SDP), which, in
effect, reflects the domestic economic activity.

6.29  While computing distance-based shares of States, the Ninth and Tenth Finance Commissions followed the prac-
tice of measuring the distance of the per capita income of a State from that of the highest per capita income State. But for
this purpose, Goa, being a very small State, was not considered a representative State, and distances were measured
from the per capita income of Maharashtra. Maharashtra and Goa were exogenously given the same distance as for
Punjab. As aresult, three States, viz., Punjab, Maharashtra, and Goa obtained the same distances, and consequently the
same per capita shares. This procedure has some difficulties, particularly, if the distance between the representative
highest and the next highest income State is too small. In the extreme, if the incomes of these two States become equal,
the share of the three highest income States would become zero. Instead of taking a single high income State as the
‘representative’ highest income State, we have taken a three-State average of Punjab, Maharashtra and Goa as the
benchmark from which distances are measured. This is a weighted average of the per-capita GSDPs of these States.
The distances of these States are worked out as a fraction of the distance of Haryana from the representative benchmark.
These fractions are obtained by taking the ratio of Haryana’'s per capita GSDP to the per-capita GSDP of these States.
These procedures address the issues that have arisen earlier, viz.,

(i) rather than considering per capita GSDP of a single State, it takes the average of the top three States as
representative of the highest income; and
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(i) the distances, and accordingly, the per capita shares of States in the highest income group are not equal but
successively decrease as per capita income increases.

6.30 As already noted, many States have asked for the continuation of area as a factor in determining the inter se
share of States. This factor was introduced for the first time by the Tenth Finance Commission. States which have a large
area and low density of population continue to incur heavy expenditure for providing basic administrative infrastructure.
The cost is very high compared to a State with an area of similar size but a high density of population. We have, therefore,
given a weight of 7.5 per cent to this factor. The area-based shares were subject to a minimum of 2 per cent and maximum
of 10 per cent as spelt out by the Tenth Finance Commission. We have continued with these floor and ceiling limits.

6.31  The index of infrastructure as one of the criteria for devolution has also been recommended by several States.
We have, therefore, retained it as a criterion for determining the inter se share of States and have increased its weight to
7.5 per cent. In our view, the availability of infrastructure plays a crucial role in attracting investment, and States which are
backward with low index of infrastructure need to be helped so that these are able to come up. The index has been
constructed in the same way as was done by Tenth Finance Commission. The inter se shares of States, using this
criterion, have been worked out in the same manner as described in para 6.32.

6.32  The basic emphasis in our approach, as highlighted in Chapter Il, as also in our discussion on restructuring of
public finances, is to evolve a suitable structure of incentives in all mechanism of fiscal transfers. Our terms of reference
also make an explicit reference to ‘incentives that need to be provided for better utilisation of tax and non-tax revenues’.
The Tenth Finance Commission had made a beginning in this direction utilising an index of tax effort made by the States.
For this purpose they used the ratio of per capita own tax revenue of a State to its per capita income and weighted it by the
inverse of per capita income. This was done to ensure that if a poorer State exploited its tax base as much as a richer
State, it gets an additional positive consideration in the formulae. We consider that while this may be a relevant consider-
ation, the weight given to tax effort in this manner may need to be reduced. Several economists, whom we met during our
visits to States, had indicated, based on regression exercises, that this should be reduced to around 0.30 to 0.35. We
have considered these as a kind of benchmark and decided to reduce the weight of inverse of income in the tax-effort
formula from 1to 0.5.

6.33  We feel that, given the present fiscal situation of the States and the need for restructuring, as also the reference
in our ToR for better fiscal management, further incentives need to be provided for fiscal discipline, and that this may be
integrated in the principles of devolution. Accordingly, we are suggesting the use of an index of fiscal discipline. For
working out this index, we have adopted the improvement in the ratio of own revenue receipts of a State to its total revenue
expenditure related to a similar ratio for all States as a criterion for measurement. The ratio so computed is used to
measure the improvement in the index of fiscal discipline in a reference period in comparison to a base period. For the
base period, we have taken the average for the three-year period from 1990-91 to 1992-93. For the reference period, we
have taken the three years from 1996-97 to 1998-99. It may be noted that such an improvement can be brought about by
higher own revenues or lower revenue expenditure or any combination of the two. The comparison of the performance of
a State with the all State performance, reflects the consideration that if the performance of States is deteriorating in
general, the State that accomplishes a relatively lower deterioration is rewarded. Similarly, if all revenue balance profiles
are improving, the State where improvement is relatively more than average is also rewarded relatively more. The tax
effort and the index of fiscal discipline, together, are given a weight of 12.5 per cent.

6.34  To summarise, the inter se shares of the States in tax devolution are determined by the following criteria and
relative weights.

Table 6.2: Criteria and Relative Weights for Determining Inter se Shares of States

Criterion Relative Weight [per cent]
L Population 10.0
2 Income (Distance Method) 62.5
3. Area 7.5
4. Index of infrastructure 7.5
5. Tax effort 5.0
6. Fiscal Discipline 7.5

State-wise data on these criteria are given in Annexures VI.2 to VI.7.
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6.35 It will be thus noted that there are three main considerations in the selection of criteria namely: (i) resource
deficiency; (i) higher cost of providing services; and (iii) fiscal discipline.

6.36  Inview of the above considerations, we recommend that each State be given a share as specified in Table 6.3 in
the net proceeds of all shareable union taxes and duties except the expenditure tax and service tax, in each of the
financial years from 2000-01 to 2004-05.

Table 6.3: Inter se Share of States

States Share (per cent)
Andhra Pradesh 7.701
Arunachal Pradesh 0.244
Assam 3.285
Bihar 14.597
Goa 0.206
Gujarat 2.821
Haryana 0.944
Himachal Pradesh 0.683
Jammu & Kashmir 1.290
Karnataka 4.930
Kerala 3.057
Madhya Pradesh 8.838
Maharashtra 4.632
Manipur 0.366
Meghalaya 0.342
Mizoram 0.198
Nagaland 0.220
Orissa 5.056
Punjab 1.147
Rajasthan 5.473
Sikkim 0.184
Tamil Nadu 5.385
Tripura 0.487
Uttar Pradesh 19.798
West Bengal 8.116
All States 100.000

The total share of each State in the assessed Central tax revenues on the above basis for each year of 2000-05
is given at Annexure V1.8.

6.37  Expenditure tax and service tax are not presently leviable in the State of Jammu & Kashmir. Share in the net
proceeds of these taxes is, therefore, not assignable to this State. We recommend the share of each of the remaining 24
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States in the net proceeds of expenditure tax and service tax as indicated in Table 6.4. If in any year, these taxes become
leviable in the State of Jammu & Kashmir, the share of each State including that of Jammu & Kashmir would be in
accordance with the percentages givenin Table 6.3.

6.38

Table 6.4: Share of States other than Jammu & Kashmir in the Expenditure Tax and Service Tax

States Share (per cent)
Andhra Pradesh 7.802
Arunachal Pradesh 0.247
Assam 3.328
Bihar 14.788
Goa 0.209
Gujarat 2.858
Haryana 0.956
Himachal Pradesh 0.692
Jammu & Kashmir 0.000
Karnataka 4.994
Kerala 3.097
Madhya Pradesh 8.954
Maharashtra 4.693
Manipur 0.371
Meghalaya 0.346
Mizoram 0.201
Nagaland 0.223
Orissa 5.122
Punjab 1.162
Rajasthan 5.544
Sikkim 0.186
Tamil Nadu 5.455
Tripura 0.493
Uttar Pradesh 20.057
West Bengal 8.222
Total All States 100.000

Ifin any year during 2000-05, a tax under Union is not leviable in a State, the share of that State in that tax should

be put to zero and the entire proceeds should be distributed among the remaining States by proportionately adjusting their

share.



Chapter VI

Upgradation and Special Problem Grants

7.1 Paragraph 5(v) of the Presidential Order requires us to take into account ‘the requirements of States for upgradation
of standards in non-developmental and social sectors and services, particularly of States which are backward in general
administration, with a view to modernise and rationalise the administrative set up in the interest of speed, efficiency and
sound fiscal management.’

7.2 The earlier Commissions did not have any specific mandate for making earmarked provision through special
purpose grants. However, this did not prevent them from allocating specific amounts through grants-in-aid for improvement
and augmentation of services. Thus, the First Finance Commission provided special grants for expanding primary education
to States having very low school enrolment ratio. The Second Finance Commission examined certain specific needs of
each State and provided special grants-in-aid to some of the States accordingly. For instance, Andhra Pradesh and
Karnataka were provided grants for meeting the special needs owing to the reorganisation of States; Punjab, for tackling
the lingering problems arising out of partition; and West Bengal, for meeting the special needs emanating from the influx
of refugees from the former East Pakistan. Having done so, the Commission included the sums so determined by it in the
total amounts indicated for grants to those States under article 275(1). The Third Finance Commission provided special
grant for improvement of road communication to ten States, keeping in view their relative needs and resources. The
Fourth and Fifth Commissions did not provide any specific grants for the purposes of upgradation of any services, but did
make provision for higher level of expenditure in certain areas.

7.3 It is only from the Sixth Finance Commission onwards that the disparities in the provision of administrative and
social services were sought to be corrected through the mechanism of upgradation grants. The Sixth Finance Commission
was specifically required to take into account the requirements of the States that were backward in standards of general
administration for upgrading the administration with a view to bringing the same to the levels obtaining in the more advanced
States over a period of ten years. It identified nine sectors — developmental as well as non-developmental — and provided
upgradation grants to nineteen States that were below the all-State average in terms of per capita expenditure in those
sectors. It made suitable financial provisions for such States so as to bring them up to the all-State average over a period
of five years covered by its award. The Seventh Finance Commission was required to assess the needs of States that
were backward in general administration for upgradation of standards in non-developmental sectors. It followed a two-
step approach: first, it omitted from the purview of these grants such States that were assessed to be in pre-devolution
revenue surplus and, thereafter, it determined the needs of the remaining States in the identified sectors basing on the
comparative data in physical terms rather than on the per capita expenditure. It confined these grants to non-developmental
sectors and expected the States’ demands relating to developmental sectors to be provided under the Plan.

7.4 The Eighth Finance Commission had similar terms of reference in respect of upgradation as those for the Seventh,
and it followed the same criteria to determine the eligibility of a State for these grants. For the eligible States, it provided
grants for two developmental sectors, namely, education and health, besides for certain non-developmental sectors. In
addition, it provided grants to some States towards special problems too. The terms of reference of the Ninth Finance
Commission did not make any specific mention of the upgradation or special problem grants. In its first report (1989-90),
however, it made provision for upgradation as well as special problem grants. But in its second report (1990-95), it did not
make any such exclusive provision. The Tenth Finance Commission was specifically asked to consider the requirements
of the States for upgradation in non-developmental sectors. It recommended upgradation grants for those States that
were assessed by it to be in pre-devolution deficit on revenue account. The sectors covered by it for these grants were
non-developmental as well as developmental (education). It also provided special problem grants to all the States.

7.5 We requested the States to send their views on this term of reference, identify the areas requiring support, and
give their proposals. In response, States have presented to us their demands for upgradation and special problem grants
totalling to a staggering figure of Rs.1,81,011 crore. Sector-wise details of their demands may be seen in Annexure VII.1.
We have taken note of some of these demands in the assessment of the needs of the States on revenue account. We are
also aware that the plan programmes would cover some of the demands made by the States for these grants. Of the
remaining items, we have tried to provide for as many sectors as we could, keeping in view the resource constraints. We
have not confined these grants to the items/sectors sought by the States alone and have included areas that we consider
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essential for social and economic development of the States. Further, we have not linked these grants to the assessed
deficits of the States nor limited it to the deficit States alone. The surplus States have also been given these grants as we
feel that there is a scope for further improvement in these States according to the norms developed by us. The basic data
used by us to determine these norms are indicated in Annexure VII.2.

7.6 One of our members, Shri J.C. Jetli, did not agree with the above views, particularly that of assistance to all States
including surplus States. He considered this approach as inconsistent with article 275 of the Constitution under which, as
per his interpretation, such grants-in-aid have to be given only to such States as are in need of assistance. He felt that
since paragraph 5(v) of the Presidential Order required us to take into account the requirements of States for upgradation
of standards of non-developmental and social sectors and services particularly of States which were backward in general
administration, with a view to modernise and rationalise the administrative set up in the interest of speed, efficiency and
sound fiscal management, the approach adopted by the Commission and the grants recommended in this Chapter do not
always measure up to these requirements. However, the Chairman and other members of the Commission were of the
view that these grants need not be linked to the assessed deficits of the States as these are for such capital investments
that are not covered under the plan either because these are too small or are traditionally classified under non-plan capital
account for which adequate provision is not available otherwise.

7.7 The sectors identified by us for the upgradation grants are as follows:
i. District administration;
i. Police administration;
ii.  Prisons administration;
iv.  Fire services;
V. Judicial administration;
vi.  Fiscal administration;
vii. Health services;
viii. Elementary education;
ix.  Computer training for school children;
X. Public libraries;
xi.  Heritage protection; and
xii.  Augmentation of traditional water sources.

In addition, we have provided grants for certain special problems too, which are unique to each State. In all, we
have provided Rs.4,972.63 crore towards upgradation and special problem grants, for which State-wise and sector-wise
details are given in Annexure VII.3 and year-wise break up, in Annexure VII.4. Our approach to each of these sectors is
explained in the following paragraphs:

District administration

7.8 The proposals of the States for upgradation of the infrastructure of district administration include construction of
residential and non-residential buildings, provision of furniture, equipment and vehicles, training infrastructure, survey of
lands, improvement of land records management, and creation of infrastructure in the newly created districts and sub-
district units. Of these, we have identified one item, namely, provision of infrastructure in the newly created districts, for
upgradation grants. Thirteen States have created new districts, 72 in all, during the period 1995-00. Seven of these States
have sought grants for creation of infrastructure in the newly created districts. The ratio of the amount sought to the
number of such districts varies from Rs. 6.74 crore (Mizoram) to Rs.105.63 crore (Karnataka). Some of these districts
have been very large and unwieldy and required bifurcation for better administration and for better interface between the
people and the administration. However, in order to ensure that this does not act as an incentive for creation of new
districts on consideration other than that of administrative efficiency, we have provided only 50 per cent of the amounts
sought by the States and limited it to Rs.10 crore per district, subject to the provision of matching grant by the respective
States.

Police administration

7.9 The proposals received from the States regarding upgradation of police administration amount to Rs.30,041
crore, which include residential buildings, non-residential buildings (police stations, outposts, etc.), equipment, forensic
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science laboratories, vehicles, communication, training, etc. The Ministry of Home Affairs (MHA) has also submitted a
memorandum to us seeking grants for these purposes. The Ministry has also pleaded for creation of a corpus for research
and development and special assistance to the States affected by left-wing extremism. The Bureau of Police Research &
Development (BPR&D) has submitted a detailed note on the requirements of the police in each State. After an assessment
of the needs and the availability of resources, we have made provision of Rs.509 crore for meeting some of the essential
requirements of the police, which are discussed below:

Police Station Buildings:

7.10 Most States have sought grants for construction of buildings for police stations and outposts. The BPR&D has
reported that out of 11,635 police stations in the country, only 8,839 are housed in proper buildings. They have recommended
that assistance be given to the States for the construction of buildings for the remaining police stations at a cost of Rs.12
lakh per unit. In respect of some States, the figures indicated by the BPR&D on the requirement of buildings for police
stations appear to be too large. Also, the figures reported by them are more than two years old, during which period many
new police station buildings might have come up. We have, therefore, provided for the construction of police station
buildings to the extent of fifty per cent of the numbers indicated by the BPR&D for each State but limited to a maximum of
100 units for a State.

Forensic Science Laboratories:

7.11  Some States, as also the MHA, have drawn our attention to the emergent need for strengthening the infrastructure
of forensic science laboratories (FSLs) in the States, including the mobile forensic science units (MFUs). We too feel that
well equipped FSLs are necessary for scientific and effective investigation of criminal cases. The BPR&D has informed
that at present 415 police districts in the country do not have the MFUs. We have made provision for setting up the MFUs
in all the districts where these are not presently available, at a cost of Rs.12 lakh each. We have also provided for setting
up a State FSL at Goa (Rs.192 lakh), and Regional FSLs in Orissa (one), Punjab (one) and Uttar Pradesh (two), at Rs.180
lakh per unit, for which details are given in Annexure-VII.5. In addition, based on the recommendations of the BPR&D, we
have provided equipment grant of Rs.53 lakh to each State for upgradation of the existing State Forensic Science
Laboratories, the details of which are given in Table 7.1.

Table 7.1: Equipment for State Forensic Science Laboratories

Sl. No. Item Cost
(Rs. in lakhs)

1 High performance thin layer chromatography machine 15
2 Ultra-violet visible spectro-photometer 5
3 Gas-chromatography head space 15
4 Atomic absorption spectro-photometer 10
5 Portable video-spectral comparator 8

Total 53

Equipment and weapons for the police:

7.12  States, in their memoranda to us, have made out a strong case for providing grant to the police for procuring the
required equipment and weapons. The MHA, in its presentation to us, has also highlighted this issue. We had had a
meeting with the Director, Intelligence Bureau and some of the State DGPs; they too laid emphasis on this aspect. The
BPR&D has submitted a comprehensive list of equipment and weapons required to be provided to the State police. Of the
equipment suggested by it, we have identified five and provided for the full requirement, viz. Rs.79.16 crore, the details of
which are indicated in Table 7.2. In addition, we have provided Rs.152.57 crore for purchase of new weapons.

Facilities for women police personnel:

7.13 Inthe last couple of decades, more and more women have been joining the police force at all levels. But adequate
facilities are not available in the police stations for them. We have decided to make provision for construction of restrooms-
cum-toilets in the police stations for women police personnel. The unit cost for the construction of a restroom-cum-toilet
is estimated to be Rs.90,000. We have provided Rs.52.36 crore for this purpose and distributed it among the States in the
ratio of the number of existing police station in the States, so as to cover fifty per cent of the police stations.
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7.14  State-wise summary of the provision made for upgradation of police administration is indicated in Table 7.2.
Table 7.2: Item-wise details of upgradation grants provided for the police administration
(Rs. in lakhs)
State Police Station Forenisc Science Laboratories (FSLs) Equipment for the police Weap-  Facili- Total for
buildings ons tiesfor police
Mobile FSLs New Equip- Total Explo- Deep Night Poly- Bomb Bomb Total women admins-
Regio- ment for sive search vision graph  blan- disposal for police tration
nal/ for FSLs detector mine/ devices machines kets equip- Equip- personnel
State State (unit metal (unit  (unitcost (unit ment  ment
FSLs* FSLs cost detectors cost Rs.2 cost  (unit
Rs.10.5 (unit  Rs.2.5 lakh) Rs 0.2 cost
lakh) costRs. lakh) lakh) Rs.9
1 lakh) lakh)
No. Amo- No. Amo- Amo- Amo- Amo- Amo- Amo-  Amo- Amo- Amo- Amo- Amo- Amo- Amo-  Amo-
unt unt unt unt unt unt unt unt unt unt unt unt unt unt unt
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18
1. Andhra
Pradesh 100 1200 18 216 53 269 84 8 205 4 2 72 375 392 665 2900
2 Arunachal
Pradesh 13 156 13 156 53 209 21 2 80 4 0 18 125 179 31 700
3. Assam 48 576 25 300 53 353 53 5 230 4 1 45 338 1026 108 2400
4. Bihar 42 504 57 684 53 737 189 18 455 4 4 162 832 406 522 3000
5. Goa 11 132 2 24 192 53 269 0 0 10 4 0 0 14 74 11 500
6. Gujarat 80 960 25 300 53 353 74 7 205 4 1 63 354 627 206 2500
7. Haryana 53 636 15 180 53 233 42 4 120 4 1 36 207 745 79 1900
8. Himachal
Pradesh 7 84 12 144 53 197 32 3 80 4 1 27 147 334 38 800
9. Jammu &
Kashmir 12 144 4 48 53 101 63 6 145 4 1 54 273 325 57 900
10. Karnataka 100 1200 27 324 53 377 63 6 185 4 1 54 313 763 347 3000
11. Kerala 100 1200 17 204 53 257 42 4 125 4 1 36 212 445 186 2300
12. Madhya
Pradesh 100 1200 37 444 53 497 137 13 460 4 3 117 734 825 544 3800
13. Maharashtra 100 1200 21 252 53 305 74 7 235 4 1 63 384 1312 399 3600
14. Manipur 32 384 9 108 53 161 32 3 95 4 1 27 162 169 24 900
15. Meghalaya 11 132 7 84 53 137 21 2 50 4 0 18 95 224 12 600
16. Mizoram 8 96 3 36 53 89 11 1 60 4 0 9 85 116 14 400
17.Nagaland 40 480 10 120 53 173 42 4 90 4 1 36 177 349 21 1200
18. Orissa 31 372 19 228 180 53 461 74 7 205 4 1 63 354 326 187 1700
19. Punjab 22 264 20 240 180 53 473 63 6 205 4 1 54 333 1427 103 2600
20. Rajasthan 100 1200 30 360 53 413 84 8 245 4 2 72 415 1857 315 4200
21. Sikkim 2 24 4 48 53 101 11 1 30 4 0 9 55 109 12 300
22. Tamil Nadu 100 1200 1 12 53 65 116 11 210 4 2 99 442 481 513 2700
23. Tripura 11 132 4 48 53 101 21 2 50 4 0 18 95 251 20 600
24, Uttar
Pradesh 100 1200 15 180 360 53 593 242 23 585 4 5 207 1066 1891 650 5400
25. West Bengal 50 600 20 240 53 293 74 7 180 4 1 63 329 603 176 2000
Total - All
States 1273 15276 415 4980 912 1325 7217 1665 158 4540 100 31 1422 7916 15257 5236 50900

*  For details, see Annexure-VII.5.

Prisons administration
All the States, except Goa, Punjab and West Bengal, have sought upgradation grant, amounting to Rs. 3,702

7.15

crore in all, to improve the facilities and infrastructure relating to the prisons administration. We have provided an amount
of Rs.116 crore for upgradation of the existing arrangements for security in the prisons and for vocational training and
medical facilities for the inmates. State-wise allocation made by us is based on the authorised accommodation in the
existing jails but giving a certain minimum amount to the smaller States. States may, if the funds permit, also undertake
expansion of the existing jails from out of these grants after the requirements of security, vocational training and medical
facilities for the existing jails are met. Arunachal Pradesh does not have a jail so far and has requested for a grant to
construct a new jail; we have provided Rs.10 crore for this purpose.
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Fire services

7.16  Twenty States, i.e. excluding Gujarat, Maharashtra, Punjab, Tripura and West Bengal, have, in all, sought Rs. 810 crore
for upgradation of fire services. The Standing Fire Advisory Committee of the Government of India has set a norm of
providing a fire station for every 10 sg. kms. in the urban areas and 50 sg. kms. in the rural areas. The total requirement of
fire stations works out at 68,188 on this basis, against the present availability of less than two thousand fire stations. We
obviously cannot provide for the entire amount required for setting up all the fire stations as per these norms. However, we
have taken these norms as the basis and after deducting the availability of this facility in each State, worked out the ratio
of shortfall compared to the all-States shortfall and then distributed the amount of Rs.201 crore, allocated by us, among
the States. A minimum amount has been provided to smaller States. In selecting the towns for providing this facility,
preference should be given to those district headquarters which do not have any fire station. After meeting that need, the
next preference should be given to the towns with a population of 50,000 or more, that do not have a fire station.

Judicial administration

7.17  We have observed that there is a pendency of about two crore cases in the district and subordinate courts in the
States. This has been a cause of concern and unless remedial measures are taken, the pendency is bound to increase
every year. Many States have given proposals for creation of new courts. The Ministry of Home Affairs has also supported
earmarking of funds for the creation of additional courts for the disposal of long pending cases. We are providing a grant
of Rs. 502.90 crore for creation of additional courts specifically for the purpose of disposing of the long-pending cases.
State-wise distribution has been done keeping in view the pendency of cases and the average rate of disposal of cases in
these courts. We have worked out the cost of an additional court as Rs.29 lakh, which includes the salary of a judge, a
peshkar/superintendent, a stenographer and a peon, for five years (@ Rs.4.8 lakh p.a.), building (Rs. 3.4 lakh), and
computers, library, etc. (Rs.1.6 lakh). This will enable the States to create 1,734 new additional courts. States may
consider re-employment of retired judges for a limited period, for the disposal of the pending cases. One of our members,
Shri N.C. Jain, has suggested a scheme in this regard, which is placed at Appendix VII.1. We expect that with these
additional courts and the reforms in the laws and procedure, it should be possible to substantially bring down, if not
eliminate, pendency in the district and subordinate courts over the next five years. We have also noticed that almost ten
per cent of the posts of judicial officers remain vacant, which adds to the backlog of cases. These vacancies may be filled
up soon.

Fiscal administration

7.18  For upgradation of infrastructure of the various departments involved in fiscal administration, including the revenue
earning departments and the Treasuries & Accounts departments, twenty States, i.e. excluding Goa, Gujarat, Maharashtra,
Punjab and West Bengal, have sought an amount of Rs. 2,087 crore in all. Indeed, modernisation of these departments,
especially by way of extensive computerisation of their operations, is essential, particularly in the context of the proposed
switch over to the value added tax regime. We have provided an amount of Rs.200 crore for computerisation of these
departments in all the 25 States and distributed it among the States in the ratio of their tax revenue receipts for 1997-98.
States like Maharashtra and Tamil Nadu that have relatively large tax revenue receipts, are given slightly less than the
proportionate share, keeping in view the economies of scale. This amount should be utilised for procurement of computers,
installation of hardware and software and related training activities.

Health services

7.19  The proposals submitted by the States for upgradation of health infrastructure relate largely to construction of
building for the hospitals and for health centres at various levels, residential quarters, equipment, vehicles, etc. We are of
the view that the primary health care needs of the people would be met to a considerable extent by the existing plan and
non-plan programmes. However, the secondary needs in terms of medical diagnostic facilities are lacking in most districts
in the country. The Director General of Health Services has sent to us the broad estimates for requirement of equipment
and buildings for the commonly required diagnostic equipment. We have assessed the cost estimates for each centre as
follows (Table 7.3):

Table 7.3: Equipment for Regional Diagnhostic Centre

(Rs. in lakhs)
SI.No. Equipment Cost of equipment Cost of building  Total cost
1 Electro-Cardiogram (ECG) machine 0.40 1.10 1.50
2 Tread Mill 4.00 0.60 4.60
3 Electro-Encephalogram (EEG) mode machine 3.75 1.25 5.00
4 X-ray machine 35.00 5.00 40.00
5 Ultrasound machine 8.00 1.40 9.40
6 Computerised Tomography (CT) Scan machine 90.00 3.50 93.50
7 Clinical Pathology Laboratory 50.00 4.00 54.00
8 Operation Theatre (Major) 1.50 12.50 14.00
9 Operation Theatre (Minor) 0.35 2.65 3.00
10 Equipment & buildings for maternal &
child health care 60.00 15.00 75.00

Total 253 47 300
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7.20  We have provided for establishment of regional diagnostic centres in the States computed at one centre for every
four districts. The number of such centres and the amount provided for each State is indicated in Table 7.4. The State
Governments should provide the recurring expenses, including staff costs, and recover reasonable user charges for the
purpose.

Table 7.4: Provision for setting up Regional Diagnostic Centres
(Rs. in crores)

Sl.No. State Number of Regional Cost (@ Rs. 3
Diagnostic Centres proposed crore per centre)
1 2 3 4
1 Andhra Pradesh 6 18
2 Arunachal Pradesh 3 9
3 Assam 6 18
4 Bihar 14 42
5 Goa 1 3
6 Gujarat 6 18
7 Haryana 5 15
8 Himachal Pradesh 3 9
9 Jammu & Kashmir 4 12
10 Karnataka 7 21
11 Kerala 3 9
12 Madhya Pradesh 15 45
13 Maharashtra 9 27
14  Manipur 2
15 Meghalaya 2
16 Mizoram 2
17 Nagaland 2
18 Orissa 8 24
19 Punjab 4 12
20 Rajasthan 8 24
21  Sikkim 1 3
22 Tamil Nadu 7 21
23 Tripura 1 3
24  Uttar Pradesh 21 63
25 West Bengal 4 12
Total — All States 144 432

Elementary education

7.21  All States, except Sikkim and West Bengal, have sought upgradation grants for the education sector, amounting
to Rs. 23,687 crore. Funds for this sector are usually provided under the budget heads 2202 and 4202 through non-Plan
and Plan schemes. But these are not adequate for providing educational infrastructure including school buildings, drinking
water and toilet facilities. The externally aided projects cover only a few States and that too, only some districts in these
States. We are of the view that the elementary education sector, i.e. Classes 1-8, should have the utmost priority and,
therefore, needs support for construction of the school buildings and related infrastructure particularly in rural areas.
Accordingly, we have provided an amount of Rs.506 crore for this purpose. This amount has been distributed among the
States on the basis of a composite index worked out by taking into account the number of illiterates in the age group 7-14
as per the 1991 Census and the average per capita expenditure of the States under the budget head ‘2202-General
education’ for three years- 1995-96, 1996-97 and 1997-98, giving equal weight to each. These amounts are to be utilised
first for construction of school buildings/class rooms where the schools are currently being run in the open. After meeting
this basic requirement, the remaining amount can be utilised for provision of toilet and drinking water facilities in the
existing schools.
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Computer training for school children

7.22  We have taken note of the growing importance of information technology in the society. Knowledge of computerised
software for word-processing, spreadsheet, internet and multimedia applications and programming are increasingly
becoming necessary for most jobs, whether in the private or the public sector. Training in the use of computer hardware
and software needs to be imparted to children at the school level itself. However, the facilities available for school children
in this regard are extremely limited. We have, therefore, provided Rs.245.53 crore for this purpose. Member Secretary,
Shri T.N. Srivastava has suggested an outline on the manner of utilisation of these grants. This is given in Appendix VII.2.
The detailed modalities of construction, purchases, curricula, user charges, and operation of these Centres should be
worked out by the State-level empowered committee chaired by the Chief Secretary. The Committee may co-opt other
experts in the field. We expect these arrangements to become functional latest by the 315t March, 2001.

Public libraries

7.23  Libraries have played an important role in the spread of knowledge and awareness among persons of all ages.
Considering the growing literacy and general awareness among the people, particularly the youth, in the urban as well as
rural areas, it has become necessary to strengthen and upgrade the network of public libraries in the country. We have,
therefore, provided an amount of Rs.1 crore for the State level public library in each State. In addition, we have provided
amounts computed at Rs.20 lakh per district for upgradation of public libraries in the mofusil and rural areas. The Commission
feels that the States may create a corpus, invest it and use the returns from it for the purchase of books and periodicals
every year on a sustainable basis.

Heritage protection

7.24  During our tour to the States, particularly the field visits, we were struck by the decay and degradation of a large
number of historical monuments in various parts of the country. We also noticed that a large archeological material is lying
in many a place unprotected. Cases of theft and illegal export of such material have often been reported in the past. These
monuments are generally outside the folds of the Archeological Survey of India and are the responsibility of the State
Governments. There is a need to provide for protection and housing of these monuments and materials. Some States
have sought for upgradation grants for this purpose. We have provided Rs.122 crore for restoration, protection and
preservation of historical monuments and museums for all the States. Inter-State allocation, indicated in Annexure-VII.3,
has been made keeping in view the number of districts in the States.

Augmentation of traditional water sources

7.25  The recent drought in some States and the severe water scarcity in many others, has drawn our attention to the
need for protection and augmentation of the traditional water sources that have been the mainstay of water supply for the
daily household needs of the people, particularly in the rural areas, besides for the cattle. Most of such water sources are
revenue tanks/pond that have gradually got silted up. These need to be rejuvenated and augmented in a systematic way.
Many States have sought grants for this purpose. We are providing Rs. 500 crore to the States, on the basis of the extent
of their un-irrigated geographical areas.

Special Problems

7.26  The special problems of various States for which we have decided to recommend grants are as follows:

Andhra Pradesh

7.27  The State has submitted that the activities of the extremists in the State are spread all over the State - from the
remote naxalism-affected areas to several urban areas. It has sought Rs.100 crore for strengthening the infrastructure for
the police for anti-extremists operations. This includes upgradation of equipment, vehicles, training, communication and
improvements to the existing police stations. We have provided Rs.60 crore for this purpose. This is over and above the
provision made by us for upgradation of police administration for all States including Andhra Pradesh.

Arunachal Pradesh

7.28  The State has requested for special grants to construct the State Secretariat and Legislative Assembly buildings.
We are providing Rs.20 crore for this purpose. It has also sought grants for establishing a telecommunication network
between the 13 districts of the State, the State capital and its liaison offices at New Delhi, Calcutta, Shillong and Guwabhati,
at an estimated cost of Rs.10 crore. We have provided Rs.5 crore for this purpose, the balance to come as matching
share from the State Government. In addition, the State has sought grants for undertaking survey and settlement operation
in the State; for this we have provided Rs. 5 crore.

Assam

7.29  The Tenth Finance Commission (TFC) had provided the State an amount of Rs.60 crore for construction of
building for the State Secretariat. The State has sought further grants from us to undertake other components of its State
Capital Project, viz. basic infrastructure such as water supply, electricity, drainage, sewage disposal, roads and parks,
besides for completion of the buildings for the State Secretariat, Legislative Assembly, etc. Keeping in view the TFC grants
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for some of these purposes, we have made a provision of Rs.20 crore for the remaining components of the State Capital
Project. The State has also requested for grants for establishment of a regional athletics centre, a regional indoor games
centre, a regional adventure academy for mountaineering and adventure sports and a regional academy for water sports.
For setting up these four regional centres/academies, we have provided, in all, a sum of Rs. 10 crore.

Bihar

7.30 The State has given request for special grant of Rs.50 crore for upgradation of water supply and sewerage/
drainage systems of Patna and Ranchi cities. These cities are witnessing considerable pressure on the civic amenities
that were constructed long ago. We have provided Rs.50 crore for upgradation of the water supply and sewerage/
drainage facilities of Patna and Ranchi cities. The State has also requested for grants for construction of buildings for 30
Government Ayurvedic Centres and 6 Schools for the Deaf and Dumb; we have provided Rs.7.50 crore and Rs.2.50 crore
for these purposes, respectively.

Goa

7.31 The State has submitted that the existing building of the State Secretariat was originally constructed as the
palace of Younus Adil Khan in the 1490s and has since been converted to house the State Secretariat. This old building
requires considerable improvement and extension for which they have sought assistance. We have provided Rs.3.50
crore for this purpose. It has also sought grants for upgradation and maintenance of buildings, roads, water supply, power
supply and irrigation. We have examined the maintenance requirements elsewhere. However, we do appreciate that
tourism is an important economic activity in the State and needs good infrastructure support. Accordingly, we have
provided by Rs.6.50 crore for upgradation of roads in the tourism circuits of the State.

Gujarat

7.32  The State has submitted that its 512 km long international border is extremely vulnerable to cross-border infiltration,
arms and drug smuggling and subversive activities. The grants provided by the Government of India under the Border
Area Development Programme have been too meagre, totalling to about Rs.8-9 crore for the five year period 1993-98. It
has sought special grants to bolster the security infrastructure along the border effectively. This includes procurement of
a helicopter for aerial patrolling, watch towers, residential quarters for the security staff, patrol vehicles etc. We have
provided Rs.50 crore for the purpose.

Haryana

7.33  The National Capital Region (NCR) areas of the State are subject to ever increasing growth of population and the
consequent pressure on the civic services. The State has requested for grants for upgradation of basic civic services in
these areas. We have provided Rs.50 crore for upgradation of civic infrastructure namely, solid waste management,
drainage/sewerage, water supply and road systems in the NCR areas.

Himachal Pradesh

7.34  The State has requested for a special grant of Rs.55 crore for upgradation of the sewerage systems for the towns
of Hamirpur, Dharamsala and Jwalamukhi. These towns are visited by tourists and pilgrims in large numbers almost
throughout the year and, as such, the basic civic infrastructure of these towns do need special attention. Accordingly, we
have provided Rs.30 crore for upgradation of the sewerage/drainage systems in these three towns. The State has also
sought a grant of Rs.20 crore for construction of an inter-State bus terminus (ISBT) at Tutikandi, Shimla, so as to regulate
the traffic in the capital town. In addition, it has sought Rs.5.90 crore for improvements to the Vidhan Sabha complex at
Shimla, which includes construction of residential and non-residential buildings, installation of public address system,
close circuit TV, and other equipment including computers. We have provided an amount of Rs.10 crore for construction
of ISBT at Tutikandi, Shimla and Rs. 5 crore for improvements to the Vidhan Sabha Complex.

Jammu & Kashmir

7.35  The State has represented that the villages within the range of shelling from across the border require construction
of bunkers/underground shelters for the people, at an estimated cost of Rs. 20,000 per unit. We have provided Rs. 30
crore for this purpose. The State has also requested for a special grant of Rs.11 crore to complete the second phase of
the Gulmarg - Gondola Cable Car Project (Kangdori to Apharwat). Keeping in view the tourism potential of this project, we
have provided the amount sought by the State for this purpose.

Karnataka

7.36  The State has sought special grants to rejuvenate the sick and defunct lift irrigation (L.1.) schemes, and to expedite
the execution of the ongoing/proposed new L.I. projects. For the latter category of projects, the funding arrangements
would have already been tied up and, therefore, we are not providing any grant. However, for revival of the sick and
defunct L.I. scheme that are useful to the farming community, we are providing Rs.55 crore.

Kerala

7.37  The economy of Kerala depends to a considerable extent on its coastal belt. The coastline of the State, however,
is facing the problem of erosion, which needs to be checked urgently as well as on a long-term basis. The State has
sought financial assistance to construct 86 kms of new sea wall and to reform 37 kms of the existing sea walls. We are
providing Rs.50 crore for this purpose.
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Madhya Pradesh

7.38  The State has sought special financial assistance for development of infrastructure in certain circuits of tourism
including eco-tourism. We have provided Rs.45 crore for development of tourism related infrastructure in and around
Bhedaghat (Rs.15 crore), Lamhetaghat near Jabalpur (Rs.2 crore), Mandla/Ramnagar (Rs.3 crore), Kanha National Park
(Rs.5 crore), Pench National Park (Rs.3 crore), Bandhavgarh National Park (Rs.5 crore), Maihar (Rs.1 crore), Chitrakoot
(Rs.5 crore), Satna (Rs.1 crore), Katni (for measures to ameliorate traffic problems) (Rs.2 crore), Bargi Dam (Rs.1 crore)
and Barman Ghat (Rs.2 crore). No amount from this grant should be used for payment of salaries, construction of tourist
bunglows or for purchase of vehicles, except for gypsy type vehicles for viewing the wildlife in Kanha National Park. The
State has also requested for assistance to establish a State Museum at Bhopal; we have provided Rs.10 crore for the
purpose. We have also provided Rs.5 crore to construct a sports complex at Jabalpur.

Maharasthtra

7.39 The State has sought assistance to improve the urban infrastructure such as roads, water supply, sewerage/
drainage and transport systems. We agree that the requirements of the small and medium towns for civic infrastructure,
particularly the sewerage/drainage system, need prompt attention. Accordingly, we have provided Rs.60 crore for
upgradation of sewerage/drainage systems in the small and medium towns of the State.

Manipur

7.40 The State has requested financial assistance for restoration and development of the historic Kangla Fort and for
construction of an additional block of the State Secretariat. We have provided Rs. 5 crore for each of these two projects.
It has also sought assistance for upgradation of civic infrastructure in and around Imphal, as a part of the State Capital
Project, viz. for water supply, sewerage/drainage and traffic/transportation systems; we have provided Rs.10 crore for this
purpose. In addition, it has sought grants for expansion/modernisation of the existing Sports Complex at Khuman Lampak;
for this, we have provided Rs. 2 crore.

Meghalaya

7.41  The State has requested for grants to develop the infrastructure for seven new Community Development Blocks
and for forest conservation/protection measures. We have provided Rs.20 crore and Rs.10 crore for these purposes,
respectively. These amounts should be used for capital expenditure alone.

Mizoram

7.42  The State has requested for grants to undertake the New Capital Project at Khatla and for reconstruction of the
Raj Bhavan complex. We have provided Rs.40 crore and Rs.5 crore, respectively. In addition, we have provided Rs.2
crore for the infrastructure required to set up tourist information centres at Guwahati, New Delhi and Calcutta.

Nagaland

7.43  Nagaland was sanctioned a State Capital Project, which included construction of State Assembly Hall/Secretariat
building, as a plan programme about 10 years ago. However, the State has submitted that the work was moving at a very
slow pace for want of funds; as against the project cost of Rs.65.55 crore, only Rs.20.00 crore have been spent so far. It
has sought special grant to complete the project soon. We have provided Rs.25 crore for the purpose and expect the
State to mobilise the remaining funds and complete the project by 2002-03. The other requests for special problem grants
made by the State include wild life protection measures in the Intanky National Park and the Rangapahar Wild Life
Sanctuary, for which we have provided Rs. 5 crore.

Orissa

7.44  The major components of the requests made by the State Government for these grants relate to construction of
cyclone shelters in the coastal blocks and to undertaking repair and restoration measures for the properties and utilities
damaged during the super-cyclone of October, 1999. We have examined these requirements elsewhere. Keeping the
other proposals of the State in view, we have provided Rs. 15 crore for establishment of a communication network to
interlink the blocks, gram panchayats and cyclone relief centres through satellite, with hub at Bhubaneshwar. We have
also provided Rs.10 crore for restoration of the Nandan Kanan and Chandaka-Dampara eco-zoological complex and Rs.5
crore for upgradation of the Plant Genetic Resource Centre, Bhubaneshwar. These were devastated by the recent cyclone
and we hope that the grant that we are providing would help restore them to normalcy. The State has also emphasised the
emergent need of grants to undertake consolidation measures for eco-restoration works in the Chilika Lake lagoon; we
have provided Rs.30 crore for the purpose.

Punjab

7.45  The State has requested for special grants to undertake measures to promote girls’ education. This would include
construction of girls hostels, school buildings and toilet and drinking water facilities at the high school and higher secondary
school levels. We have provided Rs.30 crore for the purpose.

Rajasthan

7.46  The State has urged for special grant for slum improvements, viz. drainage/sewerage, street lighting, water supply
and community centres in various towns; we have provided Rs.40 crore for the purpose. Among other requests of the
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State, we have identified the ones relating to women’s welfare, for this grant. These are: construction of 13 working
women’s hostels (Rs.4.16 crore), upgradation of infrastructure of the Mahila Sadans (Rs.0.75 crore), construction of Nari
Niketans at 5 Divisional headquarters (Rs.11.14 crore), ten Short Stay Homes for the women in distress (Rs.2.60 crore),
and Rescue Homes for juvenile delinquent girls at 5 Divisional headquarters (Rs.1.35 crore); all put together being Rs.20
crore.

Sikkim
7.47  The State does not have an airport as yet and has requested for grant to construct an airport near Pakyong (East

District). We have provided Rs. 50 crore for this purpose and hope that the new airport would become functional very
soon.

Tamil Nadu

7.48  The State has requested for grant amounting to Rs.49 crore to undertake slum improvement works in the cities of
Chennai, Madurai and Coimbatore. These fast growing cities do need special attention for relocation of slum dwellers.
Accordingly, we have provided Rs.49 crore for the purpose.

Tripura

7.49  The State has emphasised the emergent need of grant for construction of a New Assembly House Complex and
the High Court building, for which no other grants are available as yet. We have provided Rs. 12 crore and Rs. 8 crore for
these purposes, respectively. It has also sought grant for expansion/modernisation of the I.G.M. Hospital (capital expenditure),
for which we have provided Rs. 10 crore.

Uttar Pradesh

7.50 The State has requested for grants for improvement of infrastructure in a wide spectrum of sectors and services.
Most of these are covered either in our assessment of the State’s revenue needs or by way of plan programmes. Considering
the other requests of the State for special problem grants, we have provided Rs.40 crore for upgradation of infrastructure
for higher secondary schools in the rural areas, Rs. 10 crore for development of the yatra routes in the Uttaranchal region,
and Rs. 10 crore for rejuvenation of lakes, other than the Nainital Lake, in the Kumaon region.

West Bengal

7.51  The State has drawn our attention to the continuing problem of severe erosion of the Ganga-Padma river system
in the districts of Malda and Murshidabad, and has sought grants to undertake the required measures. We have provided
Rs.60 crore for this purpose.

Procedure for sanction, releases, monitoring and evaluation

7.52  We have looked into the procedure for sanction of schemes, release of funds, monitoring and evaluation of the
projects under these grants, as recommended by earlier Finance Commissions and as implemented in practice. Our
analysis and recommendations in this regard are as follows:

Sanction and releases

7.53  The existing procedure requires approval of the proposals of the States by the Inter-Ministerial Empowered
Committee (IMEC) and determination of unit costs by the State Level Empowered Committee (SLEC). The IMEC is
chaired by a senior officer of the Ministry of Finance of the Government of India and the SLEC, by the Chief Secretary or
an equivalent senior officer of the State Government. We would like to give greater responsibility to the States for sanction
of the schemes within the guidelines prescribed by us. Accordingly, we recommend that the power to sanction individual
schemes as well as to determine the unit costs should vest with the SLEC. There is no need for any case to be sent to the
Government of India for sanction of a project. However, once a project has been sanctioned by the SLEC, a copy of the
same indicating the time schedule for various stages of the project and for requirement of funds should be submitted to
the Government of India. The Government of India should release funds according to the time schedule indicated in the
project. The unutilised grants for a particular year may be carried forward to the next year. However, the grants that remain
unutilised as on 31st March, 2005 shall lapse.

Monitoring and evaluation

7.54  The existing procedure envisages monitoring of the projects undertaken through these grants to be done by both,
the SLEC as well as the IMEC. We have noted that the utilisation of the grants awarded by the Tenth Finance Commission
was generally very poor, as the details in Annexure-VII.6 would indicate. We would like the States to show greater
commitment for timely and qualitative implementation of the projects undertaken through these grants. Accordingly, we
propose that the physical and financial monitoring of the projects should be done by the SLEC. The States should send
quarterly progress reports to the Ministry of Finance (MoF) of the Government of India, to facilitate release of grants. We
have been informed by the MoF that no evaluation of the schemes undertaken through these grants was carried out
during 1996-00. We would suggest the State Governments to undertake evaluation through professional agencies so as
to bring out the strengths and weaknesses of the programme which may help in introducing necessary improvements.



Chapter VIII

Local Bodies

8.1 Paragraphs 3(c) and 3(d) of the President’s Order require us to make recommendations on the measures needed
to augment the Consolidated Funds of the States to supplement the resources of the panchayats and the municipalities
on the basis of the recommendations of the State Finance Commissions (SFCs). Further, paragraph 6 of the President’s
Order states that where the SFCs have not been constituted as yet, or have not submitted their reports giving
recommendations, we should make our own assessment in the matter, keeping in view the provisions required to be
made for the emoluments and terminal benefits of the employees of the local bodies including teachers; the existing
powers of these bodies to raise financial resources; and the powers, authority and responsibility transferred to them under
articles 243G and 243W read with the Eleventh and Twelfth Schedules of the Constitution. This is for the first time that the
Presidential Order requires a Finance Commission to make recommendations in this regard.

8.2 The rural and urban local bodies, that is, the panchayats and the municipalities, were in existence even before the
seventy-third and the seventy-fourth Constitutional amendments. Every State had enacted suitable legislation for devolution
of functions, powers and responsibilities to these bodies, including the power to raise resources. The Constitutional
changes — 73 and 74" amendments — however, envisage the panchayats and municipalities as institutions of self-
government. It has been made mandatory, under the Constitution, to hold regular elections to these bodies under the
supervision of the State Election Commission. Representation of SCs/STs and women has been made obligatory. The
devolution of financial resources to these bodies has been ensured through periodic constitution of the State Finance
Commissions that are required to make recommendations on the sharing and assignment of various taxes, duties, tolls,
fees etc., and on the grants-in-aid to these bodies from the Consolidated Funds of the States. These provisions are
closely related to articles 243G and 243W of the Constitution which require that the State legislature may, by law, entrust
these bodies with such powers, functions and responsibility so as to enable them to function as institutions of self-
government. In particular, the panchayats and the municipalities may be required to prepare plans for economic development
and social justice, and implement the schemes relating thereto including those which are included in the Eleventh and
Twelfth Schedules of the Constitution, respectively. The operationalisation of the changes contemplated under the
Constitution requires action by both the Centre and the States. The pace of empowerment of these bodies to function as
institutions of self-government has, however, generally been slow. We had extensive consultations with the Central and
State Governments, representatives of the urban and the rural local bodies and of various other organisations on the
present status of these bodies. Their views helped us formulate the principles that we have finally adopted in this regard.

Views of the Ministry of Rural Development

8.3 In the memorandum submitted to us, the Ministry of Rural Development has spelt out views on the approach
which may be adopted by this Commission. The Ministry has also drawn our attention to the needs of the panchayats for
performance of regulatory, operations and maintenance (O&M) and development functions envisaged under article 243G
and the Eleventh Schedule of the Constitution, and the principles which should guide the inter-State distribution of funds
meant for panchayats. The memorandum states that though the reports of the SFCs have become available for many
States for specified periods, these focus largely on the pre-devolution position of the panchayats and do not adequately
recognise their emerging role under the 73" amendment. It also states that the recommendations made by the SFCs
have not been accepted in totality by the State Governments; the States anticipate a very heavy expenditure arising out of
the devolution of powers and functions to the panchayats, and unless sufficient funds are devolved to the States under
article 280, they will find it extremely difficult to implement the 73¢ amendment. The memorandum states that this
Commission may also place reliance on the memoranda submitted by the States as these indicate the approach of the
States towards panchayati raj institutions (PRIs). It also states that the requirement of funds by the panchayats for
performing developmental functions is met under the various Centrally sponsored schemes and the State plan schemes
and it is the regulatory and maintenance needs of the panchayats that should receive special dispensation from this
Commission. The Ministry has not made any State-wise assessment of such needs and stated that this Commission will
have to make its own assessment of the gaps between the needs of the panchayats and the devolution of the resources
from the States, and then make recommendations on the relevant terms of reference.

8.4 The Ministry has indicated the requirement of funds for operations and maintenance of the capital assets
created under the Centrally sponsored schemes and State plan schemes at Rs.4,500 crore per annum, computed at 7
per cent of the capital costs, in respect of drinking water supply in the rural areas, schools, toilets in the upper primary
schools for girls, maintenance of assets created under the watershed development programmes etc. The Ministry has
not identified any schemes which have been implemented by the panchayats or any assets created by them under any
programme which require financial support for maintenance. It has further stressed the need for a proper system of
maintenance of accounts and their audit, under the supervision and control of the Comptroller and Auditor General of
India (C&AG). For audit, the cost is estimated as half-a-per cent of the expenditure incurred by the panchayats in a
year. It has sought financial support to set up a computerised database system relating to the PRIs, supported by V-
SAT facility, to ensure collection and compilation of the data on a uniform pattern and its ready accessibility at the
district, State and national levels.
71
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8.5 The Ministry has suggested that the inter-State allocation of Central resources meant for panchayats should be
based on certain parameters such as the degree of commitment exhibited by the States towards the PRIs and the degree
of resource mobilisation by the PRIs. States should be encouraged to give freedom to the panchayats to raise resources
through property, profession, entertainment and advertisement taxes; and by way of levy and collection of market fees,
tolls, tariffs and user charges for the amenities provided by these bodies. Staff costs and requirements of certain core
services may also be taken into consideration in the devolution formula. Besides, some untied funds may be provided to
the panchayats. Every panchayat should get a minimum amount from the devolution recommended by this Commission
and additional amounts may be devolved on the basis of additional devolution of functions.

Views of the Ministry of Urban Development and Poverty Alleviation

8.6 The Ministry of Urban Development and Poverty Alleviation has, in its memorandum to us, stated that the urban
population that was 26 per cent of the country’s total population in 1991, was expected to reach the level of 30 per cent by
2001 and 41 per cent by 2021. The urban centres currently provide over 60 per cent of the GDP, yet they suffer from
serious deficiencies in civic services and infrastructure in terms of safe drinking water, sewerage and drainage, solid and
liquid waste management, roads, street lighting etc. At the same time, the urban poverty levels too have become significant-
about 32 per cent of the urban population is below the poverty line and the urban slum population has grown from the level
of 2 crore in 1981 to above 5 crore in 1991 and is estimated to cross 10 crore by the year 2001. In this scenario, the
financial position of the urban local bodies (ULBSs) is far too inadequate vis-a-vis the requirements. The Ministry has cited
different sources that have assessed the requirement of resources for the urban local bodies for civic services and
infrastructure and has presented its own assessment of the resource gap of the ULBs for their O&M requirements. These
are summarised below:

SI.No. Source Services/Infrastructure covered Period of Resource
by the report recommendation requirement
(Rs. in crores)
Ninth Plan Document Urban water supply and sanitation. 1997-2002 50,000
India Infrastructure Report, Various urban infrastructures—
1996 (Rakesh Mohan Committee) capital costs as well as O&M needs. 2000-2005 1,25,000
3 Zakaria Committee Norms (1963) Water supply, sewerage/ sewage disposal,
updated to 1997-98 storm water drainage, construction of roads
and paths, street lighting and electricity
distribution - O&M. 2000-2005 72,099
4 Ministry of Urban Revenue gap for O&M requirements
Development,GOI relating to civic services. 2000-2005 18,500

The Ministry has outlined a charter for municipal reforms and suggested that a part of our award amount relating to the
ULBs should be earmarked for allotment by that Ministry for encouraging implementation of such reforms. It has also
emphasized that specific attention need be given to the small and medium towns. It has, however, not indicated the
break-up of the requirement for discharge of various functions by the ULBs, nor made any suggestion on measures that
could be taken for augmenting the Consolidated Funds of the States for supplementing the resources of the municipalities.

Views of the States

8.7 States have given various suggestions on the approach that may be adopted by us on the ToR relating to the
panchayats and the municipalities. But no State has given any suggestion relating to the ‘measures’ needed for augmenting
the Consolidated Funds of the States. Some States have, however, suggested that powers may be given to the local
bodies to levy tax on Central Government properties, about which we have given our recommendation in a later part of
this chapter. States have generally taken the view that the words ‘measures needed to augment the Consolidated Fund
of the State’ be interpreted to mean that the Finance Commission have a duty cast on them to recommend devolution of
funds to the States for meeting the developmental and other requirements of the panchayats and the municipalities. The
financial requirements of the local bodies have been posed on this basis and are not necessarily based on the
recommendations made by the SFCs. Most States have sought funds for construction of buildings — residential and non-
residential, provision of civic amenities including works of public utilities, maintenance of capital assets, and expenditure
on staff and establishment. Some States have identified two other specific areas for our support in relation to the local
bodies, namely, development of database and strengthening of the arrangements for maintenance of accounts and audit.
Bihar, Karnataka, and Tamil Nadu have further stated that 50 per cent of the funds being given by the State Government
to the local bodies should be compensated through the Finance Commission transfers. Gujarat and Haryana have
suggested that the condition of providing matching contribution by the local bodies, envisaged by the Tenth Finance
Commission, be waived and that the grants recommended for local bodies by the Finance Commission should be untied
giving freedom to these bodies to use it for any purpose. Further, deficits of the local bodies, as worked out by the State
Government, be provided by the Finance Commission as grants. Madhya Pradesh has suggested that 7 per cent of the



73

Central taxes be earmarked for devolution to local bodies and from this amount, 80 per cent be distributed to States on the
basis of index of infrastructure (weight: 40 per cent), distance from per capita income (40 per cent), unadjusted area (10
per cent) and population of SCs/STs (10 per cent); and the remaining 20 per cent be allocated to those States that have
completed the process of elections and transfer of powers to elected representatives of local bodies within the first year of
the Constitutional amendments and have also completed the second round of elections by the end of 1999. The total
requirement of funds indicated in the memoranda of 18 States comes to Rs.33,115 crore for the panchayats and Rs.39,900
crore for the municipalities. Seven States have not quantified their demand for funds in their memoranda. These are
Andhra Pradesh, Karnataka (PRIs), Kerala, Manipur, Nagaland, Sikkim and West Bengal.

8.8 As regards the demand of funds for panchayats and municipalities made by the States, two points need to be
highlighted. Firstly, there are a number of schemes that have been taken up by the States as part of the State plans or
Centrally sponsored schemes for provision and improvement of civic services in rural and urban areas- such as the
drinking water supply, sanitation, rural roads etc. Such schemes should have been transferred to the local bodies for
grass root level planning and implementation. Transfer of such schemes to these bodies should be accompanied by
transfer of funds and staff too, as is the spirit of the Constitutional amendments, and if need be, suitable legislative
amendments may ensure this. Such transfer of schemes to the local bodies should, therefore, not lead to any additional
expenditure liability on the States. The construction of panchayat buildings, for instance, should be a part of assistance to
the panchayats and to the extent States provide grants for this purpose, these would be covered in the assessment of
revenue expenditure of the States. Further requirements have to be built in the State plan. Secondly, if we were to take
into account the additional financial burden that falls on a State on account of the acceptance and implementation of the
recommendations of the State Finance Commission, such expenditure has to be built into the expenditure stream of the
State. Any devolution made by a State for the panchayats and municipalities over and above the recommendations of the
State Finance Commission is outside the purview of our consideration, as would be evident from the Constitutional
provisions. We, therefore, do not find adequate justification in the demand that a certain percentage of the funds transferred
by the States to the panchayats and municipalities be provided by the Finance Commission. However, with a view to
highlight that the local bodies are more or less the Third tier of Government, we are sympathetically considering their
case.

Tenth Finance Commission award for the local bodies

8.9 The Tenth Finance Commission did not have any mandate, in its terms of reference, to make recommendations
for the local bodies. However, the 73 and 74" Constitutional amendments had become effective before the Commission
had finalised its report and, therefore, it took the view that in terms of the sub-clauses (bb) and (c) of article 280(3), it was
obliged to make recommendations regarding measures needed to augment the Consolidated Funds of the States for
supplementation of the resources of the panchayats and the municipalities. The Commission analysed the scope of such
duty cast on it and made the following observations:

a. The need for augmentation of the Consolidated Funds of the States should first be ascertained and only
thereafter the measures for such augmentation be recommended.

b. Such measures need not necessarily involve transfer of resources from the Centre.

c.  Once the SFCs complete their task, the Finance Commission becomes duty bound to assess and build into the
expenditure stream of the States the funding requirements for supplementing the resources of the panchayats
and the municipalities. Measures needed for augmentation of the Consolidated Funds of the States may be
determined accordingly.

d.  The responsibility for sharing and assigning taxes and providing grants to the local bodies rests with the States
and does not stand transferred to the Centre.

e. The transfer of duties and functions listed in the Eleventh and Twelfth Schedules of the Constitution would also
involve concomitant transfer of staff and resources. Transfers of duties and functions to the local bodies should,
therefore, not entail any extra financial burden.

8.10  The Tenth Finance Commission had recommended a grant of Rs.100 per capita of rural population, as given in
the 1971 census, for the panchayats for its award period. This grant was to be in addition to the amounts transferred to the
panchayats as shares of assigned taxes, duties, tolls, fees, grants-in-aid and activity-related budgetary transfers. In the
case of municipalities, the Commission recommended an amount of Rs.1,000 crore for its award period, to be distributed
among the States on the basis of the inter-State ratio of slum population derived from the urban population figures of the
1971 census. States and areas excluded from the operation of the 73 and the 74" amendments were also provided
grants to supplement the resources of similar local bodies, even if these were not panchayats/municipalities. The local
bodies were required to prepare suitable schemes and provide matching contributions. No amount was to be used for
expenditure on salaries and wages.

State Finance Commissions

8.11  The determination by us of the measures needed for augmentation of the Consolidated Funds of the States for
supplementing the resources of panchayats and municipalities has to be done on the basis of the reports of the SFCs. In
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fact, the SFCs’ recommendations should have been the basis of our report, but it could not be so in full measure for
several reasons. We have indicated such reasons, and the remedial measures, below:

a. Under the Constitutional provisions, there is no synchronisation of the periods covered by the reports of the
SFCs with that of the Finance Commission. The Tenth Finance Commission also had felt the absence of SFC
reports as a handicap. However, though the reports of the first generation SFCs of most States were available
to us, they were for different periods of time and, except for two (Goa and Orissa), related to only the first or at
best the second year of the period to be covered by our report. Article 243I, which provides for constitution of
the State Finance Commission ‘at the expiration of every fifth year’, in effect prohibits the constitution of a new
SFC before the completion of the period of five years, leading to this anomaly. The solution lies in amending
article 243l to enable a State to set up the SFC ‘at the expiration of every fifth year or earlier,” akin to the
provision that already exists under article 280 for constituting the Finance Commission. The synchronisation of
availability of reports may also be ensured through either a Central legislation or an appropriate provision in the
Constitution.

b.  Many SFC reports have not addressed the specific terms listed in articles 2431 and 243Y, nor have they provided
a clear idea of the powers, authority and responsibilities actually entrusted to the local bodies. Many of these
reports also do not clearly indicate the principles formulated for sharing or assignment of State taxes, duties,
tolls, fees and the grants-in-aid. It is not our intention to limit the freedom of any State Finance Commission in
the manner of preparation of its report but, in order that the report of the SFC could be of use to the Finance
Commission at the Centre, it is necessary to get an idea of the specific recommendation on each ToR as
indicated in article 243l. We, therefore, suggest that it would be immensely helpful if the SFC reports contain
specific chapters narrating the approach adopted by it; an analysis of the resources of the State Government;
an analysis of the resources of each tier of the rural local bodies and each level of the urban local bodies; the
principles for distribution between the State and the panchayats/municipalities of the net proceeds of the taxes,
duties, tolls, and fees leviable by the State; the principles on which these may be distributed among different
tiers/levels of rural/urban local bodies; and the grants-in-aid to be given by the State to the panchayats and the
municipalities. A separate chapter may also be devoted to specific measures that need to be taken for improving
the financial position of these bodies to make them institutions of self-government.

c.  Notime limit is prescribed either in the Constitution or in the States’ legislation for submission of the explanatory
memorandum on the action taken by the State Government (i.e. the action taken report, or the ATR), on the
recommendations of the SFC. As the information given in Annexure-VIIl.1 would indicate, in some States, the
ATRs on SFC recommendations are yet to be submitted to the State legislature, despite the fact that the reports
have been available for about two to three years. Even where some recommendations have been accepted, the
implementation has been tardy. Several important recommendations of the SFC, relating to sharing/transfer of
resources, are often reported to be under consideration for months and even years. It is necessary to ensure
that State Governments take their decisions on the recommendations of the SFC, especially in regard to matters
relating to resource transfer, and place the ATRs on the floor of the State Legislature within six months from the
date of submission of the report by the SFC. Amendments in the laws, if necessary, be made at the earliest.

d.  While articles 280(3)(bb & c) require us to make recommendations in relation to the panchayats and municipalities
of a State on the basis of the recommendations made by the SFC, it does not provide for any alternative
approach in respect of such States wherein the SFCs have either not been constituted or have not submitted
their reports. Apparently, the Presidential Order took note of this situation and accordingly, provided for the
alternative in paragraph 6 of our ToR. Indeed, we had to take the help of various sources of information to arrive
at our recommendation in relation to the local bodies in respect of States for which the reports of the SFCs were
not available. Even in respect of the States wherein such reports were available, we could not form our opinion,
in view of their heterogeneity in approach, contents and period covered. The future Finance Commissions too
may have to face a similar situation. It may, therefore, be advisable to make suitable amendments to the
Constitution so that the Finance Commissions do not get into such a predicament. Accordingly, we recommend
that the words ‘on the basis of the recommendations made by the Finance Commission of the State’ appearing
in sub-clauses (bb) and (c) of article 280(3) of the Constitution be deleted.

8.12  We have also looked into the provisions and practices adopted by the States regarding composition of the SFCs.
In case of the Finance Commission, article 280 provides that Parliament may, by law, determine the qualification for the
members. Accordingly, Parliament enacted the Finance Commission (Miscellaneous Provisions) Act 1951, which prescribed
the qualification for a person to be appointed as the Chairman or a member. In case of SFCs, article 2431(2) makes similar
requirement for the State Legislature. A few States have enacted exclusive legislation for this purpose, while some have
made such provisions in the State Panchayat/Municipal Acts but many have left it to the State Government to prescribe
these details by rules. This has led to a wide diversity in this matter, often missing some essential features. For instance,
in some States, serving government officers are appointed as chairperson and members of the SFCs and that too in ex
officio capacities. This puts limitation on the ability of the SFC to act as an autonomous body to make recommendations
in a free and independent manner, as has been envisioned in the Constitution. Although the rule of delegation is a
permissive provision, but in such cases where SFC has to make recommendation in matters which affect the State
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Government, the State Legislature should itself make relevant provisions. Accordingly, we recommend that States should,
by legislation, ensure that the chairperson and members of the SFCs may be drawn from amongst experts in specific
disciplines such as economics, law, public administration and public finance.

8.13 Para 6 of the Presidential order requires us to make our own assessment about the manner and extent of
augmentation of the Consolidated Funds of the States, keeping in view the provisions required to be made for the emoluments
and terminal benefits of the local bodies including teachers, the existing powers of the local bodies to raise financial
resources, and the powers, authority and responsibility transferred to local bodies. The States’ memoranda do not generally
indicate the requirement of funds for the emoluments and terminal benefits for the employees including those of teachers.
We had sought information on these points specifically through the subsidiary points, but most States have not given this
information. States’ memoranda to us do not give the position in regard to transfer of powers, authority and responsibility
or the financial powers devolved on the local bodies to raise resources. The powers of taxation mentioned in the legislation
have been made subject not only to the rules, notification, and orders to be issued by the State government, but also to the
procedures and limits to be prescribed; in quite a few States action is yet to be taken.

Study reports on panchayats and municipalities

8.14  We entrusted two studies — one for rural local bodies and the other for urban local bodies — to National Institute of
Rural Development (NIRD) and National Institute of Public Finance and Policy (NIPFP) to study the position of devolution
of functions to the local bodies, the powers to raise resources and for working out the requirements for the maintenance
of core services. The core services were identified as primary education, primary health, rural or municipal roads,
drinking water supply, sanitation, and street- lighting. The Study done by the NIRD reveals that the 73" amendment has
not significantly altered the functional domain of the panchayats at various tiers. Few States have been serious in vesting
the panchayats with the necessary powers, funds and staff to enable them to perform the functions assigned to them
under the statutes. The Centre as well as the States have sponsored schemes for rural people without associating
panchayats in planning and implementation. These have further marginalised them. The States’ legislation provide for
levy and collection of certain taxes, fees and tolls but the rules relating to fixation of rate structure are not periodically done
and reviewed. The assessment of the requirement of funds has been stated at Rs. 1,42,128 crore for a period of five years
for rural local bodies for operation and maintenance of core services alone. The capital expenditure is assessed at
Rs.83,603 crore for the same period. For urban areas, the study done by NIPFP does not indicate the requirement of
funds separately for the maintenance of each core service. It has given five options based on level of transfers in 1997-
98, revenue gap at 1997-98 level, enhancement of spending by municipalities deficient in revenue expenditure, enhancement
of the level of spending of municipalities deficient in operation and maintenance expenditure on core services and
enhancement of the level of core services in accordance with Zakaria Committee report. It indicates the requirement of
funds ranging from Rs.6,907 crore to Rs.32,598 crore over a period of five years depending on the option chosen. None
of these studies has indicated the possible measures that need to be taken at the local and State level to bridge this gap.

Measures to augment the Consolidated Funds of the States

8.15 Our primary task is to identify and recommend measures needed for the augmentation of the Consolidated Funds
of the States for supplementing the resources of the local bodies. An assessment of the tax and non-tax revenue of the
States has already been done earlier in the chapter on the assessment of States’ resources. Additional efforts are
needed- both at the local and State level — for raising the resources to meet the growing requirements of the local bodies.
In our view, the States may take the measures indicated below for augmenting their Consolidated Funds to supplement
the resources of panchayats and municipalities:

a. Land taxes: In many States, land revenue has either been abolished or land holdings up to a certain size have
been exempted. However, taxes on land/farm income in some form may be levied to strengthen the resource
base of the local bodies. The rate structure should be fixed suitably keeping in view the present economic
conditions. The revision should not be linked to or depend on survey and settlement operations. In the urban
areas, similar measures should be taken for revision of the lease rents. The amounts so collected may be
passed on to the local bodies for improving and strengthening the civic services. Local bodies may also be
involved in collection of these taxes.

h Surcharge/Cess on State taxes: Cess on land based taxes and other State taxes/duties may be levied to
mobilise resources for augmenting specific civic services and for improving their quality. For example, a cess or
surcharge of 10 per cent on sales tax, State excise, entertainment tax, stamp duties, agricultural income tax,
motor vehicles tax, electricity duties etc. may give significant additional revenue which could be devolved to the
local bodies for improving the basic civic services and for taking up schemes of social and economic development.

C. Profession tax: Article 276 of the Constitution provides for levy of a tax on professions, trades, callings or
employment for the benefit of the State or local bodies at a rate not exceeding Rs.2,500 per tax-payer per year.
Many States either do not levy this tax or levy it at very low rates. States should levy this tax with a view to
supplement the resources of local bodies or they should empower the local bodies to levy it. The rates should
be suitably revised to bring them nearer to the ceiling prescribed under the Constitution. Further, the ceiling
that was fixed in 1988 by an amendment to the Constitution, needs to be suitably enhanced. Parliament should
be empowered to fix this ceiling without going in for a Constitutional amendment every time.
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Reforms in local taxes and rates

8.16 In addition to the measures mentioned above, we would like to highlight the need for improving the revenue
mobilisation by the local bodies themselves. Many SFCs have, in their reports, given suggestions in this regard, of which
some are State specific but some can be considered useful for all the States. We mention two local taxes, besides user
charges, for consideration of all the States.

a.  Property/House tax: Property tax/house tax is the single most important local tax today, in a majority of the
States. Yet it has remained beset with a variety of problems that have prevented the local bodies to exploit its full
potential. Such problems are not merely confined to the proximity factor, namely, the local bodies being too
close to the people to be effective tax collectors. In most States, the tax rates have not been revised periodically
and there is no standard mechanism for determination of property tax rates and their revision. Indeed, West
Bengal has experimented with the institution of Central Valuation Authority and some other States have initiated
reforms in the system of property taxation with provisions for self-assessment, mandatory periodic revision,
dispensing with the demand notice for the tax and putting the onus on property owners for timely tax payment,
etc. Such measures have yielded good results and need to be pursued by all States in a rationalised manner.
Most States have accorded a variety of tax concessions/exemptions leading to revenue loss to the local bodies.
Arrears of taxes are allowed to accumulate either due to sheer inefficiency or due to delay in assessments and
in appeals. Yet another major impediment to the growth of revenue from the property/house tax has been the
rent control laws. The property/ house tax legislation should be suitably modified to overcome this impediment.
Where the property has been let out, the property tax should be made recoverable from the occupier.

b.  Octroi/Entry tax: Besides the property/house tax, octroi has been the major source of revenue for the
municipalities and, in some States, even for the panchayats. Many States have, however, abolished octroi with
a view to remove impediments to the physical movement of goods, though several other new barriers have
been created. Some States have introduced a levy in lieu of octroi, usually the entry tax, the net proceeds of
which are transferred to the local bodies in the form of grant. During our interaction with the representatives of
the local bodies, we were told that though the grant in lieu of octroi given to the local bodies was raised by a
certain percentage from year to year, it does not have as much buoyancy as the octroi had. There have also
been numerous complaints of delay in release of the compensatory grants. While we do not advocate re-
introduction of octroi, we do feel that there is a need for replacing it with a suitable tax that is buoyant and can
be collected by the local bodies.

c. User charges: In many States, the operations and maintenance costs of drinking water supply and many other
civic services are met by the local bodies. However, the user charges are not revised periodically and a
significant percentage of the demand remains in arrears. The rate structure should be revised regularly to keep
pace with inflation and to recover at least, as far as possible, the full operations and maintenance cost of
providing these services. Local bodies should have the power to fix the rate of taxes and user charges for
themselves. That will make for accountability at the margin. People would be willing to pay, if they get better
services.

8.17  While assessing the revenue and expenditure of the States, we have already taken into account the additional
burden falling on their financial resources due to implementation of the SFCs reports and, therefore, no additional provision
needs to be made on this account. The measures recommended by us, if implemented, will generate additional resources
and will meet to a good extent the additional requirements of funds for the local bodies, posed by the States. However, we
do feel that there are certain critical areas which normally get overlooked in the normal flow of funds from the States.
There is, therefore, a need to make suitable provision for them.

Maintenance of civic services

8.18 In our perception, the first such area is the maintenance of civic services in the rural and urban areas, which
includes provision of primary education, primary health care, safe drinking water, street lighting, sanitation including
drainage and scavenging facilities, maintenance of cremation and burial grounds, public conveniences, and other common
property resources. Transfer of these responsibilities to the local bodies should be speeded up, accompanied with
transfer of funds and staff. The capital cost of the civic services identified by us would be met under the concerned
budgetary heads of the States. The cost of operations and maintenance of these services should be met by raising tax
revenues and user charges, and by devolution of funds from the State. However, the maintenance of these services in
rural and urban areas has not received adequate attention so far. It is more for the purpose of re-emphasising the
attention to this aspect, with concern for the people in focus, that we are recommending grants to the States for immediately
passing it on to the panchayats and the urban local bodies that have a primary responsibility in this sphere. No amount
from this grant should be given to the intermediate or district level panchayats where these do not have any direct
responsibility for maintenance of these services. The distribution of these grants to the panchayats and the urban local
bodies should be done on the basis of the principles recommended by the SFCs. These grants would be untied except
that they should not be used for payment of salaries and wages. We envisage that the measures recommended by us
would encourage enhanced economic activities in the rural and urban areas leading to new sets of employment opportunities
rather than direct government employment.
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Accounts and audit

8.19  Our second area of concern is the maintenance of accounts and their audit. States have been transferring funds
to the local bodies under various heads of account, besides major head 3604. We tried to collect information in this regard
from the Finance Accounts, in order to know the extent of decentralization. However, we found that the same minor heads
were used, in several cases, for transfers to the panchayats as well as to the municipalities. Further, the break-up of such
transfers among different categories of the local bodies was not available. We also looked into the status of maintenance
of accounts by these bodies. Articles 243J and 243Z of the Constitution expect the States to make provisions by way of
legislation for maintenance of accounts by the panchayats and the municipalities and for the audit of such accounts.
Following this, most States’ legislation do make general provisions for these purposes, but detailed guidelines or rules
have not been laid down, in several cases. In many States, the formats and procedures for maintenance of accounts by
these bodies prescribed decades ago, are continued without making any improvements to take into account the manifold
increase in their powers, resources and responsibilities. Most village level panchayats do not have any staff except for a
full or a part-time Secretary, because of financial constraints. It would, therefore, be rather too much to expect a village
panchayat to have a trained person dedicated exclusively to upkeep of accounts. With the passage of time, the flow of
funds to the panchayats and the municipalities will increase considerably. Therefore, there is a need to evolve a system of
maintenance of accounts by the local bodies that could be adopted by all the States. As regards audit, in many States, the
legislation leaves it to the State Government to prescribe the authority. In some States, the Director, Local Fund Audit or
a similar authority has been given the responsibility for the audit of accounts of panchayats and municipalities. The C&AG
has a role only in a few States and that too for the audit of district level panchayats and for very large urban bodies. In our
view, this area — of accounts and audit — needs to be set right under the close supervision of the C&AG and supported by
specific earmarking of funds from the grants recommended by us in respect of local bodies. We would like to make the
following suggestions in this regard:

a.  States should review the existing accounting heads under which funds are being transferred to the local bodies.
For each such major head/sub-major head, six minor heads should be created - three for the PRIs and another
three for the ULBs - so that a clear picture of transfers to each category of local bodies is readily available. In
addition, specific demand heads should be created in the State Budgets for the rural and the urban local
bodies, respectively, wherein transfers to these bodies under various detailed heads of account are enlisted.
This may be done in consultation with the C&AG and the Controller General of Accounts, to ensure uniformity
among the States.

b. The C&AG should be entrusted with the responsibility of exercising control and supervision over the proper
maintenance of accounts and their audit for all the tiers/levels of panchayats and urban local bodies.

c.  The Director, Local Fund Audit or any other agency made responsible for the audit of accounts of the local
bodies, should work under the technical and administrative supervision of the C&AG in the same manner as the
Chief Electoral Officers of the States operate under the control and supervision of the Central Election
Commission. In no case should the Director for Panchayats or for Urban Local Bodies be entrusted with this
work. The prescribed authority entrusted with the audit and accounts should not have any functional responsibility
in regard to the local bodies, so as to ensure his independence and accountability.

d. The C&AG should prescribe the format for the preparation of budgets and for keeping of accounts for the local
bodies. Such formats should be amenable to computerisation in a networked environment.

e. Local bodies particularly the village level panchayats and in some cases the intermediate level panchayats, that
do not have trained accounts staff, may contract out the upkeep of accounts to outside agencies/persons. For
this purpose:

i. The C&AG may lay down the qualifications and experience for the agency/person who could be contracted
out the work of maintenance of accounts. The Director, Local Fund Audit or his equivalent authority may
do the registration of such agency/person.

i. A group of local bodies may be entrusted to an agency/person for upkeep of accounts on payment of
remuneration as may be fixed by the C&AG in consultation with the State Government.

iii. The Director, Local Fund Audit or his equivalent authority, under the direction of the C&AG, may do the
supervision over the quality of work of such agency/person.

iv.  Non-compliance or poor performance should lead to deregistration of the agency/person entrusted with
such task.

f.  Audit of accounts of the local bodies be entrusted to the C&AG who may get it done through his own staff or by
engaging outside agencies on payment of remuneration fixed by him. An amount of half-a-per cent of the total
expenditure incurred by the local bodies should be placed with the C&AG for this purpose.

g. The report of the C&AG relating to audit of accounts of the panchayats and the municipalities should be placed
before a Committee of the State Legislature constituted on the same lines as the Public Accounts Committee.

8.20 Panchayats at the village level, and sometimes at the intermediate levels too, do not have exclusive staff for
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upkeep of accounts. In fact, it may not usually be necessary for them to have regular accounts staff on their pay rolls.
They may get the job done on contract basis, as we have indicated before. In our view, an amount of Rs.4,000 per
panchayat per annum, on an average, should be adequate to meet the expenditure on maintenance of accounts on
contract basis, if the staff/facilities are not available within the panchayat. This amount may be paid from the grants that
we are recommending for the rural local bodies. The amount of Rs. 4,000 indicated by us is only suggestive, and may
be different for different States and for different panchayats within a State, depending on local conditions. Any additional
funds required for this purpose should be met from the grants given to the States for the panchayats. Where a panchayat
has got staff available for upkeep of accounts, these funds need not be so earmarked. As for the urban local bodies,
they generally do have accounts staff on their pay rolls. However, if any municipality does not have a regular staff for
this purpose, the grants provided to it may also be so earmarked. The State-wise expenditure on this account has been
worked out and indicated in the Table 8.1.

Table-8.1: Provision for maintenance of accounts of village level
panchayats and intermediate level panchayats

(Rs. in lakhs)
Sl. Name of the State Number of Amount Number of Amount Total
No. village level intermediate
panchayats level panchayats
(1) ) (3) (4) (5) (6) )
1 Andhra Pradesh 21784 871.36 1093 43.72 915.08
2 Arunachal Pradesh 2012 80.48 78 3.12 83.60
3 Assam 2489 99.56 202 8.08 107.64
4 Bihar 12181 487.24 726 29.04 516.28
5 Goa 188 7.52 0 0.00 7.52
6 Gujarat 13547 541.88 184 7.36 549.24
7 Haryana 5958 238.32 111 4.44 242.76
8 Himachal Pradesh 2922 116.88 72 2.88 119.76
9 Jammu & Kashmir 2683 107.32 0 0.00 107.32
10 Karnataka 5673 226.92 175 7.00 233.92
11 Kerala 990 39.60 152 6.08 45.68
12 Madhya Pradesh 31126 1245.04 459 18.36 1263.40
13 Maharashtra 27611 1104.44 319 12.76 1117.20
14 Manipur 2194 87.76 0 0.00 87.76
15 Meghalaya 5629 225.16 0 0.00 225.16
16 Mizoram 723 28.92 0 0.00 28.92
17 Nagaland 1200 48.00 0 0.00 48.00
18 Orissa 5255 210.20 314 12.56 222.76
19 Punjab 11591 463.64 138 5.52 469.16
20 Rajasthan 9184 367.36 237 9.48 376.84
21 Sikkim 159 6.36 0 0.00 6.36
22 Tamil Nadu 12593 503.72 385 15.40 519.12
23 Tripura 962 38.48 41 1.64 40.12
24 Uttar Pradesh 58620 2344.80 904 36.16 2380.96
25 West Bengal 3314 132.56 340 13.60 146.16
Total 240588 9623.52 5930 237.20 9860.72

Database on the finances of the local bodies

8.21  The third area of our concern relates to non-availability of data on the finances of the local bodies. There is no
mechanism for collection of data on the revenue and expenditure of the various tiers/levels of the rural/urban local bodies
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at a centralised place where it could be compiled, processed and made available for use. In the absence of any reliable
financial/budgetary data, no realistic assessment of the needs of the panchayats and municipalities for basic civic and
developmental functions can be made nor can any information be generated on the flow of funds to the local bodies for the
implementation of various schemes for economic development and social justice. We are, therefore, of the view that a
database on the finances of the panchayats and municipalities needs to be developed at the District, State and Central
Government levels and be easily accessible by computerising it and linking it through V-SAT. The Director, Local Fund
Audit or the authority prescribed for conducting the audit of accounts of the local bodies may be made responsible for this
task, as he would be the main agency dealing with the finances, including budgetary position, accounts and audit of the
local bodies. The Chief Secretary of the State may do the State-level coordination and monitoring. In order to ensure that
this scheme is brought into effect within a defined time schedule and there remains a proper coordination among various
agencies at the national and State levels, it would be in the fitness of things that the C&AG is involved at all stages. He
may even be requested to undertake this responsibility. The data could be collected and compiled in standard formats, to
be prescribed by the C&AG. This will facilitate comparison of performance and state of development of local bodies
among the States. We have assessed the cost for this project for all the States to be Rs.200 crore. State-wise details are
indicated in Table 8.2.

Table-8.2: Provision for creation of database relating to the finances of local bodies

(Rs. in lakhs)
State No. of No. of  Total No. of Allocation Allocation Total
PRIs ULBs LBs for PRIs for ULBs allocation

1) ) (3) (4) (5) (6) (7) (8)
1  Andhra Pradesh 22899 116 23015 1826.70 9.25 1835.95
2 Arunachal Pradesh 2103 0 2103 167.76 0.00 167.76
3  Assam 2714 79 2793 216.50 6.30 222.80
4 Bihar 12962 170 13132 1034.00 13.56 1047.56
5 Goa 190 14 204 15.16 1.12 16.27
6 Gujarat 13750 149 13899 1096.86 11.89 1108.75
7 Haryana 6085 82 6167 485.41 6.54 491.95
8 Himachal Pradesh 3006 48 3054 239.79 3.83 243.62
9 Jammu & Kashmir 2683 69 2752 214.03 5.50 219.53
10 Karnataka 5875 215 6090 468.66 17.15 485.81
11 Kerala 1156 58 1214 92.22 4.63 96.84
12 Madhya Pradesh 31630 404 32034 2523.18 32.23 2555.41
13 Maharashtra 27959 244 28203 2230.34 19.46 2249.81
14 Manipur 2204 28 2232 175.82 2.23 178.05
15 Meghalaya 5632 6 5638 449.28 0.48 449.75
16 Mizoram 732 6 738 58.39 0.48 58.87
17 Nagaland 1200 9 1209 95.73 0.72 96.44
18 Orissa 5599 102 5701 446.64 8.14 454.78
19 Punjab 11746 137 11883 937.00 10.93 947.93
20 Rajasthan 9453 183 9636 754.08 14.60 768.68
21 Sikkim 163 0 163 13.00 0.00 13.00
22  Tamil Nadu 13006 744 13750 1037.51 59.35 1096.86
23  Tripura 1007 13 1020 80.33 1.04 81.37
24 Uttar Pradesh 59607 684 60291 4754.96 54.56 4809.52
25  West Bengal 3672 122 3794 292.92 9.73 302.65
Total 247033 3682 250715 19706.28 293.72 20000.00

Grants for the local bodies

8.22. Keeping in view the availability of resources and the overall limits set for the flow of resources from the Centre to
the States, we recommend a total grant of Rs.1,600 crore for the panchayats and Rs.400 crore for the municipalities for
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each of the five years starting from the financial year 2000-01. In per capita terms, the amounts recommended by us for
the rural local bodies are higher than those for the urban local bodies. We have done so because the urban local bodies
can generate higher per capita revenue from the same taxes owing to the rural-urban income differentials. This amount
will be in addition to what would be generated if the measures recommended by us were fully implemented by the States.
These amounts should be over and above the normal flow of funds to the local bodies from the States and the amounts
that would flow from the implementation of SFC recommendations. The amounts indicated for maintenance of accounts
and audit and for development of database, would be the first charge on the grant recommended by us and would be
released by the concerned Ministries of the Government of India, after the arrangements suggested by us have become
operational. The remaining amount should be utilised for maintenance of core civic services by the local bodies, on the
principles indicated in paragraph 8.18 above.

Principles for inter se distribution

8.23  The determination of the inter se share of States in the amounts indicated by us for the rural and urban local
bodies should be based on the principles which promote the development of local bodies as institutions of self-government
and take into account the inter-State differentials in the levels of social and economic development. Population was the
sole criterion adopted by the Tenth Finance Commission for allocation of ad hoc grants to the States— rural population for
the panchayats and slum population for the municipalities. In our view, population should not be the sole basis for State—
wise allocation as it has the effect of perpetuating the status quo. Further, it does not take into account the efforts made
by the States to let these bodies raise their own resources, the extent of transfer of resources, power, authority and
responsibility to the local bodies or the initiative taken by the States in implementing the 73 and 74" amendments and the
income differentials between the States in the rural/urban areas. Nor does it take into account the variation in the cost of
providing services in low population-density areas. In our view, such factors need to be recognised and given due weight
while devising the principles for inter-State allocation. At the same time, population should continue to be an important
factor in determining the needs of the States, as it is ultimately the people who are affected by the quantity and quality of
the services. It also ensures devolution to those States that are slow in empowering the local bodies to develop as
institutions of self-government. We have allocated 40 per cent of the amount to the States to be given to the panchayats
and municipalities on the basis of rural/urban population of the State.

8.24  In view of the 73" and 74" amendments to the Constitution, States now owe a greater responsibility to develop
the local bodies as institutions of local self-government. The burden on the Consolidated Fund of a State on account of
transfer of funds to the local bodies has already been taken into account in our assessment of the non-plan revenue
expenditure of the States. The additional amount recommended for being given as grant for these bodies is more for the
purpose of inducing the States to speed up the process of decentralisation so that these develop as institutions of self-
government as envisaged under articles 243(d) and 243P(e) of the Constitution. States that have taken initiative and
shown commitment are given some recognition in the principles of devolution adopted by us. We are aware that an
objective assessment of the extent of decentralisation often proves difficult because what is indicated on paper does not
always match with the ground realities. Decentralisation of power, authority and responsibility is a gradual process and
takes time to establish even where intentions are clear and are communicated through appropriate instruments of policy.
Keeping all these aspects in view, we have prepared an index of decentralisation based on the steps taken by the States
for implementation of the 73 and the 74" amendments and the speed at which these have been done. We selected ten
parameters for the purpose: enactment/amendment of State panchayat/municipal legislation; intervention/restriction in
the functioning of the local bodies; assignment of functions to the local bodies by State legislation; actual transfer of
functions to these bodies by way of rules, notifications and orders; assignment of powers of taxation to the local bodies
and the extent of exercise of such powers; constitution of the SFCs and the extent of action taken on their reports;
elections to the local bodies; and constitution of District Planning Committees as per the letter and spirit of article 243ZD.
We excluded the constitution of Metropolitan Planning Committees as one of the parameters as no State has yet constituted
them. Points were assigned on a graduated scale to the States in respect of each parameter. Following this exercise, an
index of decentralisation was prepared. The detailed methodology on the construction of this index is given in Appendix-
VIII.1 for the panchayats and Appendix-VIIIl.2 for the municipalities. We distributed 20 per cent of the grant to the States
on the basis of this index of decentralisation. We are aware of the limitation of this analysis and hope that with the
availability of more and more information, it should be possible to make refinements.

8.25  Local bodies should be able to raise revenue to meet their current level of revenue expenditure as far as possible.
However, the extent to which they can do so, depends on the powers delegated to them under the State legislation and the
rules, notifications and orders issued by the respective State Government, besides their own will to do so. We feel that the
efforts made in this direction by the States and the local bodies would get reflected in higher revenue mobilisation by these
bodies from their own sources and should be accorded some weight in the principles of devolution. We have collected
information on the revenue receipts and expenditure of the panchayats and municipalities from the States, which is placed
at Annexures-VIII.2A to D and VIII.3A to D, respectively. In view of the wide disparities in the States’ Domestic Product
(SDP), a uniform criterion will place the low income States at a disadvantage. We have, therefore, linked the efforts made
by the local bodies to raise own revenues, with the States’ own revenue on the one hand and with the SDP from primary
sector (excluding mining and quarrying) for the panchayats and the SDP (net of primary sector) for the municipalities,
respectively, on the other hand. The average of the ratio of own revenue collection of the panchayats for the years
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1995-96, 1996-97 and 1997-98 with the own revenue of the State for the corresponding years, has been worked out and
assigned a weight of 5 per cent. Similarly, the ratio of own revenue of the panchayats for three recent years, viz. 1994-95,
1995-96 and 1996-97, with the SDP for the corresponding years, after making adjustments as indicated above, is given a
weight of 5 per cent. For the municipalities too, a similar exercise has been done.

8.26  We are aware that the States with low per capita SDP will continue to have problems in raising revenue at the
State level as well as at the level of the local bodies and would, therefore, require additional support. In our scheme of
distribution of the grants relating to the rural local bodies, we have provided 20 per cent on the basis of distance from the
highest per capita agricultural income. This has been worked out on the basis of average of the ratio of SDP from the
primary sector excluding mining and quarrying and the projections for rural population made by the Registrar General of
India for the years 1994-95, 1995-96 and 1996-97. Distance of each State has been measured with reference to the State
having the highest average per capita SDP, plus half of the standard deviation. The distances have been weighted by the
rural population of the respective States for working out the share. In the case of urban local bodies, the same exercise
has been done by taking the urban population and the SDP (excluding the primary sector) for the same years. For these
calculations, we have adopted the population figures as per 1991 census, in view of the specific indication to that effect in
articles 243(f) and 243P(g). Lastly, we recognise the fact that the cost of providing basic services in the sparsely populated
areas is relatively high, and would necessitate giving weight to the expanse of the States. Ten per cent of the grant has
been distributed on the basis of the geographical area of each State— rural for panchayats and urban for municipalities.

8.27  Accordingly, we recommend that the amounts of Rs.1,600 crore and Rs.400 crore provided by us for the panchayats
and municipalities, respectively, for each of the five years (2000-05) be distributed among the States on the following
criteria and weights:

i Population 40 per cent
. Index of decentralisation 20 per cent
iii. Distance from highest per capita income 20 per cent
iv. Revenue effort 10 per cent
V. Geographical area 10 per cent

Inter se distribution among the States of the provisions made by us towards panchayats and municipalities are summarised
in Tables 8.3 and 8.4 below, in terms of percentage shares. Basic data relating to these two tables are given in the
Annexures VIII.4 and VIII.5, respectively. Out of these shares, a component is indicated for the excluded areas in the
concerned States, in proportion to the population, for which details are placed at Annexure VIII.6. Such components
should be made available to the respective States only after the relevant legislative measures are completed for extension
of the provisions of 73 and 74" amendments to such areas.

Table 8.3 Share of States in allocation for panchayats

Share (in percentage)**

SI.No. State Total for Of which, share for- Type of the excluded areas*
the State Normal areas Excluded areas*
1 Andhra Pradesh 9.503 8.985 0.518 Fifth Schedule Areas
2 Arunachal Pradesh 0.348 0.348 0.000
3 Assam 2.918 2.814 0.104 Sixth Schedule Areas
4 Bihar 9.813 8.721 1.092 Fifth Schedule Areas
5 Goa 0.116 0.116 0.000
6 Guijarat 4.351 3.555 0.796 Fifth Schedule Areas
7 Haryana 1.839 1.839 0.000
8 Himachal Pradesh 0.821 0.795 0.026 Fifth Schedule Areas
9 Jammu & Kashmir 0.930 0.930 0.000
10 Karnataka 4.926 4.926 0.000
11 Kerala 4.120 4.120 0.000
12 Madhya Pradesh 8.943 6.232 2.711 Fifth Schedule Areas
13 Maharashtra 8.209 7.427 0.782 Fifth Schedule Areas
14 Manipur 0.235 0.128 0.107 Hills Districts Areas
15 Meghalaya # 0.320 0.000 0.320 Sixth Schedule Areas
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16 Mizoram # 0.098 0.075 0.023 Sixth Schedule Areas
17 Nagaland # 0.161 0.161 0.000
18 Orissa 4.320 3.056 1.264 Fifth Schedule Areas
19 Punjab 1.933 1.933 0.000
20 Rajasthan 6.137 5.558 0.578 Fifth Schedule Areas
21 Sikkim 0.066 0.066 0.000
22 Tamil Nadu 5.826 5.826 0.000
23 Tripura 0.356 0.221 0.135 Sixth Schedule Areas
24 Uttar Pradesh 16.489 16.489 0.000
25 West Bengal ## 7.222 7.222 0.000
Total 100.000 87.989 12.011
*  Details of population and geographical area of the excluded areas are given in Annexure-VIII.6.
**  Annexure-VIll.4 may be seen for further details.
# The entire States of Meghalaya, Mizoram and Nagaland are excluded from the provisions of Part-IX, as per
article 243M(2).
##  Provisions of Part-1X relating to the panchayats at district level do not apply to the hill areas of the State of West
Bengal for which Darjeeling Gorkha Hill Council exists.
Table 8.4 Share of States in allocation for Municipalities
Share (in percentage)**
SI.No. State Total for Of which, share for- Type of the excluded areas*
the State  Normal areas Excluded areas*
1 Andhra Pradesh 8.233 8.233 0.000
2 Arunachal Pradesh 0.034 0.034 0.000
3 Assam 1.077 1.032 0.045 Sixth Schedule Areas
4 Bihar 4.695 3.802 0.892 Fifth Schedule Areas
5 Goa 0.232 0.232 0.000
6 Guijarat 6.626 6.566 0.060 Fifth Schedule Areas
7 Haryana 1.832 1.832 0.000
8 Himachal Pradesh 0.195 0.195 0.000
9 Jammu & Kashmir 0.783 0.783 0.000
10 Karnataka 6.241 6.241 0.000
11 Kerala 3.762 3.762 0.000
12 Madhya Pradesh 7.801 7.247 0.553 Fifth Schedule Areas
13 Maharashtra 15.813 15.677 0.136 Fifth Schedule Areas
14 Manipur 0.220 0.201 0.019 Hills Districts Areas
15 Meghalaya 0.135 0.009 0.126 Sixth Schedule Areas
16 Mizoram 0.192 0.184 0.008 Sixth Schedule Areas
17 Nagaland 0.089 0.089 0.000
18 Orissa 1.998 1.599 0.399 Fifth Schedule Areas
19 Punjab 2.736 2.736 0.000
20 Rajasthan 4971 4.859 0.112 Fifth Schedule Areas
21 Sikkim 0.010 0.010 0.000
22 Tamil Nadu 9.668 9.668 0.000
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23 Tripura 0.201 0.201 0.000
24 Uttar Pradesh 12.582 12.582 0.000
25 West Bengal 9.874 9.874 0.000

Total 100.000 91.083 8.917

*

*%

Details of population and geographical area of the excluded areas are given in Annexure-VIII.6.

Annexure-VIII.5 may be seen for further details.

Constitutional, legislative and administrative changes

8.28

While analysing the process of implementation of the 73 and 74" amendments, we have noticed certain critical

problems that would require legislative and administrative changes and, in some cases, further amendments to the
Constitution. The areas so identified by us are as follows:

a.

While all the States, barring Arunachal Pradesh, have either enacted a new Panchayat/Municipal Act or have
brought the existing legislation in conformity with the 73 and 74" amendments, it has been noticed that the
schemes relating to the subjects included in the Eleventh and Twelfth Schedules have not yet been transferred
to these bodies in most of the States. States’ legislation merely enumerate the subjects indicated in the two
Schedules but do not specify the schemes that have to be implemented by these bodies as contemplated in
articles 243G and 243W. Consequently, the funds and the functionaries relating to these schemes continue to
remain under the control of the departments of the State Governments. In some cases, the implementation of
some programmes has been entrusted to these bodies but only as agency function and they have no role in the
planning and formulation of the schemes. Transfer of functions and schemes to the local bodies should be
specifically provided by legislation as, in our view, it is mandatory for the States to do so. In some States, even
though the legislation empowered the local bodies to levy certain taxes, the necessary rules have yet to be
framed, or the notifications laying down the rates have not been issued. We recommend that this may be
explored.

A hierarchical structure of the panchayats has been contemplated in the States’ legislation with the intermediate
level panchayats supervising the village level panchayats and the district level panchayats supervising, advising
and coordinating the activities of village level and intermediate level panchayats. However, the role of the three
tiers of the panchayats has not been clearly delineated in the State legislation and the matter has usually been
left to be decided by way of executive instructions. This has led to a high degree of uncertainty in the matter.
There is a need for making legislative arrangements to clearly indicate the role that these bodies have to play in
the system of governance in the rural areas of a district.

The Central Government, over the years, have formulated a number of schemes known as Central sector or
Centrally sponsored schemes; some of these are implemented for the development of the rural and the urban
areas. These schemes are mostly implemented through special agencies created at the district level or through
informal and formal organisations established over the years and financed by the Central Ministries directly
under these schemes. In some cases, the local bodies have been associated but they are merely performing
agency functions with no decisive role clearly assigned to them in the preparation and implementation of the
schemes. In particular, mention may be made of the District Rural Development Agencies and District Urban
Development Agencies, which are operating as instruments of the Central Government for the planning and
implementation of many programmes and schemes related to the subjects included in the two Schedules.
These agencies have not been integrated with the new set up. The two Union Ministries- the Ministry of Rural
Development and Ministry of Urban Development— are also the nodal Ministries for the implementation of the
739 and 74" amendments, and, therefore, it is their responsibility to ensure that the local bodies function as
institutions of self-government and all impediments to the realisation of this ideal are removed. They have to
provide the lead in the movement towards achievement of this goal. Unless these Ministries take the initiative,
it may be futile to expect other Ministries in the Central Government to take action for the transfer of more
schemes relating to the subjects included in the two Schedules to these bodies.

The Constitution envisages that every State having a population of more than twenty lakhs will have a three-tier
panchayati raj system, namely, the village level, the intermediate level and the district level. We feel, on the
basis of our own assessment of the working of the local bodies in the States, that it is too rigid an arrangement
and there is a need to provide flexibility to the States to decide whether a two-tier system would operate with
greater efficiency and economy in a particular situation or a three-tier structure would be essential. Necessary
changes need to be made in this regard.

The Fifth and the Sixth Schedule Areas have been specifically excluded from the operation of the 73 and 74"
amendments. Parliament has, however, been given the powers to extend the provisions of these amendments
to such areas by legislation. For extension of the provisions of the 73" amendment to the Fifth Schedule areas,
such a legislation was passed by Parliament in 1996 and all the States except Bihar have already made the
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consequential changes in their State legislation. However, for extending the provisions of the 74" amendment
to the Fifth Schedule areas, Parliament is yet to enact the enabling legislation. This needs to be speeded up. In
the case of the Sixth Schedule Areas, no action has yet been taken by the Parliament to make these amendments
applicable to these areas. We understand that the power to extend the provisions of these amendments is
already available to the Governor in respect of Assam, and to the President of India in respect of Meghalaya,
Mizoram and Tripura. There is a need for clarity of approach on this issue so that the development of the rural
and urban local bodies in these areas keeps pace with the developments taking place in the rest of the country.

f.  The States of Meghalaya, Mizoram and Nagaland have been specifically excluded from the operation of the
73" amendment. However, the legislatures of these States have been given the power to extend this amendment
to their States, except in respect of the Sixth Schedule areas, by law. We do hope that suitable action will be
taken for extending this amendment in these States so that they can get the benefit of the measures that we are
going to recommend for the augmentation of Consolidated Funds of these States. In this connection, we would
also like to mention that these States have a system of a village council operating at the local level and performing
regulatory and developmental functions on most of the subjects included in the Eleventh Schedule. We suggest
that either these village level institutions be recognised as panchayats for the purpose of the 73 amendment
by suitable legislative changes or the State may take action as indicated above.

g. The hill areas in the State of Manipur, for which district councils have been constituted under a Central Act, are
excluded from the operation of the 73" amendment. Similarly, the provisions relating to district level panchayats
have not been made applicable to the hill areas of the district of Darjeeling in West Bengal. There are no
enabling provisions in the Constitution for making the 73 amendment applicable to these areas either now or
at a later date. It is necessary to introduce suitable enabling provisions in the Constitution so that these areas
too could get the benefit of the 73 amendment.

h.  Panchayats and municipalities should have adequate administrative infrastructure and should be able to raise
financial resources on their own which, together with the devolution from the State Government, should enable
them to perform their basic civic, regulatory and developmental functions with efficiency and economy. There
are wide variations in the area and population served by different tiers of panchayats in the States, as the
details in Annexures-VIII.7 and VIII.8 would indicate. In some States, the population served by a village level
panchayat is only in hundreds whereas in some others it is in thousands. It appears that in many cases,
panchayats at some tiers have not been conceived as viable units. Administrative reorganisation is necessary
to ensure their development as viable institutions of self-government.

i.  The District Planning Committees (DPCs) have not become operational in most States; Metropolitan Planning
Committees have not been constituted in any State. On the other hand, in some States, DPCs have been
entrusted with executive functions, by which they tend to overshadow the local bodies. Immediate measures
are required to ensure that these bodies are constituted soon and they function as per the intention of the
Constitution.

Taxation of Central Government properties

8.29  The Ministry of Urban Development (MoUD) has, on the advice of the Ministry of Finance, made a submission to
us that the issue relating to levy of service charges/taxation of Central Government properties be taken into consideration
while making our recommendations on devolution of resources to the States/Municipalities. The MoUD had drafted a
proposal for enacting a Central legislation under article 285(1) of the Constitution for regulating the payment of service
charges in respect of Central Government properties. This was based on the report of the working group constituted in
November 1994 by that Ministry, to make a study in respect of the various issues relating to the taxation of Government
properties. A copy of the reference made by the Ministry is placed at Annexures-VIII.9A & B. Many States have, in their
memoranda submitted to us, raised the issue of taxation of Central Government properties by the local bodies. In our
interaction with the representatives of the local bodies and the State Governments, this subject had come up again and
again for discussion. Their view has been that the local bodies should be permitted to tax the properties of the Central
Government, like any other property, for supplementing their resources and that necessary amendments to the Constitution
be made for the purpose.

8.30  Article 285(1) of the Constitution prescribes that the property of the Union shall, save in so far as Parliament may
by law otherwise provide, be exempt from all taxes imposed by a State or by any authority within a State. Parliament, in its
wisdom, has not made any law for imposing any taxation on the properties of the Central Government. However, as per
the apex Court’s decision, properties vested in the statutory corporations or the companies incorporated under the
Companies Act do not enjoy this exemption. Ministry of Finance has, in its memorandum to us, expressed the view
against local taxation of Central Government properties following the doctrine that the sovereign cannot be taxed except
with his consent. They have, however, expressed no objection to taxation of the properties of Central Public Sector
Undertakings (CPSUs) by the local bodies, but have cautioned against the possibilities of these bodies levying unduly
high taxes on the CPSU properties. The Ministry has expressed no objection to the proposition of levy of service charges
on the properties of the Central Government Departments. They have, however, said that such service charges should be
reasonable, i.e. commensurate with the services provided.
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8.31  We have given our careful consideration to the arguments advanced both by the Centre and the States. We also
note that a similar provision for exempting States’ property and income from Union taxation, with some exceptions, has
been made in article 289. The principle on which both these exemptions were envisaged by the Constitution was that in a
federal set up, the property of one level of government should enjoy immunity from taxation by another. We agree with this
principle and suggest no changes in article 285 of the Constitution of India.

8.32  Asforlevy of user charges, the legal basis, as per the instructions issued by the Central Government from time to
time (Annexures VIII.10A to D) is open to question and we learn, as stated by the MoUD, that there have been several
disputes on this issue. From the information gathered by us, as also available in the report of the working group constituted
by the MoUD in 1994 on the subject, we find that while some local authorities are able to levy and collect user charges on
the properties of the Central Government departments/undertakings, many others are unable to do so. It may also be
recognised that to the extent the cost of providing services is recovered by user charges, the burden on the Consolidated
Funds of the States to supplement the resources of Panchayats and Municipalities would get reduced. While taxation of
properties belonging to the Central or State governments would apparently infringe on the sovereign powers of the Union
and the States, there is no doubt that all the properties located in rural or urban areas enjoy the benefit of civic services
that have a cost. This principle has been recognised in the various instructions issued by the Government of India and,
therefore, there is ample justification to formalise and regulate it by law. We are of the view that all Government properties,
whether they belong to the Central or the State governments, should be subject to the levy of user charges. We are also
of the view that it should be regulated by a suitable legislation.



Chapter IX
Calamity Relief

9.1 Para 10 of our Terms of Reference requires us to review the scheme of Calamity Relief Fund (CRF) and to make
appropriate recommendations thereon. The CRF has been established separately for each State on the basis of the
recommendations of the Ninth Finance Commission. The earlier arrangement in this regard was provided at the behest
of the previous Finance Commissions and was commonly called the ‘margin money scheme’. The term was first used in
the report of the Second Finance Commission, which had provided in its assessment of the revenue needs of each State
a specified sum ranging from Rs.10 lakh to Rs.100 lakh, as a margin for meeting the expenditure on natural calamities.
These sums were to be kept in a separate fund, the annual balance of which was to be invested in readily encashable
securities. This arrangement was broadly continued by the Finance Commissions up to the Eighth Commission. The
Sixth Finance Commission was specifically asked by the President, for the first time, to review the policy and arrange-
ments in regard to financing of relief expenditure by the States. It recommended for continuation of the margin money
arrangements and, at the same time, for systematic development of the drought and the flood prone areas through plan
programmes. The terms of reference of all the subsequent Finance Commissions included this item. The Seventh and
Eighth Finance Commissions too generally continued with the arrangements recommended by the earlier Commissions.
The size of the margin money provided for the States increased gradually from Rs.6.15 crore per annum (Second Finance
Commission) to Rs.240.75 crore per annum (Eighth Finance Commission).

9.2 The contribution of the Central Government in the calamity relief expenditure of the States, as evolved during the
course of the Second to the Eighth Finance Commissions had included a share in the margin money, advance Plan
assistance in the form of grants and loans, special central assistance as grants and loans, etc. The procedural arrange-
ments for obtaining Central Government's assistance required submission of memorandum by the State to the Centre
and visit of a Central Team to the State. The Ninth Finance Commission (NFC) mooted a near fundamental change in this
approach, by recommending creation of a Calamity Relief Fund (CRF) for each State to which the Centre and the State
were to contribute in a ratio of 75:25, and by doing away with different forms of Central assistance, requirement of the
visits of the Central Team to States etc. To determine the size of the CRF for a State, the NFC considered the average of
actual ceiling of expenditure approved for a State over the ten year period ending 1988-89. The total amount for the CRF
for all States was worked out at Rs.804 crore per year. The Tenth Finance Commission re-determined the size of the fund
for each State taking into account the average of the aggregate of ceilings of expenditure for the years 1983-84 to 89-90
and the amount of Calamity Relief Fund for the years 1990-91 to 1991-93. The amounts so worked out for all the States
were adjusted for inflation up to 1994-95 and thereafter, at graduated rates with the same elasticity as for other non-plan
revenue expenditure up to 1999-00. The amount thus worked out for all the States for the period 1995-00 was Rs.6304.27
crore.

9.3 The Tenth Finance Commission had also recommended the setting up of a separate Central fund - the National
Fund for Calamity Relief (NFCR) - under the Ministry of Agriculture, to provide assistance to the States affected by natural
calamity of rare severity. It held the view that if a calamity of rare severity occurs, it should be dealt with as a national
calamity, requiring additional assistance and support from the Centre, beyond what is envisaged under the CRF scheme.
Moreover, the national dimensions of such a calamity would entail assistance from other States too, both in terms of
financial support and material help. The Commission, however, did not provide a definition of ‘calamity of rare severity'.
It fixed the size of the NFCR at Rs.700 crore, to be built over the period of 1995-00, to which Centre and the States would
contribute in the ratio of 75:25.

9.4 We have received a variety of suggestions and views of Central Ministries on the continuance, or otherwise, of
the Scheme of CRF with or without modifications in its size, ratio of contribution and related operational issues. Ministry of
Finance have suggested that the quantum of CRF for each State may be determined on the basis of average actual
expenditure on natural calamities and not on the average amount of the CRF in previous years. Ministry of Agriculture
had in the earlier memoranda suggested the freezing of CRF at the existing level and augmentation of NFCR. In a
subsequent note it was stated that the system of CRF and NFCR be dispensed with and instead the State Government
should be allocated adequate funds to take care of the immediate requirements for providing relief. This, in effect, means
that the Central Government should continue to extend support for relief operations, albeit of immediate nature, and the
funds may be made available to the States on the basis of the recommendation of the Finance Commission without any
rigors of control over the investment and expenditure. We are unable to agree to this suggestion of the Ministry of
Agriculture in so far as it relates to CRF. We are of the view that funds allocated by the Central Government should be
used only for relief operations, and should, therefore, be kept in a separate fund where there is a possibility of augmenting
it through suitable investments. There is, thus, ample justification for continuing with the CRF.
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9.5 There is also a general consensus among the States on the continuance of CRF with augmentation of the fund
and some modifications. Andhra Pradesh has suggested that the size of CRF for each State should be determined after
taking into account the actual expenditure incurred by the State on relief, the State’s proneness to cyclone, drought, flood
etc., tax remissions extended and the magnitude of losses suffered by the State due to the calamity. Arunachal Pradesh
has suggested that the corpus of CRF should be enhanced five times. Assam and Bihar have suggested that in determin-
ing the size of the fund, considerations such as average actual expenditure on relief measures in the past should be
dispensed with, as very often resource constraints prevent a backward State from meeting the full requirements of admin-
istering relief. Assam has suggested that the size of the State’s CRF be raised to Rs.200 crore. Bihar and Gujarat have
suggested that there should be a suitable increase every year to account for inflation. Gujarat has further suggested that
the occurrence of natural calamities in quick succession should also be taken into account while determining the size of
CRF. Himachal Pradesh wants its annual entitlement to be at least 25 per cent of the average annual damages assessed
since 1995-96. Jammu & Kashmir, Mizoram and Tamil Nadu have stated that the major head 2245 - Relief on account of
natural calamities (or the erstwhile ‘64 - Famine Relief’) was not the only head whereunder the relief expenditure was
booked and, therefore, the size of the CRF should be determined after considering all such expenditure booked under
various heads. Karnataka has suggested that in determining the size of CRF, the proportion of a State’s unirrigated area
should be considered and also that the fund should be enhanced substantially. Kerala has recommended an increase in
the CRF by 90 per cent. Madhya Pradesh, on the other hand, has suggested that contribution to the CRF should be made
at the rate of 1 per cent of the gross tax receipts of the Centre and horizontal distribution should be based on intensity,
regularity and the duration of relief required. Rajasthan is of the view that CRF should be determined on the basis of past
expenditure with adequate adjustment for inflation. Uttar Pradesh has emphasised the need for taking into consideration
the actual relief expenditure and the inflation factor. Goa, Haryana, Maharashtra, Nagaland, Orissa, Punjab, Sikkim and
Tripura have sought substantial step up in the corpus of CRF without indicating any specific criteria for assessment.

9.6 A careful consideration of different suggestions put forward by the States shows that their main emphasis is to
raise the corpus substantially and for this purpose to take into account the expenditure incurred on calamity relief under
different heads of account. However, it is seen from the expenditure data of the States that it is very difficult to distinguish
between the expenditure incurred for calamity relief and other normal expenditure under various heads of account. States
are expected to ensure the booking of expenditure on gratuitous relief, supply of fodder, drinking water, veterinary care,
housing, etc. on account of natural calamities in various sub-heads under the major head 2245. We, therefore, do not find
it feasible to consider the expenditure booked under various major heads of accounts for fixing the corpus. We are also
unable to accept some of the other criteria suggested by the States, namely, State’'s proneness to natural calamities,
magnitude of losses suffered by a State during a calamity, occurrence of natural calamities in quick succession, etc., as it
is difficult to assess them on a uniform basis across the States. All these factors are, however, reasonably captured in the
expenditure incurred by a State on relief in any year. We are, therefore, of the view that the most appropriate and objective
manner of assessing the relief expenditure is to take into account the expenditure booked under the major head 2245 only.
We do, however, share States’ concern with regard to the factor of inflation. We have, therefore, taken into account the
average annual expenditure booked under the major head 2245 during the period 1987-88 to 1998-99 at 1998-99 prices
after fully adjusting for inflation on the basis of consumer price index for industrial workers. Expenditure on natural
calamities widely vary from year to year and expenditure over a short period may not reflect the requirements in future.
We consider that a period of 12 years would adequately capture the recent trends in the occurrence of natural calamities
in various States. The amount so worked out has been projected up to 1999-00 on the basis of estimated inflation and
provision for each year up to 2004-05 has been made assuming the current rate of inflation. However, where the average
expenditure works out to be less, the allocation for the year 2000-01 has been maintained at the level of 1999-00, to
ensure that no State gets less than what it was getting earlier.

9.7 The existing scheme of CRF provides for contribution of 25 per cent by the States and 75 per cent by the Centre.
Ministry of Agriculture has favoured continuance of this ratio. Many States have, however, represented that the share of
States in the contribution to the CRF be reduced. Andhra Pradesh, Arunachal Pradesh, Bihar, Gujarat, Haryana, Karnataka,
Kerala, Orissa and Tamil Nadu have suggested that the contribution of the States should be reduced to 10 per cent, while
Tripura has suggested that it should be kept at 15 per cent. Assam, Himachal Pradesh, Madhya Pradesh, Mizoram and
Nagaland are of the view that the entire fund should be provided by the Centre as grant. We have considered these
suggestions. It is the primary responsibility of the States to incur necessary expenditure on the immediate relief whenever
a natural calamity occurs. The role of the Centre is to provide supplementary assistance to the States as it may not be
possible for a State to immediately come forward with sufficient funds to meet natural calamities which occur suddenly
and with intensity. Raising Centre’s share to 85 or 90 per cent may also lead to inflated demands on the CRF. Lastly, the
financial constraints of the Centre would require that this burden should be shared by the States too, to a significant extent.
Considering all these factors, we recommend that share of the States in the CRF should be retained at 25 per cent.

9.8 Assam and Bihar have stated that the past expenditure alone should not determine future allocations since many
weak States could not spend adequately for relief due to paucity of funds. We have identified six States, namely, Assam,
Bihar, Orissa, Madhya Pradesh, Uttar Pradesh and West Bengal in this category. These States belong to the low income
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group and face the wrath of recurring natural calamities year after year. In order to provide additional assistance to such
States, we propose to strengthen the size of CRF of these States by an additional provision of ten per cent of the
aggregate size of the CRF. This additional amount is allocated among these six States in the same ratio in which these
States have their own CRF. The amount thus worked out for all States for the period of our report is Rs.11007.59 crore.
This includes the Centre’s share of Rs.8255.69 crore, and the States’ share of Rs.2751.90 crore, worked out in the ratio of
75:25. The State-wise distribution of CRF giving the Centre and States’ share is indicated at Annexures IX 1 to IX 3.

9.9 Another important issue relates to the nature and types of calamities which should be eligible for relief expendi-
ture from the major head 2245. The Second Finance Commission had suggested that expenditure under this head should
be available for all other natural calamities too, besides drought, famine and flood. There was no further deliberation on
this aspect in the reports of the Third, Fourth and the Fifth Finance Commissions. The Sixth Commission too did not
define ‘calamity’ but, by way of examples, talked of cyclone, drought, earthquake and flood. The Seventh Finance Com-
mission made a distinction between drought on the one hand and cyclone, flood and earthquake on the other hand, on the
basis of suddenness and intensity of impact. For the expenditure related to drought, it recommended that the Centre
should provide assistance to the affected State as advance Plan assistance and if such expenditure exceeded 5 per cent
of the State’s Plan outlay, the excess amount be provided to the State as grant-cum-loan (50:50). As regards the relief and
restoration works relating to cyclone, flood and other calamities of a sudden nature, it recommended that 75 per cent of
the expenditure incurred by the State in excess of the margin, should be provided by the Centre as non-Plan grant and the
balance 25 per cent be met by the State, in order to discourage wasteful expenditure. The Eighth Finance Commission
further added hailstorm and fire to the list but continued with this distinction. The Ninth Finance Commission recom-
mended that all calamities covered by the existing schemes relating to relief assistance should continue to be covered but
the distinction between drought on the one hand and cyclone, flood, fire, etc., on the other hand, be done away with. The
Tenth Finance Commission did not make any specific recommendation regarding the nature or type of calamities to be
covered by the CRF scheme. It, however, recommended that the Ministry of Agriculture should set up a committee
comprising experts and representatives of States to list out the items that could be charged to the CRF. The latest scheme
notified by the Ministry of Finance in July, 1995, provides that CRF would cover all natural calamities such as cyclone,
drought, fire, flood, etc. The Ministry of Agriculture have emphasised in their memorandum to us that calamities arising out
of heavy rains, land-slides, avalanche, hailstorms and pest attacks should also be included in the list of natural calamities
eligible for relief expenditure; but fire, heat/cold wave and epidemics should be excluded. Assam has suggested that
coverage of the CRF scheme may be enlarged so as to include various types of calamities caused by industrial disaster
and epidemics. Karnataka has suggested that severe fluctuations in output and prices of several agricultural products
should be considered and, if required, a separate fund should be created for the purpose. Kerala has argued for inclusion
of coastal erosion in the list. Madhya Pradesh has suggested that the cost of supply of safe drinking water in times of
stress should be included in the list. Punjab is of the view that calamities caused by locust/pest and water logging should
also be identified as natural calamities.

9.10 We have examined the suggestions made by the Ministry of Agriculture and the States. It is indeed very difficult
to draw a distinction between one natural calamity and another, with a view to limit the use of the CRF for only a few natural
calamities and exclude others. In a country where three-fourths of the population is either directly or indirectly dependent
on agriculture for its sustenance, any calamity that affects the agricultural productivity or production is bound to cause
distress and qualify for relief through State intervention. At the same time, we feel that if this fund is used for all and sundry
occurrences, there will be very little available, if at all, when a really difficult and widespread situation of distress surfaces.
We are, therefore, of the view that only the natural calamities of cyclone, drought, earthquake, fire, flood and hailstorm
should be eligible for relief expenditure from the CRF. As regards providing relief to the people affected by man-made and
other disasters, the CRF should not be used and the concerned units from which it emanates should be made to pay for
it.

9.11  States have drawn our attention to the instructions issued by the Ministry of Finance for the maintenance of the
CRF outside the general revenues and Public Account of the State. The Second Finance Commission, while initiating the
practice of margin money for relief expenditure under ‘64 - Famine Relief’, had suggested that each State should invest
the unspent balance of this fund in readily marketable securities, to be drawn upon for future relief requirements. This
arrangement was endorsed by the Third, Fourth, Fifth, Sixth and the Seventh Finance Commissions. However, each of
these Commissions had also noted that this arrangement did not work as the States used it for their ways and means
requirements. The Eighth Finance Commission while recommending the contribution of the Centre at 50 per cent of the
margin money for each State also required that the unspent balance of the margin money contribution of the State as well
as of the Centre need not be invested in any securities but should remain notionally carried forward to the subsequent
years, to be released in the year of need. The Ninth Finance Commission, which originated the concept of CRF, had
recommended that this fund should be separate from the general revenues of the States and should be kept in a nationalised
bank administered by a committee headed by the Chief Secretary of the State. The Ministry of Finance laid down a more
elaborate pattern of investment to be made from the CRF which included Government of India securities (15 per cent),
182 days Treasury Bills and Public Sector Banks (25 per cent each), State Co-operative Banks (15 per cent), State
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Government Securities and Public Sector Undertaking bonds/units (10 per cent each). A number of States had raised
objections to this arrangement before the Tenth Finance Commission. The TFC recommended that the Ministry of Fi-
nance should, in consultation with the States, modify the existing instructions relating to the investment of the CRF money
so as to provide flexibility in the choice of avenues for investment subject to ensuring security and liquidity. Accordingly,
Ministry of Finance issued orders in October, 1995 that investment of the fund should be carried out by a branch of
Reserve Bank of India or, in its absence at the State headquarters, by a branch of State Bank of India or a nationalised
bank which conducts the State Government business. The Ministry’s orders also prescribed the revised investment
pattern which included interest earning deposits with Public Sector Banks (30 per cent), auctioned Treasury Bills (25 per
cent), interest earning deposits with State Co-operative Banks (15 per cent), Government of India securities of varying
maturities, State Government securities and Public Sector Undertaking, Unit Trust of India, Mutual Fund Bonds/Units (10
per cent each). However, the C&AG has reported that even now most of the States do not follow the prescribed invest-
ment norms and often use this fund for managing their ways and means requirements. Some States have given sugges-
tions in regard to investment to be made from this fund. Kerala and Rajasthan have suggested that deposits in nationalised
banks should be one of the avenues for investing the fund. Tamil Nadu has suggested that the pattern of investment of
CRF should be left entirely to the States. Uttar Pradesh has preferred that States may be permitted to deposit the amount
of CRF in the form of certificates of deposit for a period of 91 days in order to earn interest while having adequate liquidity.
Some States have also stated that when a State was in a situation of revenue deficits and had to borrow funds at high
rates of interest, there was no justification for keeping the fund in a bank or investing it on securities and bonds carrying
lower rates of interest. While there is some merit in the views expressed by the State Governments, it has to be realised
that the provision of grants for calamity relief is in addition to the normal anticipated non-Plan revenue expenditure and is
meant only for meeting unforeseen expenditure arising out of natural calamities. We are, therefore, of the view that the
CRF should be kept separately outside the Public Account of the State and invested in a manner approved by the Central
Government. Where, however, for some reasons, it is not possible to keep it in the manner approved by the Central
Government, it should be kept in a Public Account, on which the State Government should pay interest at a rate not less
than the market rate as indicated by the Reserve Bank of India.

9.12 Some State Governments have suggested that the list of items on which expenditure from CRF can be incurred
should be expanded to include works of capital nature. Andhra Pradesh has suggested that in severe drought conditions,
norms may be relaxed to allow for expenditure on capital works such as digging of borewells, installation of pumpsets, etc.
Haryana is of the view that restriction on expenditure for such capital works which may reduce the intensity and frequency
of natural calamities in future years should be removed. Haryana has also pointed out that the norms of relief fixed by the
Government of India are too inadequate compared to the actual requirements of the State. Karnataka has suggested that
the Finance Commission should itself lay down the rules for utilisation of CRF and not leave it for regulation by the Ministry
of Finance. Kerala has suggested that norms of assistance for loss due to natural calamities should be based on the
prevailing prices of the commodities and wage rates of labourers in the State. Ministry of Agriculture has, on the other
hand, suggested that States should be advised to strictly adhere to the guidelines of Government of India in respect of the
scales and pattern of expenditure. According to the Ministry, expenditure from the CRF for repair/reconstruction of
damaged public utilities should be discouraged and that such expenditure should be made from normal annual budget. In
our view, there are two issues. The first relates to the items approved by the Expert Committee as eligible for expenditure
from the CRF. The Tenth Finance Commission had recommended the constitution of such a Committee to draw up a list
of items, the expenditure on which would be chargeable to the CRF. Accordingly, the Expert Committee was constituted
and it identified the list of such items, in mid-1995. It is generally noticed that when a natural calamity occurs, there is
always a pressure on the State Government to incur expenditure on many more items, not included in the approved list,
as has been observed by the C&AG too. This tendency needs to be checked. We do hope and trust that this list should
be prepared after due consultation with each State, and local needs and requirements are duly taken care of. We further
suggest that, apart from having a list of items eligible for expenditure from the CRF on an all-India basis, State-specific
needs and practices should also find a place. A Committee of experts may be set up to review these items afresh. The
Committee should have representatives from the State Governments as earlier. The State-specific list should be finalised
in consultation with the representatives of the concerned State Government, and in case, the representative of a State
Government is not a member of the Committee, he may be either co